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THE  INDUSTRIAL  REORGANIZATION  ACT  (S.  1167) 
(The  Communications  Industry) 


TUESDAY,  JULY  9,   1974 

U.S.  Senate, 
Subcommittee  on  Antitrust  and  Monopoly  of  the 

Committee  on  the  Judiciary, 

Washington^  B.C. 
The  subcommittee  met  at  10 :05  a.m.,  in  room  2228,  Dirksen  Senate 
Office  Building,  Hon.  Philip  A.  Hart  (chairman  of  the  subcommit- 
tee), presiding. 

Present:  Senators  Hart  and  Hruska. 

Staff  present:  Howard  E.  O'Leary,  Jr.,  chief  counsel;  Gerald 
Hellerman,  special  financial  adviser;  Janice  Williams,  chief  clerk; 
Peter  N.  Chumbris,  minority  chief  counsel;  and  Charles  E.  Kern 
IT,  minority  counsel. 

Senator  Hart.  The  committee  will  be  in  order. 
Our  first  witness  today  is  the  Director,  Office  of  Telecommunica- 
tions Policy,  Executive  Office  of  the  President. 

I  am  advised  that  Senator  Hruska  is  attending  an  Appropriations 
Committee  meeting.  If  it  is  possible  he  will  join  us. 
The  committee  will  proceed. 
The  subcommittee  welcomes  Mr.  Clay  T.  Whitehead. 

STATEMENT  OF  CLAY  T.  WHITEHEAD,  DIRECTOR,  OFFICE  OF 
TELECOMMUNICATIONS  POLICY,  EXECUTIVE  OFFICE  OF  THE 
PRESIDENT,  ACCOMPANIED  BY  JOHN  EGER,  DEPUTY  DIRECTOR 

Mr,  Whitehead.  Thank  you,  Mr.  Chairman. 

I  have  a  statement  that  I  hope  is  not  too  long.  I  would  like  to 
read  it. 

I  welcome  this  opportunity,  Mr.  Chairman,  to  be  here  with  you.  I 
have  with  me  John  Eger,  the  Deputy  Director  of  OTP.  We  are 
happy  to  have  this  opportunity  to  discuss  S.  1167  and  the  structure 
of  the  Nation's  domestic  communications  industry.  At  the  outset, 
I  should  point  out  that  when  I  say  "communications,"  I  am  referring 
to  all  segments  of  our  electronic  communications  industry  with  the 
exception  of  broadcasting.  A  discussion  such  as  this  is  particularly 
appropriate  at  the  present  time.  Unlike  almost  every  other  country 
in  the  world,  the  United  States  has  a  reliable,  widespread,  low-cost 
communications  infrastructure.  In  that  sense,  one  of  the  major  goals 
of  the  1934  Communications  Act  has  been  achieved. 
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But  the  rapid  innovation  and  decreasing  cost  of  electronics  has 
now  opened  a  host  of  new  ways  to  use  and  augment  this  basic  com- 
munications capability.  We  must  therefore  seriously  inquire  where 
we  are  to  go  in  the  future  and  how  we  will  get  there.  Before  dis- 
cussing the  specific  problems  confronting  us  today  with  regard  to 
competition  in  the  field  of  communications  I  believe  it  would  be 
useful  to  touch  briefly  on  the  development  of  common  carrier  com- 
munications in  this  country. 

The  subcommittee  has  heard  a  great  deal  about  the  history  of  the 
Bell  System,  its  size,  and  its  vertical  and  horizontal  integration,  and 
I  do  not  want  to  take  a  lot  of  time  with  a  history  or  description  of 
A.T.  &  T.  Suffice  it  to  say  that  Bell  is  where  it  is  today  for  two 
principal  reasons.  First,  like  most  public  services  requiring  the 
installation  of  pipelines,  cable,  and  conduits  in  local  geographic 
areas,  telephone  service  has  the  characteristics  of  natural  monopoly 
in  each  community.  Second,  Bell's  early  telephone  patent  position 
led  to  its  rapid  ascendency  in  the  field  of  telephony  and  made  it  a 
prime  candidate  for  acquiring  other  telephone  systems  in  the  early 
days  of  the  industry. 

These  combined  factors  had  the  effect  of  insulating  the  Bell  Sys- 
tem for  competition  in  the  provision  of  switched  telephone  service. 
A.T.  &  T.  is  uniquely  large  in  American  business:  It  employs  some 
11/^  percent  of  our  labor  force,  uses  10  percent  of  the  new  capital 
investment  each  year,  and  has  revenues  of  over  $20  billion  annually. 

You  have  also  heard  a  lot  about  the  history  of  communications 
regulation,  so  I  do  not  want  to  go  into  great  detail  on  that  subject 
except  to  note  that  in  the  early  days  of  the  telephone  industry  regu- 
lation was  not  a  significant  problem.  I  suppose  that  this  was  due 
in  large  part  to  the  fact  that  in  the  era  when  communications  serv- 
ices were  synonymous  with  public  telephone  and  telegraph  service 
the  national  policy  of  universal  service  at  reasonable  rates  was  en- 
tirely in  accord  with  Bell's  own  objectives.  Indeed,  title  II  of  the 
]  934  Communications  Act  set  the  legal  framework  for  FCC  common 
carrier  regulation  around  the  assumption  that  telephone  and  tele- 
graph service  were  the  only  feasible  communications  services. 

It  is  important  to  emphasize  that  up  until  about  the  1940's  common 
cnrrier  communications  services  consisted  almost  exclusively  of  tele- 
phone and  telegraph,  both  of  which  were  characterized  by  natural 
monopoly  features.  But  the  advent  of  new  technologies — new  de- 
velopments in  radio  communications,  microwave  transmissions,  solid 
state  circuitry,  and  so  on — began  to  provide  us  new  methods  of 
communication.  It  became  possible  to  send  a  message  electronically 
from  one  point  to  another  having  to  go  through  the  switched  tele- 
phone network ;  and  it  became  possible  to  see  the  telephone  lines  for 
a  variety  of  new  communications  purposes.  These  new  services,  made 
possible  by  advances  in  electronics  technology,  do  not  have  natural 
monopoly  characteristics,  and  it  became  apparent  that  there  was  no 
need  for  all  communications  services  and  equipment  to  be  provided 
by  a  single  supplier  such  as  the  telephone  company. 

This  was  recognized  as  long  ago  as  1949,  when  the  FCC  allocated 
frequencies  for  mobile  radio  service  to  various  private  groups  as 
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well  as  to  companies  not  affiliated  with  the  telephone  carriers  for 
the  provision  of  mobile  radio  services  to  the  public.  Ten  years  later, 
in  1919,  the  Commission  made  point-to-point  microwave  frequencies 
available  to  private  companies  having  large  communications  re- 
quirements. More  recently  the  FCC  has  decided  to  permit  so-called 
specialized  common  carriers  to  provide  city-to-city  private  line 
services  and  to  allow  domestic  satellite  communications  services  to 
be  provided  by  non-Bell  entrants.  Again,  this  was  in  recognition  of 
the  fact  that  there  was  no  need  for  having  any  and  all  communica- 
tions services  provided  by  a  single  company. 

In  the  equipment  area  the  telephone  industry  originally  developed 
as  a  complete  two-way  communications  service;  and  the  telephone 
company  historically  supplied  its  customers  with  all  elements  needed 
for  system  function,  including  terminal  equipment.  As  I  mentioned 
earlier,  the  integration  of  service  and  equipment  was  based  his- 
torically on  the  original  Bell  patents;  and  for  years  the  telephone 
tariffs  prohibited  the  attachment  of  any  non-Bell  equipment  to  the 
transmission  lines.  This  prohibition  has  been  challenged  with  in- 
creasing frequency  since  the  1950's,  as  customers  began  to  discover 
that  newer,  less-expensive  equipment  could  be  used  with  telephone 
lines;  and  the  FCC,  supported  by  the  courts,  has  forced  Bell  to 
make  some  important  exceptions  to  this  rule. 

None  of  these  decisions  to  adapt  the  Communications  Act  to  new 
technologies  and  new  services  seems  remarkable  in  retrospect,  but  the 
difficulty  and  the  slowness  with  which  they  were  made  show  how 
the  regulatory  apparatus  of  the  1930's  has  come  to  be  a  major  im- 
pediment to  the  natural  growth  of  new  communications  services. 

All  of  these  decisions  of  the  FCC  and  the  courts  are  expressions 
of  the  fundamental  public  policy  that  customers  are  more  likely  to 
get  the  services  and  products  they  want,  and  get  them  more  quickly 
and  at  lower  cost,  if  they  are  available  from  diverse  sources.  We 
have  traditionally  viewed  monopoly  as  an  exception  to  the  general 
rule  of  competitive  free  enterprise,  and  the  Supreme  Court  and  the 
Congress  have  repeatedly  stressed  the  broad  public  interest  benefits 
of  antimonopoly  policies.  Monopolistic  industry  structure  has  been 
sanctioned  historically  only  in  key  public  services  where  necessary 
and  where  justified  by  the  presence  of  natural  monopoly  character- 
istics. In  short,  the  burden  has  been  on  the  monopolist  to  justify  his 
monopoly  status,  and  regulation  has  been  directed  at  protecting 
customers  and  other  businesses  from  the  monopoly. 

But  a  curious  and  perverse  twist  has  occurred  in  the  communica- 
tions industrv.  The  Communications  Act  vested  the  FCC  with  regu- 
latory jurisdiction  over  all  interstate  electronic  communications.  This 
was  perfectly  acceptable  in  1934  when  communications  meant  tele- 
graph and  switched  telephone  services,  both  of  which  were  and  are 
characterized  by  conditions  that  justify  a  monopolistic  industry 
structure  and,  hence,  extensive  economic  regulation.  But  with  all 
communications  services  by  statute  under  a  regulatory  umbrella 
affirmative  authorization  is  required  before  any  new  service  can  be 
offered — to  a  few  desirous  customers  or  to  the  general  public — ^by  a 
new  entrant. 
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The  FCC  has  thus  been  placed  in  the  posture  of  "permitting  com- 
petition," a  posture  that  is  entirely  antithetical  to  our  basic  tradi- 
tions. The  burden  and  the  benefit  of  regulation  have  shifted:  The 
would-be  provider  of  a  new  communications  service,  rather  than  the 
monopolist,  is  now  required  to  justify  his  existence,  and  the  monopo- 
list, rather  than  the  would-be  customer  of  that  new  service,  receives 
the  benefits  of  the  regulatory  machinery. 

We  have  had  a  surge  in  innovation  and  cost  reduction  in  elec- 
tronics; already  it  is  finding  its  way  into  consumer  products  and 
business  services.  But  the  public  benefit  will  be  cut  short  if  our 
regulatory  mechanisms  prevent  these  electronic  devices  from  being 
used  in  electronic  interstate  commerce  over  communications  lines. 
The  natural  pressure  from  customers  and  would-be  suppliers  for 
competition  with  monopoly  carriers  is,  under  the  existing  provisions 
of  title  II  of  the  Communications  Act,  turning  the  Government  into 
a  cartel  manager,  apportioning  markets  among  the  "competitors." 
Indeed,  we  are  even  seeing  the  perverse  phenomenon  of  many  new 
entrants  seeking  regulated  status  in  order  to  secure  the  protections 
and  benefits  that  such  status  accords.  In  short,  the  1934  regulatory 
apparatus  works  reasonably  well  for  the  purpose  for  which  it  was 
designed,  namely,  regulating  basic  telephone  service;  but  that  same 
regulatory  apparatus  has  become  a  barrier  to  competition  and  inno- 
vation required  for  the  future  direction  of  communications. 

The  end  result  is  that  innovation  is  discouraged;  and  customer 
needs,  especially  small-market  needs,  are  not  translated  into  incen- 
tives for  new  services.  The  major  expense  of  developing  a  new  com- 
munications service  for  the  public  is  often  the  legal  expense  of 
fiffhting  established  carriers  in  the  regulatory  process  for  permis- 
sion to  offer  the  service  to  would-be  customers,  rather  than  the  de- 
velopment of  the  service  and  equipment  itself. 

What,  then,  should  be  the  fundamental  principles  upon  which  our 
future  communications  policy  should  be  based?  I  believe  there  are 
four  basic  principles  that  should  apply : 

First,  the  public-utility  monopoly  in  conventional  telephone  serv- 
ice is  still  appropriate  today.  The  natural  monopoly  conditions  that 
originally  dictated  this  industry  structure  remain  unchanged,  and 
no  one  suggests  that  basic  local  telephone  service  be  provided  on 
anything  but  a  monopoly  basis.  Indeed,  thanks  to  the  Bell  System 
and  to  the  regulatory  policies  of  the  past  the  United  States  has  a 
universal,  low-cost  telephone  service  that  is  unparalleled  throughout 
the  world. 

Second,  the  monopoly  concept  should  not  be  extended  to  other 
communications  services.  As  I  have  indicated,  we  have  traditionally 
viewed  monopoly  as  the  exception,  not  the  rule,  and  unless  the 
would-be  monopolist  or  the  public  can  demonstrate  a  special  public 
policy  consideration  that  justifies  monopoly,  it  should  not  be  per- 
mitted. Communications  was  once  a  homogeneous  service  that  could 
properly  be  viewed  as  a  public  utility.  But  this  is  no  longer  the  case. 
Most  everyone  wants  or  needs  a  telephone;  but  not  everyone  wants 
a  private  branch  exchange  or  access  to  data  processing  equipment, 
or  a  private  line  between  two  cities,  or  a  phone  in  his  car,  or  any 
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of  the  special  capabilities  which  electronic  technology  can  make 
available  to  particular  users,  packaged  to  meet  their  particular 
needs.  At  present  there  does  not  appear  to  be  any  service  other  than 
the  local  public  telephone  service  where  monopoly  rather  than  com- 
petition would  best  serve  the  public  interest. 

Third,  any  new  entrant  should  be  free  to  offer  any  service  except 
conventional  public  telephone  service.  In  the  absence  of  a  showing 
of  need  to  protect  the  monopolist  from  competition  there  is  no 
public  policy  basis  for  prohibiting  customers  and  suppliers  from 
doing  business  with  one  another.  Indeed,  industry  innovations  to 
meet  a  wide  variety  of  customer  needs  and  interests  will  take  place 
only  if  the  customer  is  free  to  seek  out  whichever  company  offers 
him  the  best  service  suited  to  his  needs  and  means. 

Fourth,  any  telephone  customer  should  be  allowed  to  buy  and  use 
any  communications  device  over  the  telephone  lines.  The  natural 
monopoly  features  inherent  in  local  switched  telephone  service  relate 
to  the  installation  lines  and  switching  facilities ;  they  are  not  present 
in  the  production  and  sale  of  terminal  equipment.  There  are  no 
technical  or  economic  considerations  which  dictate  that  a  customer 
should  be  prohibited  from  acquiring  terminal  equipment  from  what- 
ever source  he  chooses  to  use  with  his  telephone  line  to  suit  his 
particular  need.  Of  course,  the  consumer  should  pay  for  his  access 
to  the  line  and  for  the  demands  he  places  on  the  switching  and  trans- 
mission facilities  of  the  telephone  company.  But  what  he  does  with 
the  communications  capability  he  pays  for  is  his  business — just  as 
what  he  does  with  his  water,  his  electricity,  and  his  gas  is  his 
business. 

The  established  carriers  have  taken  issue  with  the  last  three  of 
these  four  principles,  and  I  would  like  briefly  to  address  their  argu- 
ments. Eegarding  the  second  principle  limiting  monopoly  to  public 
telephone  service,  the  carriers  have  variously  and  from  time  to  time 
both  welcomed  and  eschewed  competition  in  nontelephone  services. 

Most  recently,  some  of  them  have  called  for  a  moratorium  on  new 
entry,  urging  strongly  that  competition  in  communications  should 
be  permitted  only  if  it  can  be  shown  that  no  adverse  impact  will 
result. 

This,  of  course,  places  the  would-be  competitor  in  the  impossible 
position  of  having  to  prove  the  negative.  But  more  importantly, 
what  these  carriers  are  saying  in  effect  is  that  competition,  rather 
than  monopoly,  has  to  be  justified;  this  flies  squarely  in  the  face 
of  the  fundamental  presumptions  of  our  free  enterprise  system,  and 
is  clearly  contrary  to  the  FCC  and  court  decisions  to  which  I  have 
referred,  establishing  competition  as  the  appropriate  environment 
for  nontelephone  communications  service. 

It  is  certainly  the  American  way  for  businessmen  to  seek  pre- 
eminence in  their  businesses  and  seek  to  outdo  their  competition ;  and 
the  telephone  companies,  including  A.T.  &  T.,  are  no  exception.  But 
the  whole  basis  for  our  free  enterprise  system  is  that  business  suc- 
cess should  be  won  competitively  in  the  marketplace  by  providing 
the  goods  and  services  that  customers  want.  It  is  unbecoming  for  a 
company  the  size  and  the  stature  of  A.T.  &  T.  to  use  its  legal, 
political,  and  economic  power  to  seek  to  extend  its  monopoly  by 
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governmental  fiat  into  areas  where  monopoly  is  not  called  for.  In 
my  judgment,  the  Government  cannot  let  such  an  effort  go  unnoticed 
or  unchecked. 

There  is  little  doubt  that  the  recent  aggressive  campaign  by  A.T. 
&  T.  and  other  telephone  companies  to  declare  a  moratorium  on 
competition  will  have  a  deleterious  effect  on  the  development  of  new 
communications  services  by  slowing  the  infusion  of  capital  and 
raising  the  legal  fees  required  to  challenge  the  established  carriers 
in  the  courts  and  at  the  FCC.  It  would  be  a  wiser  and  more  con- 
structive course  for  these  established  carriers  to  promote  and  facili- 
tate all  kinds  of  communications — expanding  their  business  by  ex- 
panding the  use  of  their  facilities. 

With  regard  to  the  third  principle — that  any  new  entrant  should 
be  free  to  provide  any  communications  services  other  than  public 
telephone  service — it  has  been  suggested  that  competition  will  cause 
a  departure  from  nationwide  rate  averaging.  The  allegation  is  that 
competitors  in  the  private  line,  intercity  communications  market 
will  seek  to  serve  only  low-cost,  high-density  routes  between  urban 
centers  which  until  now  have  subsidized  other  routes;  but  if  this  is 
true  I  would  simply  say  that  it  is  not  clear  that  there  is  or  has  been 
a  national  policy  encouraging  business  users  in  urban  centers  to 
subsidize  business  users  elsewhere.  The  policy  of  nationwide  rate 
averaging  may  well  continue  to  be  appropriate  within  the  standard 
public  telephone  service.  However,  it  is  inappropriate  to  extend  that 
concept  beyond  conventional  telephone  service,  and  the  argument 
that  competition  will  destroy  telephone  rate  averaging  is  just  not 
true. 

It  is  also  alleged  that  business  users  of  communications  services 
subsidize  residential  telephone  users;  and  that  competition  in  pri- 
vate-line and  business  terminal  equipment  markets  would  destroy 
that  subsidy.  Again,  assuming  the  subsidy  exists,  I  question  whether 
its  elimination  would  have  any  noticeable  impact  on  the  rates  paid 
by  residential  users,  particularly  since  the  competitive  markets  in- 
volved have  accounted  for  only  about  5  percent  of  total  Bell  System 
revenues. 

Consumers  end  up  paying  for  most  of  the  service  anyway,  as 
business  users  pass  on  their  higher  communications  costs  in  the 
form  of  higher  prices  for  the  goods  and  services  they  offer  to  the 
public.  Moreover,  such  rate  averaging  gives  the  telephone  companies 
incentive  to  focus  their  new  products  and  services  on  the  more 
lucrative,  higher  profit  area  of  service  to  businesses  rather  than 
residential  users. 

In  the  final  analysis  I  do  not  believe  that  these  subsidies,  if  in 
fact  they  exist,  are  so  significant  or  desirable  as  to  warrant  denying 
the  public  the  benefits  that  a  competitive  environment  will  make 
possible. 

Finally,  as  to  the  fourth  point  on  the  interconnection  of  non-Bell 
equipment  into  the  Bell  network,  it  is  said  that  this  practice  will 
result  in  "harm  to  the  network."  I  cannot  conclude  that  this  problem 
is  really  significant.  How  is  it,  for  example,  that  a  radio  can  be 
moved  from  one  State  to  another  and  still  work  despite  the  fact  that 
no  one  has  a  national  monopoly  on  either  the  supply  of  electricity 
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or  the  manufacture  of  radios?  How  is  it  that  telephone  users  in 
those  areas  of  the  country  served  by  non-Bell  telephone  companies 
can  call  anywhere  in  the  country  without  harming  the  network? 
There  are  a  number  of  mechanisms,  formal  and  informal,  by  which 
standards  can  be  agreed  upon  that  will  protect  the  telephone  net- 
work from  harm.  These  standards  are  very  simple,  technically,  and 
are  well  within  the  capability  of  our  sophisticated  electronics  in- 
dustry. 

In  any  event,  Government,  through  the  FCC,  the  National  Bureau 
of  Standards,  and  the  National  Science  Foundation,  is  well  equipped 
to  assist  the  industry. 

The  inescapable  conclusion,  Mr.  Chairman,  is  that  competition 
and  monopoly  must  coexist  in  our  communications  industry.  In  such 
an  environment  the  major  policy  issues  are:  (1)  which  nonmonopoly 
services  should  the  telephone  companies  be  allowed  to  offer,  and  on 
what  basis;  and  (2)  what  are  the  responsibilities  of  monopoly  tele- 
phone companies  in  facilitating  the  use  of  their  lines? 

One  obvious  approach  is  simply  to  exclude  Bell  from  offering  any 
other  than  switched  public  telephone  service,  but  I  believe  this  to 
be  an  unacceptable  course.  The  Bell  System  has  given  us  the  finest, 
most  modern  telephone  system  in  the  world,  an  accomplishment  of 
which  it  can  justifiably  be  proud.  We  should  be  most  reluctant  to 
deprive  the  Nation  of  the  productive  potential  of  such  an  organiza- 
tion. Bell,  like  any  other  telephone  company,  should  be  allowed  to 
compete  in  the  offering  of  any  nontelephone  service  where  com- 
pelling public  policy  reasons  do  not  dictate  otherwise. 

Once  it  is  found  that  there  are  no  such  compelling  reasons  the 
principal  regulatory  problems  involve  the  possibility  of  purposeful 
or  inadvertent  abuse  of  monopoly  power  to  gain  unfair  advantages 
in  the  competitive  sphere.  One  such  problem  is  the  potential  for 
cross-subsidy — the  pricing  of  competitive  services  below  cost  and 
making  up  the  difference  by  charging  higher  rates  for  monopoly 
services.  The  identification  of  cross-subsidies  is  not  easy,  involving 
conflicting  methods  of  cost  allocation  and  problems  of  availability 
of  and  access  to  proprietary  cost  information.  The  FCC,  for  example, 
has  been  considering  the  pricing  policies  for  the  established  common 
carriers  for  at  least  the  past  6  years,  and  no  definitive  results  have 
yet  been  forthcoming. 

The  Communications  Act  itself  compounds  the  difficulty  of  the 
cross-subsidy  problem.  For  example,  the  Commission  may  lawfully 
suspend  a  tariff  only  for  90  days  while  it  investigates  the  reasonable- 
ness of  the  new  rates,  but  after  the  90-day  period  the  tariff  auto- 
matically goes  into  effect.  If  the  Commission  has  not  completed  its 
investigation  by  that  time  it  may  issue  an  "accounting  order" 
whereby  revenues  under  the  new  tariff  are  subject  to  refund  to 
customers  if  the  rates  are  found  to  be  unreasonably  high.  What 
may  have  been  an  appropriate  procedure  for  protecting  the  public 
against  unreasonably  high  rates  for  monopoly  services  is  of  no 
value  in  protecting  competitors  against  lost  customers  if  the  rates 
are  found  to  be  set  below  costs  or  if  inappropriate  costing  methods 
have  been  used. 


A  second  major  problem  that  arises  when  the  telephone  company 
participates  in  competitive  markets  is  its  opportunity  to  restrict  the 
use  of  its  monopoly  telephone  network  by  its  competitors. 

This  subcommittee  has  heard  charges  and  count-ercharges  regard- 
ing access  by  specialized  common  carriers  to  the  local  loop  service 
and  discriminatory  practices  directed  against  the  users  of  non-Bell 
terminal  equipment.  It  would  be  inappropriate  for  me  to  comment 
on  the  merits  of  any  of  these  allegations,  except  to  say  that  liberal, 
nondiscriminatory  interconnection  with  and  access  to  the  switched 
telephone  network  is  feasible  and  essential.  Moreover,  there  appears 
to  be  no  legitimate  reason  for  restricting  the  shared  use  and  resale 
of  the  telephone  company's  services;  entrepreneurs  who  wish  to 
develop  new  markets  or  facilitate  the  use  of  communications  services 
by  serving  as  brokers  should  be  permitted  to  do  so.  Anticompetitive 
practices  that  restrict  access  should  be  dealt  with  vigorously. 

The  thrust  of  my  testimony  to  this  point,  Mr.  Chairman,  is  that 
competition  can,  and  indeed  must,  work  in  the  communications 
business  if  the  American  public  is  to  secure  the  benefits  of  new 
services  and  lower  costs. 

Outmoded  regulatory  mechanisms  that  protect  monopoly  rather 
than  constrain  it  cannot  be  allowed  to  carry  over  into  the  assump- 
tion that  it  is  somehow  "natural"  for  all  communications  to  be  a 
monopoly.  Tlie  problems  posed  by  the  existence  of  a  monopolist 
in  a  competitive  atmosphere  are  enormously  complex,  but  this  should 
not  cause  us  to  abandon  the  effort  to  accommodate  the  two.  As  I 
mentioned  earlier,  the  advantages  offered  by  Bell's  participation 
in  some  markets  are  significant;  and  the  task  that  confronts  us  now 
is  to  find  new  ways  to  insure  that  Bell's  participation  is  fair  and 
equitable. 

It  would  be  easy,  as  many  have  done,  to  ascribe  the  problems  that 
confront  us  today  to  inept  regulators  and  greedy  businessmen;  but 
that  would  be  incorrect  and  unfair  and  would  mislead  us.  In  my 
judgment  the  FCC  and  the  courts  have  done  a  commendable  job 
trying  to  fiit  the  1934  Communications  Act  to  the  needs  of  a  more 
modern  economy;  and  the  businessmen  of  A.T.  &  T.  are  among  the 
most  competent  and  dedicated  I  have  come  in  contact  with.  Rather, 
the  problems  stem  from  the  fact  that  our  regulatory  mechanisms 
and  the  structure  of  our  common  carrier  communications  industry 
are  becoming  obsolete.  We  should  seek  to  redefine  the  regulatory 
framework  within  which  the  FCC  and  the  industry  operate  rather 
than  cast  blame  on  those  who  seek  to  do  the  best  they  can  under  an 
outdated  regulatory  framework. 

This  updating  of  our  communications  policy  can  be  achieved  in 
several  ways.  Title  II  of  the  Communications  Act  should  be  revised, 
systematically  and  thoroughly,  to  specify  separate  regulatory  mecha- 
nisms for  monopoly  services  and  competitive  services,  and  to  estab- 
lish firmly  the  principles  I  outlined  earlier.  Also,  the  antitrust  laws 
should  be  enforced  to  ensure  that  regulatory  mechanisms  cannot 
become  a  haven  for  escape  from  competition.  And  the  FCC  should 
be  encouraged  by  the  Congress  to  continue  to  facilitate  the  avail- 
ability of  a  wide  range  of  communications  capabilities. 
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Finally,  a  restructuring  of  the  communications  industry  may  be 
necessary  if  competition  and  monopoly  are  to  coexist  constructively. 
However,  I  do  not  believe  that  the  measures  contemplated  by  S. 
1167  are  appropriate.  Specifically,  I  seriously  question  the  advisability 
of  establishing  yet  another  Government  agency  such  as  the  Industrial 
Reorganization  Commission  that  is  contemplated  by  this  bill  to  deal 
with  these  problems.  We  should  first  streamline  and  modernize  our 
existing  regulatory  machinery  before  we  add  additional  layers  of 
regulatory  control. 

We  in  Government  should  reaffirm  that  in  the  absence  of  compel- 
ling unusual  circumstances  our  economy  will  be  based  on  competi- 
tion, and  insist  that  that  policy  be  pursued.  If  we  modernize  our 
Communications  Act  and  our  regulatory  process  to  conform  to  that 
policy  we  can  expect  that  we  will  continue  to  have  the  finest  tele- 
phone system  in  the  world  and  will  have,  in  addition,  a  host  of 
other  diverse  communications  services  available  to  those  in  industry 
and  the  public  who  want  or  need  them. 

That  concludes  my  statement.  I  will  be  pleased  to  answer  questions 
you  or  members  of  the  subcommittee  may  have. 

Senator  Hart.  Thank  you  very  much,  Mr.  Whitehead.  Your  state- 
ment is  a  thoughtful  and  balanced  one. 

I  say  that  even  though  you  conclude  on  a  note  of  disagreement 
with  the  precise  form  of  the  Industrial  Reorganization  Act. 

I  think  you  have  reminded  us  of  certain  of  the  basic  principles 
which  we  accept  as  desirable  in  our  kind  of  economic  society. 

In  the  course  of  time  we  may  have  lost  sight  of  these  concepts 
as  far  as  precise  application  of  those  principles  go  in  this  communi- 
cations field. 

I  think  you  have  assisted  the  committee  greatly. 

I  can  be  a  little  more  precise  as  to  what  I  have  in  mind,  as  to 
what  the  general  principles  are  and  how  they  seem  to  have  gotten 
lost  in  the  evolution  of  the  Bell  System,  which  I  agree  with  you  is 
marvelous. 

Undertaking  to  review  it  doesn't  mean  that  I  think  it  would  be 
better  if  we  had  the  "Mozambique  Telephone  Co." 

You  point  out  we  traditionally  view  monopoly  as  an  exception 
to  the  general  rule  of  competitive  free  enterprise.  Monopolistic  in- 
dustry structure  has  been  sanctioned  historically  only  in  key  public 
services  where  necessary  and  where  justified  by  the  presence  of 
natural  monopoly  characteristics. 

In  short,  the  burden  has  been  on  the  monopolist  to  justify  his 
monopoly  status.  That  is  historically  correct;  and  in  my  thoughts, 
absolutely  right. 

I  think  it  wholly  appropriate  that  periodically  Congress  asks  any 
monopolist  the  questions:  Are  your  thoughts  as  valid  today  as  they 
were  when  you  got  your  first  patent?  Can  you  carry  the  burden  of 
proof  today  as  you  did  a  long  time  ago? 

A  curious  and  perverse  twist  has  occurred  in  the  communications 
industry.  Then  you  remind  us  Congress  got  into  this  act  in  the 
1930's  with  the  Communications  Act.  We  wind  up  with  all  communi- 
cations services  by  statute  under  a  regulatory  umbrella,  with  affirm- 
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ative  authorization  required  before  any  new  service  can  be  offered 
by  any  new  entrant. 

By  the  congressional  action  you  are  suggesting  that  the  burden 
be  borne  for  the  proposition  that  competition  would  be  desirable 
rather  than  contrarily  that  monopoly  is  justified. 

That  is  a  posture  entirely  antithetical  to  our  basic  provisions. 

I  agree  with  you.  I  agree  when  you  go  on  to  say — 

The  burden  and  the  benefit  of  regulation  have  shifted  to  the  would-be  pro- 
vider of  a  new  communications  service,  rather  than  the  monopolist,  who  is 
now  required  to  justify  his  existence;  and  the  monopolist,  rarher  than  the 
would-be  customer  of  that  new  service,  receives  the  protection  of  the  regulatory 
machinery. 

That  may  be  comforting  to  the  monopolist  but  it  doesn't  square 
with  our  principles,  as  you  say. 

I  hope  you  would  agree  I  have  not,  in  paraphrasing  you,  distorted 
your  viewpoint. 

Mr.  Whitehead.  Not  at  all. 

Senator  Hart.  Senator  Hruska? 

Senator  Hruska.  I  have  no  questions,  Mr.  Chairman.  This  is  a 
complicated  subject  to  start  out  with. 

Yesterday  at  5 :15  a  copy  of  your  statement  came  to  my  office,  Mr. 
Whitehead.  The  rules  of  the  committee  are  a  little  different  than 
that. 

Separate  and  apart  from  that,  with  the  advance  notice  of  these 
hearings  and  the  opportunity  to  furnsh  a  statement  early  enough  so 
that  it  can  be  studied,  read,  cross-referenced,  we  have  been  denied 
that  opportunity.  That  is  to  be  greatly  regretted  because  I  think 
the  hearings  could  very  much  benefit  by  such  an  analysis  against 
which,  when  sitting  where  Senator  Hart  and  I  sit,  we  could  pro- 
pound questions  and  engage  in  discussions. 

Mr.  Whitehead.  I  appreciate  that,  Senator  Hruska.  I  apologize 
deeply  for  not  meeting  the  committee's  deadline. 

Senator  Hruska.  For  that  reason,  Mr.  Chairman,  I  have  no  ques- 
tions at  this  time.  Frankly,  after  going  over  the  statement,  and  if 
the  occasion  would  be  sufficiently  pressing,  I  would  like  to  suggest 
the  committee  call  this  witness  back  for  such  discussion  as  might 
ensue.  As  of  now,  I  have  no  questions — for  those  reasons. 

Senator  Hart.  Mr.  Hellerman  ? 

Mr.  Hellerman.  Mr.  Whitehead,  you  stated  that  the  telephone 
company  is  enormous.  We  know  there  are  problems  raising  the 
capital  which  A.T.  &  T.  requires.  The  question  is.  How  much  longer 
do  you  think  A.T.  &  T.  can  continue  to  expand  and  still  be  able  to 
keep  up  with  the  basic  telephone  service? 

Mr.  Whitehead.  I  don't  know  that  I  am  qualified  to  answer  that 
question,  Mr.  Hellerman. 

I  do  not  think  the  fact  that  A.T.  &  T.  is  so  large  and  has  such 
unique  and  extensive  capital  needs  raises  and  directs  questions  about 
A.T.  &  T.'s  ability  in  the  foreseeable  future  to  continue  to  expand  to 
provide  telephone  service. 

If  it  does  raise  questions,  they  are  questions  that  the  management 
of  A.T.  &  T.  should  be  addressing  and  discussing  with  this  com- 
mittee rather  than  me. 
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I  think  the  size  of  Bell,  furthermore,  is  no  indication  that  Bell 
is  per  se  somehow  bad.  I  am  not  one  of  those  who  believes  that 
just  because  a  company  has  succeeded  in  providing  worthwhile 
products  that  people  buy  in  large  quantities,  with  large  numbers  of 
dollars,  means  that  they  are  somehow  up  to  no  good. 

Narrowing  the  focus  of  your  question,  I  think  the  one  issue  that 
looms  out  at  us  is  whether  Bell  can  continue  to  raise  the  capital  it 
needs  to  provide  basic  telephone  services  while  at  the  same  time 
all  the  capital  needed  for  all  these  competitive  services  is  also 
funnelled  through  Bell.  In  other  words,  do  we  want  to  continue  to 
foster  an  industry  structure  where  one  corporate  organization  is 
responsible  for  raising  all  the  capital  for  all  the  various  cormnuni- 
cations  needs?  I  think  the  answer  to  that  is  no. 

Mr.  Hellerman.  In  the  same  light,  do  you  think  it  is  wise  public 
policy  to  have  one  company  being  primarily  responsible  for  such 
a  basic  service  ?  You  have  80  percent  of  the  telephones  in  the  country 
being  serviced  and  provided  by  one  company. 

Mr.  Whitehead.  As  I  said,  it  would  be  hard  to  find  very  many 
areas  of  our  economy,  particularly  areas  involving  complicated  and 
sophisticated  tecluiologies,  that  work  as  well  as  local  telephone 
system  does. 

I  see  no  problems  with  the  scope  of  the  Bell  System  insofar  as 
the  telephone  service  is  concerned. 

Mr.  Hellerman.  On  page  9  of  your  statement,  is  what  you  are 
saying  there  simply  that  the  telephone  service  has  become  more  or 
less  like  other  utilities,  and  that  telephone  companies  should  pro- 
vide the  service,  or  wire  if  you  will,  and  it  is  up  to  the  user  to  decide 
what  he  wants  to  attach  to  the  other  end  and  how  much  he  wants 
to  use  the  service  and  to  pay  accordingly? 

Mr.  Whitehead.  That  is  what  I  am  suggesting. 

Mr,  Hellermax.  On  page  11 :  Are  you  saying  there  that  the  tele- 
phone company  ought  to  be  expanding  the  types  of  communications 
services  which  its  network  can  handle  and  encourage  companies  to 
develop  and  market  equipment  and  uses  rather  than  attempting  to 
be  the  sole  provider  of  all  available  services? 

Mr.  Whitehead.  That's  right.  I  think  that  with  the  very  rapid 
growth  of  the  communications  business — it  is  growing  much  faster 
than  our  GNP,  representing  a  larger  and  larger  share  of  our 
economy — that  there  is  more  than  enough  business  to  go  around. 

"WHiat  we  ought  to  be  doing,  and  what  the  communications  business 
ought  to  be  doing,  is  seeking  all  practicable  ways  to  encourage  the 
greater  use  of  communications  rather  than  squabbling  about  how 
the  existing  pie  will  be  divided. 

Mr.  Hellerman.  Do  you  believe  this  greater  use  of  the  network 
would  mean  additional  revenues  for  Bell? 

]\Ir.  Whitehead.  I  think  that  is  clear.  For  example,  every  time 
we  pick  up  a  telephone,  an  extension  telephone,  every  time  a  busi- 
nessman uses  his  data  set  to  send  data  over  a  telephone  line,  it  results 
in  more  usage  of  the  telephone  system  and  therefore  more  revenues 
for  the  Bell  System. 
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Mr.  Hellerman.  Do  you  believe  that  there  are  major  impediments 
in  having  common  carriers  being  required  to  use  competitive  bid- 
ding for  acquiring  communications  equipment? 

Mr.  Whitehead.  I  think  there  can  be  problems.  We  all  know  how 
complicated  and  how  sophisticated  communications  systems  can  be. 
I  think,  perhaps  more  in  this  area  than  some  other  areas,  there  are 
legitimate  arguments  against  competitive  procurement. 

On  the  other  hand,  OTP  has  recently  put  out  a  circular  encourag- 
ing Government  agencies  to  use  commercial  communications  services 
insofar  as  possible ;  and  we  would  like  to  see  more  use  of  competitive 
bidding. 

Of  course,  that  presumes  the  availability  of  diverse  suppliers  to 
compete  in  the  bidding. 

Mr.  Hellerman.  Are  you  aware  of  situations  where  the  Govern- 
ment has  used  competitive  bidding  in  obtaining  communications 
equipment  or  services? 

Mr.  Whitehead.  Yes,  of  course,  there  are  cases  where  the  Govern- 
ment does  use  competitive  bidding;  more  commonly  in  the  case  of 
equipment  than  for  services,  but  also  in  the  case  of  services. 

Certain  communications  lines  have  been  procured  on  a  competitive 
basis.  It  seems  to  result  in  acceptable  service  at  lower  cost. 

Mr.  Hellerman.  The  reason  I  asked  that  question  is  I  was  in- 
formed that  the  Department  of  Defense,  back  in  1968  or  1969,  de- 
cided to  use  competitive  bidding  on  a  transoceanic  cable.  At  the 
time  they  were  paying  approximately  $22,000  per  month  per  circuit. 
"When  they  went  the  competitive  bidding  route  the  rate  went  down 
to  $8,000  per  month. 

Could  you  explain  a  little  bit  more  concerning  your  statement 
that  competition  will  not  destroy  rate  averaging? 

Mr.  Whitehead.  Yes.  I  think  that  the  key  point  is  that  the  large 
majority,  some  95  percent,  of  the  communications  revenue  of  the  Bell 
System  is  derived  from  the  standard  public  telephone  service. 

The  fact  that  Bell  users  rate  averaging  between  urban  and  rural 
telephone  users,  perhaps  between  businesses  and  residential  tele- 
phone users,  does  not  mean  that  this  rate  averaging  if  abandoned 
outside  the  telepohne  service  will  result  in  any  substantial  impact  on 
rate  averaging  within  the  telephone  service. 

If  you  maintain  the  rate  averaging  principle  within  the  95  per- 
cent of  the  Bell  System's  revenues  I  think  you  can  see  that  most 
of  the  rate  structure  would  remain  intact. 

By  abandoning  rate  averaging  outside  the  public  telephone  service 
for  all  these  specialized  communications  services  that  not  everyone 
wants  or  needs  you  can  accrue  the  benefits  of  c-ompetition  where 
it  is  appropriate;  but  the  revenues  from  these  services  are  not  so 
great  that  the  abandonment  of  rate  averaging  there  would  cause 
any  noticeable  impact  on  the  rate  averaging  structure  within  the 
telephone  business. 

Mr.  Hellermax.  I  suess  vou  would  say  that  the  concerns  voiced 
by  A.T.  &  T.  and  others  that  competition  would  result  in  higher 
rates  to  residential  users  is  really  a  red  herring? 

Mr.  Whitehead.  I  think  it  is.  It  does  not  follow  inexorably  that 
if  we  allow  competition  in  specialized  services,  keep  the  monopoly  in 
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the  telephone  business,  and  abandon  rate  averaging  outside  the  tele- 
phone service,  that  we  have  to  abandon  it  within  the  telephone 
service. 

Mr.  Hellerman.  I  would  like  to  ask  you  a  couple  of  questions 
on  Long  Lines. 

What  do  you  think  would  happen  if  Long  Lines  were  placed  in 
a  separate  corporation  not  owned  by  A.T.  &  T.  ? 

Mr.  Whitehead.  That  requires  a  rather  massive  amount  of  specu- 
lation. There  is  no  empirical  precedent  to  guide  us. 

]Mr.  Hellerman.  Right 

Mr.  Whitehead.  I  can  see  some  increased  administrative  problems 
of  coordinating  planning,  obviously.  But  on  the  whole,  I  think  the 
fact  that  Long  Lines  is  owned  by  A.T.  &  T.  is  not  of  significant 
benefit  to  anyone.  I  don't  see  that  separating  the  ownership  of  Long 
Lines  would  cause  any  major  problems  one  way  or  the  other,  and 
it  could  be  beneficial. 

Mr.  Hellerman.  Do  you  think  that  such  a  change  would  remove 
the  problems  that  the  specialized  common  carriers  are  having  in 
attempting  to  compete  ?  I  guess  the  Bell  Telephone  companies  would 
have  no  reason,  then,  to  give  preferential  treatment,  as  it  is  alleged ; 
and  all  users  would  benefit. 

Mr.  Whitehead.  Certainly  it  would  be  easier  for  the  regulatory 
authorities  to  see  what  was  going  on  and  would,  perhaps — at  least 
conceptually — be  easier  for  them  to  require  Long  Lines  to  function 
on  an  arm's-length  basis  with  the  other  Bell  companies;  although 
in  principle  that  can  be  done  under  the  current  ownership  arrange- 
ment. 

I  think  that  the  question  of  whether  or  not  that  would  make  com- 
petition easier  is  a  very  difficult  one  to  answer. 

In  some  ways  I  think  it  would.  The  question  of  how  successful 
that  competition  would  be,  that  is  to  say,  how  many  companies  of- 
fering how  much  service  would  actually  be  able  to  compete  in  a 
free  market,  is  an  unanswerable  question.  Only  some  empirical  ex- 
perience will  give  us  the  answers  to  that. 

It  certainly  is  discouraging  to  see  Bell,  and  some  of  the  other 
telephone  companies,  resisting  even  the  prospect  of  acquiring  that 
experience.  We  really  don't  know  to  what  extent  the  problems  of 
competitive  long  haul  communications  are  due  to  regulatory  hangups 
and  to  what  extent  they  are  due  to  legitimate  inability  to  offer  the 
kinds  of  service  customers  might  want,  or  to  get  the  cost  down 
lower  than  what  Bell  can  do. 

Mr.  Hellerman.  "\Miat  ways  can  you  suggest  that  could  be  tried 
to  see  that  the  companies  that  compete  with  Long  Lines  are  treated 
on  an  equal  and  fair  basis  with  Long  Lines? 

Mr.  Whitehead.  I  think  one  way  is  for  the  regulatory  authorities 
to  detail  the  arrangements  whereby  the  associated  Bell  companies 
deal  with  Long  Lines  and  with  non-Bell  companies,  and  simply 
insist  that  the  telephone  company  deal  on  the  same  basis  with  a  com- 
petitor of  Long  Lines  as  it  does  with  Long  Lines.  After  all,  the 
telephone  company  is  a  public  utility. 

It  is  regulated  and  it  has  responsibility  for  providing  service  on 
a  nondiscriminatory  basis.  I  cannot  quite  see  the  rationale  for  Long 
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Lines  having  the  unique  role  it  does.  I  cannot  see  the  rationale  for 
the  telephone  companies  in  the  local  areas  saying  that  they  will  do 
business  with  Long  Lines,  but  no  one  else.  They,  as  public  utilities, 
should  provide  interconnect  service  on  the  same  basis  for  everyone. 

Mr.  Hellerman.  Thank  you,  Mr.  Whitehead. 

I  have  no  further  questions. 

Senator  Hart.  Mr.  Whitehead,  you  have  indicated  four  principles 
on  which  our  communications  policy  would  be  based. 

You  indicate,  with  respect  to  three  of  the  four,  that  A.T.  &  T. 
disagrees,  as  do  many  others,  of  course. 

Is  your  statement  the  position  of  the  administration? 

Mr.  Whitehead.  Not  as  to  specifics,  Mr.  Chairman. 

We  have  not  gone  through  the  process  of  preparing  an  administra- 
tion position  on  this,  nor  do  I  think  we  would  be  likely  to — short  of 
preparing  legislation  or  sending  formal  comments  to  the  FCC. 

But  you  can  be  assured  that  the  general  thrust  of  my  statement — 
that  is  to  say  that  competition  is  a  fundamental  principle  that 
should  apply  in  the  communications  business — does  reflect  the  ad- 
ministration's philosophy. 

Senator  Hart.  Was  the  statement  cleared  by  0MB? 

Mr.  Whitehead.  It  was. 

Senator  Hart.  That  is  sort  of  novel.  Usually  we  are  told  we  cannot 
get  an  administration  statement  because  0MB  has  not  cleared. 

Now  we  have  one  that  0MB  has  cleared,  and  it  isn't  the  adminis- 
tration's policy. 

[Laughter.] 

Mr.  Whitehead.  I  won't  disqualify  it  too  much,  Mr.  Chairman. 
Again,  the  thrust  of  it  does  constitute  the  administration's  position. 
You  may  be  assured  of  that. 

Senator  Hart.  Well,  you  caution  us  on  page  10: 

It  is  unbecoming  for  a  company  the  size  and  stature  of  A.T.  &  T.  to  use  its 
legal,  political,  and  economic  power  to  seek  to  extend  its  monopoly  by  Govern- 
ment fiat  into  areas  where  monopoly  is  not  called  for.  In  my  judgment  the 
Government  cannot  let  such  an  effort  go  unnoticed  or  unchecked. 

You  made  some  specific  suggestions  as  to  what  Government  should 
do  about  it.  Do  you  have,  in  the  light  of  our  exchange,  any  addi- 
tional recommendations  as  to  what  we  should  do  about  it? 

Mr.  Whitehead.  No.  I  think  that  as  you  and  Senator  Hruska 
have  said,  this  is  an  exceedingly  complex  area.  Communications  has 
become  very  important  to  our  society  and  to  this  economy.  It  be- 
hooves us  in  Government  to  move  with  caution,  care,  and  some 
deliberation. 

I  think  the  three  approaches  that  I  outlined  offer  various  remedies 
for  improving  and  enlarging  upon  the  regulatory  framework  that 
we  have  inherited. 

Senator  Hart.  One  of  those  recommendations  would  involve  up- 
dating, amending  the  Communications  Act.  That,  of  course,  is  not 
a  subject  within  the  jurisdiction  of  this  committee,  but  I  think  the 
points  you  have  made  with  respect  to  the  direction  that  the  Com- 
munications Act  now  turns  is  something  that  the  appropriate  com- 
mittee should  give  thought  to. 


3851 

Mr.  Whitehead.  I  might  elaborate  on  one  thing,  Mr.  Chairman. 
My  comments  about  the  attempts  of  Bell  as  a  monopolist  to  extend 
its  monopoly  reflect  my  fundamental  belief  in  the  principle  of  com- 
petition. But  I  would  not  want  to  leave  the  subcommittee  with  the 
impression  that  I  favor  competition  at  all  costs.  I  think  there  are 
ways  in  which  we  could  seek  to  engender  competition  that  would 
have  some  very  undesirable  effects. 

In  particular,  I  am  not  one  of  those  who  believes  that  the  Govern- 
ment should  make  it  unduly  easy  for  competitors  to  compete  with 
the  established  telephone  companies,  and  Bell  in  particular.  I  think 
we  should  make  it  equitable.  We  should  set  the  conditions  so  that 
they  can  compete  fairly ;  but  we  should  not  make  it  artificially  easy 
for' them  and  artificially  hard  for  Bell,  just  because  Bell  is  larger. 

I  think  if  we  did  that  we  would  find  ourselves  setting  up  a  class 
of  companies  that  had  some  kind  of  artificially  protected  status ;  and 
in  a  few  years  we  would  be  faced  with  a  host  of  problems  on  how 
to  protect  these  companies  w^hich  had  enjoyed  some  economic  success 
due  to  the  artificiality  of  Government  protection. 

I  would  like  to  leave  the  committee  with  the  notion  that  our 
problem  is  to  find  ways  for  the  monopolist  and  the  competitor  to 
compete  equitably,  rather  than  with  the  notion  that  we  should  some- 
how tip  the  scales  in  favor  of  the  would-be  entrant. 

I  think  the  entrants  have  to  come  in  with  their  eyes  open  knowing 
they  face  the  full  risks  of  the  marketplace,  knowing  that  the  op- 
portunity to  make  a  lot  of  money  by  providing  services  that  the 
public  wants  to  buy  goes  hand  in  hand  with  the  opportunity  to  go 
out  of  business  because  you  go  broke. 

Senator  Hart.  But  your  chance  of  survival  is  substantially 
greater,  assuming  you  make  a  good  machine,  when  the  buyer  in  the 
marketplace  is  free  to  decide  to  buy  that  good  machine,  as  dis- 
tinguished from  some  Bell  machinery. 

Mr.  Whitehead.  That  is  true.  I  think  there  should  be  the  op- 
portunity to  offer  that  better  machine,  to  offer  the  better  service; 
and  the  competitor  should  not  have  to  work  against  odds  that  are 
stacked  against  him  simply  because  the  phone  company  has  a 
monopoly  position. 

Senator  Hart,  As  you  put  it,  on  page  9 — 

After  you  bought  the  service,  and  you  bought  the  line,  you  should  be  able 
to  do  with  it  just  about  what  you  are  permitted  to  do  when  you  buy  water 
or  electricity. 

And  also  you  could  add  gas  to  that.  If  you  think  somebody  else's 
equipment  is  better  for  your  purpose,  our  theory  is  it  is  desirable 
that  that  option  be  available. 

Now  Senator  Hruska  explained,  it  may  be  the  decision  of  the 
committee  to  invite  you  back.  Some  questions  may  have  developed. 

Senator  Hruska.  I  have  an  idea  that  Mr.  Whitehead  is  a  busy 
man.  Otherwise  he  would  have  had  this  statement  sooner.  We  don't 
want  to  waste  his  time  too  much. 

Some  of  the  questions  asked  here,  Mr.  "WTiitehead,  separate  and 
apart  from  your  papers,  lead  me  to  ask  you  this  question :  Have  you 
considered  S.  1167  and  the  mechanisms,  powers,  and  the  vast  scope 
pf  its  activities  ? 
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Mr.  Whitehead.  Yes,  I  have. 

As  the  chairman  and  I  were  alluding  to,  I  think  we  come  to  quite 
different  conclusions  about  that.  The  scope  of  the  new  agency  that 
would  be  established,  and  the  powers  that  that  new  agency  would 
have  under  S.  1167,  strike  me  as  quite  drastic. 

I  do  not  think  they  are  warranted,  at  least  in  the  communications 
field.  I  do  not  think  that  our  problems  with  big  business  in  this 
country  are  to  be  solved  by  setting  up  more  and  more  layers  of  big 
government.  As  the  chairman,  himself,  has  said,  when  you  get  big 
government  and  big  business  slamming  at  each  other  the  customer — 
the  public — tends  to  get  lost  in  the  middle. 

I  do  not  think  that  the  provisions  of  S.  1167  setting  up  this  new 
agency  with  extensive  powere  would  be  a  desirable  way  of  achieving 
the  objective  of  competition  in  the  communications  field. 

Senator  Hruska.  There  are  many  people  who  have  studied  that 
who  feel  that  it  ventures  into  an  attempt  to  have  a  Government 
prosecuring  a  law  enforcement  agency  in  the  field  of  antitrust  and 
competition,  and  a  court  that  would  sit  in  judgment  on  any  of  the 
complaints  filed — and  that  would  invade  the  theory  of — consisting 
of  business  judgments  which  would  be  placed  into  the  hands  of 
people  who  have  nothing  at  hazard. 

They  risk  nothing,  and  they  have  no  stake  in  it  except  to  draw 
their  paycheck  after  devoting  a  certain  number  of  hours  a  day,  and 
nil  the  talents  they  possess,  to  their  job.  How  much  of  a  factor  is 
this  idea  that  when  something  new  is  tried,  or  some  new  reorganiza- 
tion of  our  economic  system  or  industrial  system,  how  much  of  an 
incentive  is  it  that  those  who  make  those  business  judgments  have 
something  at  stake? 

Therefore,  they  are  maybe  just  a  little  more  cautious,  and  a  little 
more  careful  not  to  disrupt  something  that  is  working,  maybe  not 
particularly  well,  but  working  and  rendering  good  service,  as  op- 
posed to  seeking  the  top  of  the  mountain  in  idealistic  perfection  and 
maybe  getting  halfway  up  the  mountain  and  rolling  all  the  way 
down  into  the  valley  again. 

Mr.  Whitehead.  I  am  a  firm  believer.  Senator,  that  the  best  is 
often  the  enemy  of  the  good.  I  furthermore  believe  that  our  system 
of  free  enterprise  relies  on  the  fact  that  people  who  make  the 
decisions  at  the  point  where  it  really  counts  are  the  people  who  have 
something  at  stake. 

On  the  other  hand  I  think  we  in  Government  have  to  be  sure  that 
the  conditions  of  competition  and  regulation  are  such  that  those 
people  in  the  business  world  who  are  making  those  decisions  are 
subject  to  the  full  play  of  market  forces  that  we  accept  in  this  coun- 
try as  being  in  the  public  interest. 

That  is  what  leads  me  to  make  the  kind  of  recommendations  and 
remarks  I  made  today,  in  an  effort  to  establish  a  scheme  within  the 
communications  field  such  that  the  market  forces  can  act  appropri- 
ately so  that  we  can  indeed  trust  the  businessman  to  make  decisions 
in  his  own  self-interest  that  will  ultimately  translate  into  the  best 
interests  of  the  customer. 

That  is  why  I  find  myself  in  disagreement  with  the  specific  meas- 
ures proposed  by  S.  1167.  "While  I  believe  there  ought  to  be  competi- 
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tion  I  do  not  think  we  should  set  up  yet  another  governmental 
agency  staffed  with  people  who  supposedly  are  acting  in  the  public 
interest,  and  who  will  endeavor  to  make  many  of  these  business 
decisions  for  the  businessman. 

That  is  perhaps  a  subtle  distinction,  but  it  is  an  important  one. 
We  don't  want  the  Government  making  business  decisions.  We  want 
the  Government  making  sui'e  the  marketplace  works,  so  when  the 
businessman  makes  his  decision  it  is  working  in  the  overall  best 
interests  of  the  public. 

Senator  Hrttska.  Much  is  made  out  of  the  concept  of  competition 
and  how  to  achieve  it  and  how  to  make  it  work  for  us.  There  are 
people  who  believe  that  in  the  petroleum  industry  we  ought  to  break 
up  the  petroleum  industry  into  maybe  10  or  12  different  separate 
entities,  and  one  entity,  not  interested  at  all  in  any  of  the  other 
entities,  would  explore  for  oil,  and  they  would  dig  a  well  and  hope 
to  get  it  done. 

They  would  pump  it.  That  is  where  they  would  stop.  Then  the 
pipeline  would  take  over.  The  pipeline  would  be  a  separate  entity. 
It  would  start  transferring  the  oil  from  there  to,  say,  to  the  refinery. 

Then  the  refiners,  separate  and  apart  from  all  the  others,  would 
take  over.  "\^Tien  the  refinery  got  through  with  it,  there  would  be  a 
matter  of  distribution  in  a  separate  company,  a  separate  entity.  That 
distribution  system  would  put  it  in  the  hands  of  retailers. 

Then  the  retailers  would  be  separate  and  apart.  They  could  con- 
tract with  anyone  they  wanted. 

Do  you  take  it  that  that  type  of  thing  would  foster  competition 
and  give  the  kind  of  results  that  would  be  superior  to  the  present 
system  that  we  have  ? 

That  is,  in  the  context  of  S.  1167,  which  would  give  the  court  the 
power  to  say  that  should  be  done  and  will  be  done,  subject  only  to 
an  appeal  to  the  Supreme  Court,  which  very  likely  would  say,  as  it 
does  in  most  sophisticated  technical  subjects  like  national  labor  re- 
lations, and  so  on,  "They  know  more  about  it  than  we  do.  We  will 
leave  it  up  to  their  decision." 

Wliat  do  you  think  about  the  petroleum  industry  in  that  light  ? 

Mr.  Whitehead.  I  am  certainly  not  an  expert  in  the  petroleum 
industry,  but  I  can  carry  those  principles  over  to  the  communications 
business. 

I  would  have  great  reservations  about  substituting  the  judgment 
of  an  agency  like  that  for  the  enforcement  of  our  current  antitrust 
laws.  The  antitrust  laws  require  the  Government  to  go  to  court  if 
it  wants  to  achieve  that  kind  of  restructuring  and  prove  its  case. 

The  burden  of  proof  is  on  the  Government.  It  has  to  prove  there 
have  been  anticompetitive  practices  and  that  the  public  has  been  a 
loser  under  the  current  scheme.  The  burden  of  proof  is  on  the 
Government. 

As  I  understand  the  reorganization  agencv  envisioned  by  S.  1167, 
the  agency  would  merely  have  to  establish  that  it  thinks  a  new 
scheme  would  be  better;  and  that  is  too  easy  a  test  for  the  Govern- 
ment to  apply.  The  Government  should  have  to  prove  its  case.  I  do 
not  think  we  want  to  set  up  Government  agencies  that  simply  as- 
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sert  they  know  better  than  the  private  sector  what  ought  to  be 
done,  and  therefore  it  ought  to  be  done. 

Senator  Hruska.  It  costs  many  millions  of  dollars  to  build  a 
refinery  these  days.  Are  there  apt  to  be  any  investors  anxious  to 
get  in  on  that  sort  of  business?  That  is,  unless  they  were  assured  of 
a  sufficient  supply  of  crude  petroleum  to  keep  that  refinery  busy  ? 

Mr.  Whitehead.  Certainly  there  are  very  real  and  very  legitimate 
pressures  for  vertical  integration  in  the  petroleum  industry  and  in 
the  communications  industry. 

On  the  other  hand,  I  think  we  all  agree  that  that  kind  of  vertical 
integration,  if  carried  too  far,  does  carry  the  potential  for  abuse. 

So  we  come  back  to  the  question :  How  do  we  know  when  it  has 
been  carried  so  far  that  there  is  an  abuse? 

Again  I  think  the  answer  is  for  the  Government  to  be  required  to 
prove  its  case,  prove  the  abuse,  rather  than  simply  to  assert  there 
might  be  fewer  abuses  under  a  different  scheme. 

Senator  Hruska.  There  is  another  situation  that  arises,  and  it 
arises  within  the  home  State  of  our  fine  chairman  of  this  subcom- 
mittee. That  is  in  the  automotive  industry. 

There  are  people  who  say,  golly,  these  automobile  companies 
ought  to  engage  in  assembling  automobiles  and  quit  right  there. 
"When  it  goes  off  the  assembly  line,  then  a  new  company  will  take 
over.  They  will  deliver  the  cars  to  wherever  they  are  supposed  to 
go.  distribution  centers.  Then  the  distribution  center  will  get  them 
to  the  retailer.  Each  of  these  steps  is  separate. 

The  automobile  manufacturers  should  not  make  the  parts,  the 
carburetors,  the  springs,  the  shock  absorbers,  the  tires.  That  ought 
to  be  left  to  each  individual  industry  to  supply  us  and  so  on. 

I  suppose  there  would  be  a  separate  corporation  to  design  and 
develop  a  blueprint  and  specifications,  and  so  on. 

Are  you  impressed  with  that  as  sort  of  an  arrangement  where  the 
judgment  of  an  industrial  court  will  determine  where  the  carbure- 
tors shall  be  made,  the  electronics  of  the  automobile,  and  the  wheels, 
and  all  the  parts;  are  you  impressed  with  that  kind  of  arrangement? 

Mr.  Whitehead.  I  am  not  impressed.  Senator. 

Senator  Hart.  Do  you  drive  a  domestic  or  foreign  car? 

Mr.  Whitehead.  I  drive  a  domestic  car. 

Senator  Hruska.  That  raises  another  question  to  which  I  shall 
refer  in  a  moment,  about  the  foreign  thing,  and  Mr.  Hart  knows 
that.  We  have  gone  over  this  scenario  many,  many  times. 

In  communications  there  are  those  who  say — and  you  suggest  it  in 
your  statement,  the  way  I  heard  it — that  there  should  be  one 
company  to  build  the  line  and  quit,  and  just  charge  like  the  railroads 
charge. 

Originally  the  railroad  was  supposed  to  build  the  rails  and  every- 
body was  supposed  to  buy  a  locomotive,  a  train,  and  so  on,  to  use  the 
rails.  Then  there  would  be  another  company  that  would  furnish  the 
telephone.  They  just  hook  on  to  the  long-distance  wires,  the  local 
wires.  There  would  be  still  another  company,  if  you  want  nontele- 
phone  service,  they  would  go  into  everybody,  but  not  the  one  that 
built  the  one. 
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Of  course,  A.  T.  &  T.  would  be  out  of  business  then  except  to  build 
the  lines  and  furnish  the  channels.  That  is  all. 

Do  you  believe  that  perhaps  the  system  would  yield  as  good  results 
under  that  kind  of  arrangement  as  that  which  we  have  now  ? 

Mr.  Whitehead.  I  think  it  depends  on  whether  you  are  tadking 
a;bout  telephone  ser^dce  or  whether  you  are  talking  about  other  kinds 

of  communications.  .     ^^    „   rr^  i  i  i 

Senator  Hruska.  Telephone  service,  t<x).  A.  T.  &  T.  would  have 
nothing  to  do  with  the  telephones.  Some  other  company,  divorced 
from  the  builders  and  maintained  of  the  lines,  whether  they  were 
microwave  stations  or  wire  service,  would  take  charge  of  the  tele- 
phone. They  would  have  nothing  to  do  with  the  telephone.  They 
would  simply  agree  to  keep  the  lines  connected  and  in  working  order. 
Mr.  Whitehead.  I  thmk  what  you  are  suggesting  there,  as  with 
the  kinds  of  remedies  you  were  talking  about  for  the  oil  business,  or 
the  automobile  manufacturing  business,  is  the  Government  prescrib- 
ing some  kind  of  a  system  of  cartels  in  which  the  Government  decides 
who  is  going  to  offer  what  services.  That  would  be  unwise  in  any 
business.  I  think  it  would  be  imwise  in  the  communications  business. 

The  problem  arises  in  all  three  of  these  industries.  I  speak  most 
knowledgeably,  of  course,  about  communications.  When  you  have 
both  vertical  integration  and  the  horizontal  integration  present  in 
the  same  industry,  you  begin  to  get  more  and  more  concentration  of 
power.  It  begins  to  be  very  difficult  to  see  how  you  can  subject  those 
kinds  of  companies,  those  that  are  both  horizontally  and  vertically 
integrated,  to  any  kind  of  effective  market  forces. 

What  I  have  tried  to  suggest  in  my  statement  is  not  that  we 
should  set  up  some  artificiail  boundaries  as  to  what  various  companies 
will  be  allowed  and  will  not  be  allowed  to  do  in  the  way  of  offering 
service  or  equipment. 

Indeed,  that  is  the  kind  of  cartelization  that  I  said  I  thought  was 
unwise.  The  FCC  has  been  driven  to  it  under  the  old  Communica- 
tions Act.  Kather,  I  think  we  should  try  to  establish  principles 
whereby  the  customer  will  have  a  choice  of  suppliers  for  communica- 
tions services  or  equipment  other  than  public  telephone  service. 

If  he  wishes  to  buy  a  physical  instrument  that  he  plugs  into  a 
telephone  line  from  Bell,  then  Bell  ought  to  be  allowed  to  sell  it  to 
him  and  he  ought  to  be  allowed  to  buy  it.  If  the  customer  wants 
something  different,  wants  something  that  is  somehow  specialized 
in  terms  of  its  capaibility  or  its  appearance  or  convenience  or  weight, 
or  what  have  you,  the  customer  reasonably  ought  to  be  allowed  to  go 
to  another  supplier  and  buy  that  elsewhere. 

I  think  it  is  very  important  that  we  keep  separate  the  concept 
that  we  should  limit  these  various  industries  as  to  what  they  can  and 
cannot  do,  from  the  other  principle  that  we  ought  to  allow  competi- 
tion. We  ought  not  to  guarantee  success ;  but  we  ought  to  create  an 
environment  where  it  is  po^ible.  It  is  in  the  customer's  interest  to 
be  able  to  go  to  any  one  of  a  variety  of  sources.  As  I  hope  I  made 
clear  in  my  statement  that  it  is  in  the  customer's  interest  to  be  able  to 
go  to  Bell  to  get  .that  telephone  just  as  it  is  in  his  interest  to  go 
elsewhere  and  ^et  it. 
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Senator  Hruska.  If  we  put  into  law  S.  1167  it  means  we  are  as- 
signing the  entire  duty  to  the  court.  Congress  will  have  nothing  to 
say  about  it  unless  it  wants  to  run  the  business  of  the  court.  No 
regulaibory  commission  will  have  anything  to  say  albout  it.  It  will  be 
the  commission  and  the  industrial  court.  Tliey  will  be  the  boss.  They 
will  be  the  boss,  virtually,  and  for  all  realistic  purposes  non- 
reviewaible. 

Mr.  Whitehead.  That  is  what  worries  me  aJbout  S.  1167.  I  can 
foresee  a  great  danger  in  setting  up  another  regula-tory,  bureau- 
cratic organization  that  will  parcel  out  who  gets  to  do  what  business. 
I  don't  think  that  is  in  the  customer's  interest.  I  don't  think  that 
would  achieve  the  kind  of  real  marketplace  competition  that  we 
ought  to  have  in  the  communications  business  outside  the  basic  tele- 
phone service. 

Senator  Hruska.  A  little  bit  ago  there  was  mentioned  the  refinery 
that  probably  wouldn't  be  built  at  all  if  there  was  not  an  assured 
supply  of  crude  product.  The  same  would  be  true  of  pipelines,  of 
course. 

What  about  the  builder  of  theee  long-distance  lines  and  the  micro- 
wave stations?  Unless  they  were  assured  that  there  would  be  a  con- 
comitant and  corresponding  increase  in  the  telephones  and  in  the 
nontelephonic  equipment  that  would  use  those  lines,  would  they  be 
apt  to  be  built  at  all  ?  Who  could  give  them  that  assurance  if  you  were 
going  to  break  this  up  into  many,  many  segments  ? 

Mr.  Whitehead.  I  do  not  think  anyone  can  give  the  assurance  in  a 
free  market  situation.  They  have  to  be  willing  to  run  the  risks  them- 
selves. I  thhik  that  is  a  reasonable  risk  for  them  to  run.  I  think  they 
ought  to  have  the  opportunity  to  build  those  lines. 

Senator  Hruska.  I  agree  with  you.  That  is  not  the  way  this  bill  is 
set  up.  The  bill  is  set  up  not  on  tihis  idea  of  making  both  systems 
work.  They  are  going  to  make  it  work  their  own  way. 

Mr.  Whitehead.  Well,  I  am  not  here  testifying  in  support  of  the 
bill. 

Senator  Hruska.  I  wonder  to  another  field  of  monopoly.  There  is 
a  suggestion,  under  active  consideration  now,  in  the  field  of  news. 
Some  consider  newspapers  pretty  much  of  a  monopoly  because 
of  the  difficulty  of  entry;  and  then  comes,  in  addition  to  the  news- 
papers, radio  stations,  television  stations,  maybe  a  magazine,  and  so 
on.  It  covers  a  big  spectrum ;  and  the  bill  we  are  considering  would 
affect  not  only  communications  but  also  monopolies  of  that  kind.  It 
is  in  communications ;  and,  of  course,  broadcasting  is  not  within  your 
official  sphere.  Nevertheless,  it  is  there.  Would  you  have  any  thought  ? 
That  is  communications,  isn't  it  ? 

Mr.  Whitehead.  Broadcasting  is  within  our  sphere.  I  have  not  dis- 
cussed it  here  because  I  undei-stood  the  principle  interest  of  the  sub- 
oommittee  was  in  the  nonbroadoasting  side  of  communications.  Cer- 
tainly, we  do  have  real  problems  of  monopoly,  or  at  least  oligopoly, 
within  the  broadcasting  business,  problems  similar  to  those  you 
describe  with  respect  to  the  newspapers.  We  have  fewer  television 
stations  in  the  country  today  than  we  have  daily  newspapers.  You 
have  some  of  the  same  kinds  of  problems  in  broadcasting ;  and  again, 
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the  same  public  interest  considerations  in  assuring  that  there  is  a 
maxiimiim  amount  of  competition  in  the  bi-oadcastinof  business. 

Although  I  did  not  go  into  it  here,  I  think  there  are  very  real  prob- 
lems with  our  broadcasting  industry  toda3\  There  is  not  the  kind  of 
competition,  diversity  and  choice  in  programing  material  that  the 
American  public  ought  to  have.  My  comments  about  S.  1167  would 
apply  there  with  at  least  equal  force  as  they  apply  liere ;  namely,  that 
I  would  be  extremely  unhappy  to  see  a  governmental  agency  set  up 
with  the  power  to  mandate  a  restructuring  of  the  media  side  of 
communications.  But  that  is  not  to  say  I  don't  think  they  ought  to  be 
more  competitive  than  they  are. 

Mr.  Hruska.  Well,  thank  you  very  much.  That  is  all  I  have  right 
now,  Mr.  Chairman. 

Senator  Hart.  Mr.  Whitehead,  thank  you  again. 

Mr.  Eger,  did  you  have  anything  to  add  ? 

Mr.  Eger.  No,  sir ;  I  did  not. 

Senator  Hart.  Thank  you  very  much,  gentlemen. 

Mr.  Whitehead.  Thank  you,  Mr.  Chairman. 

[The  following  was  received  for  the  record.  Testimony  resumes 
on  p.  3914.] 
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AIRLIE  HOUSE,  VIRGINIA,  APbiL  17-19,  1974 

Note. — ^The  vievps  expressed  in  the  present  paper  are  those  of  the  author  and 
are  not  to  be  attributed  to  the  OflBce  of  Telecommunications,  DoC  or  to  the 
OflSce  of  Telecommunications  Policy. 

Introduction 

Since  the  latter  decades  of  the  19th  century,  orthodox  economic  theory  has 
focused  on  attempting  to  demonstrate  that  a  frictionless  market  mechanism  will 
produce  the  most  eflBcient  allocation  of  scarce  resources  among  competing  ends. 
This  preoccupation  has,  in  turn,  dictated  a  characteristic  mode  of  analysis,  in 
which  the  economy  is  divided  horizontally  into  institutions  which  operate  on 
each  side  of  the  market,  and  so  respond  in  roughly  similar  ways  to  market 
incentives.  Within  the  context  of  this  analytical  framework,  the  Rockefellers 
and  share-croppers  are  both  "households."  The  AT&T  Company  and  the  comer 
grocer  are  both  "firms."  Households  demand  "final  goods"  and  supply  labor  and 
other  "factor  services"  (capital  and  land).  Firms  demand  labor  and  other 
"factor  services"  and  supply  "final  goods." 

This  way  of  subdividing  the  economy  fits  neatly  into  the  framework  of  the 
concept  of  "rational  choices."  Firms  supply  goods  and  de^mand  factors  in  the 
quantities  and  proportions  that  wall  maximize  their  profits,  given  their  tech- 
nical possibilities  and  opportunities.  Households  supply  factor  services  and 
demand  goods  in  the  quantities  and  proportions  that  vdll  maximize  their 
'utility',  given  their  initial  endowments  or  assets.  The  amounts  finally  chosen, 
the  equilibriiim  position  for  the  supply  and  demand  of  goods  and  services,  will 
be  simultaneously  compatible  solutions  to  all  these  different  individual  maxi- 
mizing pi'oblems.  Orthodox  economic  theory  has  many  strengths.  Market  in- 
centives often  do  direct  the  economic  system  in  predictable  ways.  Maximizing  is, 
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under  some  conditions,  an  indispenisible  part  of  rational  behavior,  granted  the 
precepts.  The  analysis  is  not  cluttered  with  irreleramcies  such  as  market  struc- 
ture, entry  conditions,  and  so  on.  When  all  is  said,  apart  from  defending  the 
freedoms  appropriate  to  private  enterprise  from  hare-brained  schemes  of  social 
reform,  the  theory  of  optimality  of  competitive  markets  has  never  provided 
practical  substantive  insight  into  the  actual  working  of  the  marketplace. 

Basically,  orthodox  theory  is  a  theory  of  markets  and  market  interdei)en)dence. 
It  is  a  theory  of  general  equilibrium-in-exchange  extended,  almost  as  an  after- 
thought to  cover  production  and  distriibution.  As  a  theory,  it  largely  neglects 
conditions  of  varying  economic  power.  Households  and  firms  are  market  agents, 
nJever  considered  as  parts  of  a  social  structure.  Their  'initial  endowments', 
wealth,  skills  and  property  are  'givens.'  The  object  of  the  theory  is  to  demon- 
strate the  tendency  towards  equilibrium ;  sectoral  conflict  is  ruled  out  through 
the  use  of  selected  assumptions. 

The  Oarterfone  decision  of  June  1968  disrupted  a  formerly  stable  condition 
of  equilibrinm  for  the  teleeommuniications  industry.  The  "foreign  attachment" 
restrictions  of  the  telephone  companies  provided  an  effective  barrier  to  entry 
in  the  provision  of  customer  terminal  equipment.  The  FOC  decision  reducing 
these  constraints  was  a  deliberate  attempt  to  lower  these  barriers  and  introduce 
the  market  mechanism  as  a  means  of  achieving  the  conventional  aims  of 
economic  theo^ry. 

In  the  short  term,  some  of  the  objectives  of  Carterfone  have  been  achieved. 
Substantial  cheapening  of  product  price  has  occurred  in  those  states  where  the 
new  interconnect  firms  have  moved  aggressively.  While  the  general  communi- 
cations industry  publicly  prides  itself  on  technical  ingenuity,  provision  of 
private  branch  exchange  equipment  and  key  systems  had  remained  virtually 
unchanged  since  World  War  II.  Interconnection  and  competition  from  private 
suppliers  brought  significant  new  features  and  accelerated  new  design  principles. 

In  the  long  term,  the  consequences  of  the  decision  are  diflScult  to  predict.  For 
the  most  part,  the  monopoly  carrier  has  sought  restoration  of  equilibrium  con- 
ditions to  pre-Carterfone  market  monopoly  conditions. 

NEW  BABBIEBS  TO  ENTRY 

The  tools  which  the  monopoly  carrier  has  employed  since  the  Carterfone 
Decision  (1968)  in  an  effort  to  restore  the  status  quo  ante  are  at  least  fourfold: 
(1)  the  claim  of  need  for  protective  devices;  (2)  the  use  of  due  process  in 
securing  administrative  delay;  (3)  the  use  of  public  regulatory  process,  speci- 
fically certain  state  commissions,  to  aid  in  its  program,  and  (4)  predatory 
pricing  of  its  PBX  and  key  system  products.  Let  us  examine  how  each  of  these 
strategies  operates. 

(1)  Prevention  of  network  harm. — ^Three  months  after  the  Carterfone  deci- 
sion, AT&T  filed  new  interconnection  tariffs,  removing  the  former  broad  pro- 
hibition against  customer-furnished  terminal  equipment.  The  new  tariff  (effec- 
tive January  1969)  forbade  direct  metallic  connection  and  required  the  use  of  a 
carrier-supplied  interface  device  before  interconnection  would  be  legitimized. 
The  carrier's  position  was  that  the  interface  device  is  essential  to  prevent  harm 
to  the  public  message  network  and  to  the  personnel  engaged  in  maintaining  it. 
There  is  some  validity  to  this  position.  There  are  innumerable  accounts  of 
company  installers  who  were  (a)  unable  to  locatei  the  appropriate  connecting 
device  (of  which  there  are  literally  dozens),  or  (b)  were  unable  to  complete 
the  installation  without  assistance  from  the  private  supplier.  The  oflBcial 
carrier  explanation  is  that  these  difllculties  were  all  indicia  of  early  training 
and  service  problems. 

In  any  event,  even  without  the  resolution  of  the  matter  of  technical  harms,  it 
should  be  clear  that  the  level  of  charge  imposed  by  the  carrier  for  the  inter- 
face device  which  the  interconlnect  customer  was  obliged  to  lease  from  it,  im- 
poses a  significant  economic  barrier  to  use  of  customer  furnished  terminal 
equipment.  The  customer,  of  course,  paid  a  monthly  recurring  charge  for  the 
connecting  device  if  he  furnished  ihis  own  terminal  equipment ;  if  he  uses  even 
identical  common  carrier  terminal  equipment,  he  pays  only  the  tariff  lease  rate. 
The  price  trade-off  here  has  two  facets :  the  Associated  Companies  are  gradually 
increasing  the  level  of  charges  for  the  interfaces  reflect  "the  increased  cost  of 
labor  and  capital,"  and  concurrently  they  are  reducing  their  tariff  charges  for 
PBX  and  key  systems. 
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An  interesting  application  of  the  "network  harms"  interconnect  problem  has 
arisen  in  the  District  of  Columbia.  Since  about  1900  the  Capital  City  has  owned 
and  mained  a  major  portion  of  its  own  distribution  plant  as  well  as  its  own 
private    branch    exchange    equipment     (purchased    from    Western    Electric). 
Throughout  this  century  the  District  plant  has  functioned  with  direct  metallic 
connection  to  the  C&P  facilities.  The  local  telephone  company  recently  threat- 
ened  to  disconnect  its   facilities   from    District   government   lines  unless    the 
appropriate  interface  devices  are  secured.  This  District  Highway  Department 
which  operates  and  maintains  the  plant  is  in  a  dilemma.  Neither  the  Highway 
Department  nor  C&P  have  been  able  to  locate  one  previous  complaint  in  over 
70  years  of  operating  to  demonstrate  where  metallic  connection  has  involved 
injury  to  carrier  plant  or  personnel.  On  the  other  hand,  the  magnitude  of  the 
monthly  recurring  charges  for  the  interface  devices  for  each  PBX  trunk  pair 
makes   continued   operation   of  these  facilities   uneconomical   to   the   District 
Government.  The  C&P  Telephone  Company  has  offered  to  purchase  all  of  the 
city's  PBX  equipment  at  net  book  cost  and  lease  it  back  at  tariff  rates.  The 
city  government  has  been  assured  that  services  would  be  greatly  improved. 
(2)    Use  of  due  process  to  delay. — A  second  strategy  employed  in  the  effort 
to  control  the  pace  of  implementation  of  the  customer  attachment  program  is 
administrative  delay.  In  1969  the  National  Academy  of  Sciences  was  asked  by 
the  FCC  to  study  the  appropriateness  of  the  network  protection  features  set 
forth   in   AT&T    tariffs,    and    to    suggest   alternative  administrative   measures 
which  could  accomplish  the  same  objectives  of  minimizing  threatened  harms 
The  NAS   suggested  that  a   practicable  alternative  was  for  the   Commission 
to  develop  a  set  of  equipment  standards,  together  with  a  certification  proce- 
dure to  ensure  that  independent  manufactures  would  conform  to  these  standr 
ards.  Following  this  recommendation  the  FCC  appointed  two   advisory   com- 
mittees  whose  purpose   was   to  develop   appropriate   equipment    standards    as 
well  as  a  certification  procedure.   The  most  active  of  these  committees   was 
the  PBX  Advisory  Commitee.  Its  membership  included  leading  technical  talent 
from  the  independent  telephone  manufacturing  industry   with   active  partici- 
pation by  carrier  representatives.  After  twenty  months  of  careful  deliberation, 
the  PBX  Advisory   Committee  released  its  report   and   recommendations.    In 
the    interim,    the    FCC    had    delayed    any    Rule    Making    proceedings    on    the 
interconnection    issue,    despite   considerable    pressure    from    independent    sup- 
pliers. The  independents  alleged  that  the  inteffaee  devices  were  inadequate 
that    they    created    additional    circuit    problems     (such    as    mis-shaflping    dial 
pulses,  preventing  through  DC  testing,  etc.)   and  that  they  introduced  serious 
economic  penalties  against  private  terminal  suppliers.   The   Commission  staff 
took  the  view  that  the  PBX  Committee  deliberations  would  help  to  the  inter- 
connection issue.  Since  the  NAS  recommendation  in  favor  of  certification  was 
consistent  with  previous  standards  recommendations  submitted  to  it  by   the 
carrier,  and  in  view  of  the  fact  that  the  carrier  itself  was  authorizing  a  major 
portion  of  the  Committee  recommendations,  it  was  believed  that  an  acceptable 
substitute  technique  was  in  the  making  for-  the  connecting  arrangement.  How- 
ever, immediately  following  publication  of  the  PBX   Committee  Report,   the 
carrier  completely  reversed  its  previous  position.  It  now  argued  that  any  pro- 
gram of  standards   and   equipment  certification   was  unfeasible   and  imprac- 
ticable. As  a  result  of  the  tangled  administrative  load  caused  by  this  inflexible 
position,  rule  making,  proceedings  scheduled  for  this  spring  will  not  be  sub- 
stantially ahead  of  the  positions  of  the  parties  as  expressed  in  1968. 

The  competitive  jurisdictional  authority  by  state  and  federal  regulatory 
bodies  creates  a  natural  advantage  for  the  communications  carrier.  When 
addressing  state  regulatory  commissions,  it  is  not  unusual  to  find  counsel  for 
the  carrier  asserting  that  federal  authority  has  preempted  the  field,  while  at 
the  same  time  company  representatives,  addressing  the  FCC,  are  invoking 
exclusive  state  jurisdictional  authority  over  the  same  or  allied  subject  matter. 
Divided  authority  creates  a  iwwer  vacuuim.  With  both  state  and  federal 
regulatory  authorities  hesitating,  uncertain  or  dubious  of  their  own  preroga- 
tives, the  vacated  power  is  quickly  flovnng  to  the  aggressive  regulatee,  ready 
with  decisive  recommendations. 

Acting  boldly  in  just  such  a  leadership  vacuum,  early  in  1974.  the  carrier 
confronted  the  FCC  with  the  assertion  that  it  was  foreclosed  from  prescribing 
interconnection  standards.  In  the  Telerent  Case,  filed  by  AT&T  in  behalf  of 
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all  the  Bell  operating  companies,  the  company  claimed  that  the  Petition  for 
a  Declaratory  Ruling  on  the  preemption  of  interconnection.   .   .   , 

".  .  .  is  an  attempt  to  have  (the  FCC)   intrude  into  areas  of  regulatory 
jurisdiction  specifically  reserved  to  the  states  by  the  Communications  Act 
(Section  26  and  221b).  This  is  so  clearly  so  that  the  question  is  raised 
as  to  the  priority   of  the   Commission's   action   in   even   entertaining  the 
petition  and  instituting  this  proceeding,  instead  of  dismissing  the  petition 
forewith"  ^. 
Almost  concurrent  with  the  exchange  of  legal  views  which  came  before  the 
FCC  as  a  result  of  this  challenge  to  that  Commission's  jurisdiction  over  cus- 
tomer station  equiiwnent,  another  hearing  was  being  conducted  before  the  Dis- 
trict of  Columbia  Public  Service  Commission.  A  leading  issue  before  the  D.C. 
Commission  was   the  question  of  its  authority   to  prescribe  separations  pr'o- 
cedures  applicable  to  customer  station  equipment.  The  view  of  the  local  com- 
pany, when  addressing  the  D.C.  commission,  was  that  FOC  possessed  preemp- 
tive power  over  the  issue  of  separation  of  station  equipment. 

"The  FOC's  power  to  preempt  separations  procedures  is  contained  in  Sec. 
221c  of  the  Federal  Communications  Act  which  expressly  confers  upon  the  FCC 
authority  to  determine  what  portion  of  the  communication  carrier's  property 
.  .  .  shall  be  considered  as  used  in  interstate  or  foreign  toll  service"  .  .  .  "Con- 
gress intended  that  any  FCC  ordered  allocation  shall  be  determinative  in  the 
prescription  of  intrastate  rates  as  well  as  interstate  rates"  "). 

(3)  The  use  of  the  regulatory  process  to  delay. — The  monopoly  carrier  has 
also  used  it  resources,  to  secure  the  support  of  powerful  state  regulatory  com- 
missions in  an  effort  to  reverse  or  delay  the  implementation  of  the  Carterfone 
decision.  These  efforts  have  been  disi>ersed  generally  to  all  the  state  commis- 
sions, but  have  been  most  successful  as  concentrated  on  the  National  Associa- 
tion of  Regulatory  Commissioners.  The  NARUC  (its  better-known  acronym) 
is  the  trade  association  representing  state  commissioners  (although  federal 
regulators  are  included  in  its  roster). 

The  main  thrust  of  the  carrier's  representation  to  the  states  has  been  that 
the  Carterfone  decision  only  aids  business  equipment  users,  while  the  real 
impact  of  the  new  competition  will  fall  on  the  residential  classes  of  telephone 
ratepayers.  In  the  setting  of  rates,  the  carrier  argues  that  its  practice  has 
been  to  establish  a  higher  rate  of  return  on  the  so-called  "vertical  services" — 
telephone  extensions,  PBX  equipment,  key  systems,  etc.,  as  against  primary 
service  offerings  such  as  1-party  residential,  multiparty  residential,  etc.  This 
claim  is  of  interest  for  several  reasons.  For  one  thing,  it  is  the  first  oflBcial 
acknowledgement  by  the  carrier  that  the  company  itself  has  been  responsible 
for  establishing  rate  policy  in  the  industry ;  heretofore,  the  oflScial  company 
position  has  always  been  that  the  authorized  public  bodies  exercised  this 
responsibility,  (i.e.,  that  rates  were  not  the  carrier's  doing.)  Perhaps  more 
significant,  however,  is  the  claim  that  while  exercising  this  "social  responsi- 
bility," (i.e.,  keeping  the  cost  of  primary  service  down)  the  carrier  has 
consciously  effected  cross-subsidization  by  supplementing  revenues  from  high- 
cost  farmer  and  residential  services  with  revenues  from  more  lucrative  business 
service  classifications.  This  subsidization  procedure  may  well  have  been  neces- 
sary and  proper  in  the  pre-Carterfone  era  when  the  operating  industry  was 
not  confronted  by  competition,  and  "value-of-service"  pricing  could  be  main- 
tained. In  the  face  of  this  new  competition,  the  carrier  now  asserts  that  it 
can  no  longer  afford  to  price  its  services  on  a  value  basis,  but  must  price  its 
competitive  business  offerings  on  a  cost  basis.  The  differential  revenues  avail- 
able in  the  past  to  subsidize  residential  household  telephone  service  will  not 
be  forthcoming,  and  therefore  the  latter  services  will  experience  price  in- 
creases. The  state  regulators  who  have  characteristically  viewed  themselves  as 
the  front-line  defenders  of  exchange  ratepayers,  have  received  this  proclama- 
tion with  expected  grimness.  This  is  particularly  true  of  the  NARUC  activists. 
Consciously  or  otherwise,  the  state  commissions  (with  notable  exceptions) 
have  buttressed  the  position  of  AT&T  with  regard  to  interconnection.  The 
groundwork  was  thus  established  for  a  new  pricing  policy. 

Until  recently,  carrier  arguments  concerning  past  pricing  policy,  and  the 
extent  of  deliherate  subsidization  of  residential  rates  by  business  rates  have 


1  Brief  of  Bell  System  Respondents,  FCC  Docket  19808,  pp.  3^. 

2CP  Telephone  Company  Brief,  Exceptions  pp.   4,   6-7  in  D.C.  Formal  Case  No.   595 
cited  in  P.S.C.  Order  No.  5634,  Appendix  B,  p.  1,  April  5,  1974, 
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remained  wholly  at  the  level  of  unchallenged  asertion.  The  New  York  Public 
Service  Commission  has  questioned  this  conclusion  in  a  recent  investigation 
in  which  the  Commission  directed  the  New  York  Telephone  Company  to  pre- 
pare cost-of-service  studies  for  its  primary  and  vertical  service  classifications. 
In  1973,  as  part  of  a  general  statewide  rate  investigation,  the  company  at- 
tempted to  comply.  The  New  York  Telephone  Company  cost  study  showed 
materially  higher  earnings  on  vertical  services  than  on  its  basic  services. 
The  Commission  staff  promptly  challenged  the  company  study.  The  staff  con- 
tended that  significant  portions  of  basic  revenues  had  been  improperly  as- 
signed to  vertical  services,  and  that  new  cost  allocation  methods  developed 
by  the  comi>any  for  purposes  of  the  study  had  assigned  significant  expenses, 
aitrlbutable  to  provision  of  the  vertical  service  classifications,  to  the  basic 
services  instead.  In  a  recalculation  of  the  cost  study,  the  New  York  Commis- 
sion staff  found  that  under  curent  rate  levels  the  vertical  services  (r<oughly 
overlapping  the  new  competitive  service  offerings)  were  yielding  the  Company 
.©4%  return  on  net  investment,  while  the  basic  services  showed  a  return  of 
5.21%.  (Table  I).  Contrary  to  company  presentations,  therefore,  the  evidence 
shows  that  basic  service  rates  had  been  subsidizing  vertical  services.  Several 
months  later  the  company  responded  with  rebuttal  evidence  to  the  staff  review 
contending  that  its  original  conclusions  were  valid.  In  a  sense,  all  cost  studies 
are  founded  on  assumptions  whose  validity  must  be  tied  to  the  objectives  of 
the  study.  The  New  York  Commission  will  eventually  rule  on  the  reasonable- 
ness and  propriety  of  the  cost  analysis. 

TABLE  I.— RATES  OF  RETURN  ON  BASIC,  VERTICAL,  AND  PRIVATE  LINE  SERVICES,  NEW  YORK  TELEPHONE  CO., 

YEAR  ENDING  DEC.  31,  1970 


Basic  (percent) 

Private  line 
(percent) 

Vertical 

Median 

High 

Low 

5.21 

5.36 

5.06 

0.63 

1.31 

-1.51 

0.64 
.97 
.21 

Source:  Staff  exhibit  No.  24,  N.Y.P.S.C;  case  25290;  witness:  Y.  R.  Varma. 

PRESSURE  TACTICS 

When  the  stakes  are  high,  the  carrier  may  also  fair'ly  be  described  as  having 
used  its  favorable  market  position  to  pressure  customers.  The  discussion  of 
company  pricing  policy  below  demonstrates  the  use  of  the  carrot,  but  the 
evidence  also  indicates  that  the  stick  has  been  employed  whenever  carrier 
influence  over  rate  policy  and  commissioner's  was  desirable. 

The  federal  government  is  the  single  largest  PBX  customer  of  the  Bell  Sys- 
Perhaps  ten  percent  of  the  Bell  System's  private  branch  exchange  revenues 
are  derived  from  federal  government  procurement  of  such  facilities.  The  Gen- 
eral Services  Administration  manages  the  civil  agencies'  communications  re- 
quirements. Accordingly,  when  CSA,  in  June  1972  decided  to  open  its  Middle 
River,  Maryland  PBX  services  to  purchase — lease  option  to  private  suppliers, 
the  telephone  company  went  into  action. 

At  a  meeting  with  officials  of  the  C&P  Telephone  Company  of  Baltimore, 
GSA  was  informed  that  the  telephone  company,  in  the  event  that  GSA  pro- 
ceeded with  its  plans  for  private,  competitive  procurement,  was  planning  new, 
increased  tariffs  for  out-dialing  tminks.  The  charges  would  apply  to  trunk 
facilities  serving  customer-furnished  PBX's.  The  telephone  company  furnishes 
the  trunk  facilities  interconnecting  the  customer  PBX  to  the  local  central  office. 
GSA  required  in-out  dial  trunks  to  complement  its  PBX  purchase  order.  In- 
creased trunk  chai'ges  (charges  applicable  only  when  the  customer  furnishes 
the  PBX)  would  adversely  affect  the  relative  economy  of  GSA's  procure- 
ment arrangements.  However,  a  far  greater  impact  would  fall  upon  the  mili- 
tary agencies  located  within  Maryland  which  have  owned  and  operated  their 
own  private  branch  equipment  since  World  War*  II.  The  GSA  calculated 
that  the  increase  in  cost  as  the  result  of  proposed  trunk  repricing  would 
exceed  $90,000,  a  sum  far  greater  than  any  conceivable  saving  which  might 
accrue  from  operation  of  the  Middle  River  installation.   C&P  also  informed 
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GSA  that  in  the  event  the  government  chose  to  proceed  with  its  own  installa- 
tion, the  telephone  company  would  not  shar'e  cable  sheath  with  the  govern- 
ment. This  meant  that  in  the  event  GSA  sought  separate  B-1  lines  or  other 
non-PBX  services  at  the  Middle  River  installation  and  spare  conduit  space 
was  not  available,  such  services  could  not  be  provided.  Following  the  meeting 
with  the  telephone  company,  GSA  quietly  withdrew  the  request  for  Middle 
River  PBX  proposals  and  accepted  service  from  the  telephone  company.  C&P 
did  not  submit  its  proposed  tariff  increase  for  in-out  dial  tininks  after  all. 

(4)  Pricing  policy. — Undoubtedly  the  most  effective  carrier  response  to 
terminal  equipment  competition  has  been  price  reductions  and  tariff  amend- 
ments. There  probably  have  been  more  such  tariff  innovations  within  the 
past  five  years  than  in  any  comparable  period  in  corporate  history.  "Almost 
any  communications  manager  of  a  large  company  can  cite  examples  of  re- 
quested service  arrrangements  that  could  not  be  provided  a  few  years  ago, 
but  which  suddenly  become  available."  ^) 

The  nature  of  most  of  these  tariff  changes  is  well  known.  There  has  been 
a  movement  toward  hardware-oriented  rather*  than  "package"  PBX  service. 
Under  package  pricing,  the  customer  must  select  one  of  several  alternative 
series  of  PBX  offerings.  Each  such  series  offering  provides  groups  of  service 
features,  not  all  of  which  the  customer  may  need.  Under*  hardware  pricing, 
the  user  selects  those  features  he  desires,  and  is  charged  only  for  those 
selected.  Those  associated  companies  which  have  retained  the  so-called  "pack- 
age" rates  have  not  been  slow  to  formulate  their  charges  so  as  to  capitalize 
on  their  market  position.  An  illustration  from  Dallas,  Texas,  brings  this 
point  out  clearly. 

Prior-  to  1972  Southwestern  Bell  offered  its  series  300  PABX  at  a  flat  rate 
of  $604  rental  per  month.  This  rate  was  a  typical  "package"  in  that  it  in- 
corporated the  charges  for  switching,  terminal  equipment  and  the  required 
number  of  central  office  trunks.  A  customer  who  chose  to  secure  its  PABX 
from  a  competitive  supplier  was  still  obligated  to  pay  a  recur^ring  charge  to 
the  telephone  company  for  trunks  and  trunk-related  services.  Table  II  illus- 
trates this  situation  for  a  30  station/trunk  installation. 

Table  U.— Comparison  of  Southwestern  Bell  tariff  for  300  series  PABX  with 
recurring  costs  to  a  competitive  system,  30  station/10  trunk 

Monthly  rate— 300  series  Bell  PABX $604.  50 

Competitive  system : 

10  trunks  at  $27 ^]^  JJJ 

Touchtone  service ^-  J^ 

Interface  devices  at  $6.50 65.  00 

Federal  excise  tax ^* •  ^ 

Total  -     407.00 

Difference  per  month 1^-  ^^ 

It  can  be  seen  from  Table  II  that  the  competitive  PABX  supplier  must  figure 
that  his  customer  will  incur  charges  to  Southwestern  Bell  of  $407,  leaving  a 
balance  of  $196.50  per  month  available  to  cover  the  amortization  of  the  private 
supplier's  installation  cost,  maintenance  of  the  equipment,  and  to  permit  the 
interconnect  company  to  earn  a  profit  on  its  investment.  For  a  time,  the  inter- 
connect companies  managed  to  do  so,  eating  gradually  into  SWB's  PABX  mar- 
ket. Tliat  expansion  was  curtailed  abruptly.  The  tariff  device  employed  by  South- 
western Bell  to  reverse  this  trend  is  interesting : 

In  virtually  all  the  state  jurisdictions  the  carrier  has  sought  rate  increases 
in  the  past  3  years  for  its  basic  services,  including  increases  in  trunk  rates.  At 
the  same  time  it  has  sought  these  substantial  increases  in  basic  rates,  it  has 
requested  either  minor  increases  for  its  PBX  services  or,  more  frequently,  sizeable 
rate  reductions.  Thus  the  Dallas  City  Council  was  requested  to  approve  increased 
trunk  charges  and  interface  charges,  but  no  change  was  proposed  in  basic  300 
Series  PABX  rates.  The  rate  squeeze  on  the  independent  supplier  can  be  seen 
in  the  new  rate  comparison  shown  in  Table  III. 

'"Interconnection  After  Five  Years"  prepared  by  Business  Communication  Review 
staff,  Jan.-Feb.  1974  issue  of  BCR,  p.  5. 
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Tabi^  III. — Comparison  of  Southwestern  Bell  300  series  PABX  rate.'i  with  charges 
to  customers  with  own  PABX  equipment,  various  trunk  sizes 

1.  Standard  Southwestern  Bell  series  300  PABX  monthly  rate $604.  50 

2.  Charges  to  interconnect  customer :  ^ 

30  phones,  8  trunks 382.  71 

Difference —221.  79 

3.  30  phones,  10  trunks 478.  39 

Difference —126. 11 

4.  30  phones,  12  trunks 574.  07 

Difference ^30. 43 

5.  30  phones,  14  trunks 669.  75 

Difference  +65. 25 

1  Costs  shown  exclude  interface  charges  at  $7.15  per  trunk,  but  include  excise  tax. 

The  first  example  in  Table  III  illustrates  the  carrier  charges  where  the 
PABX  installation  requires  8  trunks.  Note  that  the  interconnect  supplier, 
after  payment  of  carrier  rates,  would  only  have  $222  left  to  amortize  his 
equipment  investment,  provide  maintenance,  and  earn  a  profit.  For  the  ten 
trunk  installation,  there  woudl  be  $126  to  meet  these  costs  and  still  remain 
competitive  with  300  PBX  charges.  With  12  trunks,  the  independent  supplier 
is  left  with  only  $30.  The  ultimate  in  this  competitive  pricing  pi'actice  is 
reached  when  the  customer  has  14  trunks.  We  must  assume  that  the  cost  to 
the  carrier  of  providing  the  trunks  for  its  300  PABX  series  is  the  same  as 
the  cost  of  providing  trunks  to  the  interconnect  customer.  For  the  private 
supplier  to  compete  with  carrier  rates,  he  must  compensate  the  customer 
some  $65  a  month  just  to  meet  the  trunk  charges. 

The  last  example  in  Table  III  should  make  it  clear  that  the  $604  per 
month  "package"  rate  could  not  cover  even  the  trunk  charges  included  in  the 
price,  much  less  provide  any  money  for  the  equipment,  its  installation,  main- 
tenance or  for  a  return.  It  is  difficult  to  avoid  the  conclusion  that  South- 
western Bell's  PBX  tariffs  ar'e  subsidized  by  other  classes  of  ratepayers. 
Shortly  after  the  Dallas  City  Council  adopted  the  new  PBX  tariffs,  Litton  BTS 
the  largest  of  the  local  interconnect  sales  organizations,  closed  its  local  office.* 

In  addition  to  the  "rate  squeeze"  treatment  illustrated  above  for  Dallas, 
Texas,  the  Associated  Companies  have  incorporated  other  innovative  tariff 
arrangements  to  meet  the  competitive  interconnect  markets.  In  a  number  of 
jurisdictions  the  companies  have  introduced  a  "Contract  Allowance  Plan." 
Typical  terms  of  the  (CAP)  plan  are  offered  in  the  Washington-Oregon  areas 
of  the  Pacific  Northwest  Bell  Telephone  Company.  The  CAP  contr'act  plan 
grants  to  PBX  customers  rate  discounts  which  are  below  established  tariff 
rates,  dependent  on  the  customer  accepting  an  agreed  service  period.  Thus, 
if  the  customer  signs  a  term  contract  agreeing  to  retain  the  Pacific  Company's 
service  for  an  eight-year  period,  he  earns  a  5%  discount ;  a  9%  discount  is 
granted  for  a  ten-year  service  period,  and  up  to  a  21%  rate  discount  if  the 
customer  will  promise  to  retain  service  for  a  twenty-year  period.  The  Contract 
Allowance  Plan  is  a  pricing  strategy  to  insulate  such  customer's  from  political 
interconnect  supplier  competition.  In  a  period  when  equipment,  labor,  and 
operating  costs  of  the  telephone  company  are  rising  very  rapidly,  21%  rate 
discounts  are  difficult  to  explain  in  context  of  "cost  pricing." 

Other  variants  of  the  Contract  Pricing  Plan  have  been  offered  in  other" 
jurisdictions.  The  most  widespread  new  tariff  treatment  is  the  optional  pay- 
ment plan.  These  plans  are  modeled  after  arrangements  introduced  by  the 
independent  suppliers,  but  vastly  exceed  anything  offered  by  the  latter  in  the 
generosity  of  terms.  Undef  the  optional  payment  plans,  the  PBX  customer 
of  the  telephone  company  prepays  various  amounts  to  reduce  his  monthly 
service  charge.  There  are  step-down  payment  plans  whereby  a  user  can 
pay  higher  amounts  during  the  first  few  years  he  rents  a  system,  and  lower 
amounts  later  on.  Both  these  types  of  plans  are  fr'equently  accompanied  by 
contractual  guarantees  from   the  telephone  company  that  user  charges   will 

*Ibid.,  p.  7. 
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not  be  disturbed  by  any  future  rate  increase.  The  telephone  company  is  not 
insulated  from  the  effects  of  inflation  any  more  than  any  other  industry.  The 
guaranteed  rate  provision  undoubtedly  protects  that  customei^  market  for  the 
company,  but  implies  that  other  classes  of  customers  will  bear  such  cost 
increases. 

COST    STUDIES 

Beginning  in  1971  and  continuing  through  the  present,  all  the  Associated 
Companies  have  applied  for  rate  increases  before  their  respective  State  Regu- 
latory Commissions.  The  justification  for  the  increases  was  based  on  higher 
costs  of  wages,  materials  and  capital.  Whatever  increases  in  revenues  were 
found  necessary  by  the  Commissions,  considering  the  general  nature  of  their 
cause,  it  would  be  reasonable  to  assume  such  increases  would  be  apportioned 
among  all  the  services  offered  so  that  no  one  service  would  be  disproportionately 
burdened.  Instead,  however,  concurrent  with  general  rate  increases  affecting 
company  basic  services,  the  telephone  company  proposed  no  rate  changes  or 
significant  rate  reductions  for  certain  PABX  and  key  sysitems,  those  which 
had  been  encountering  market  competition.  Most  of  these  proposed  fate  reduc- 
tions occurred  concurrent  with  general  state- wide  rate  increases  and  were 
not  challenged  by  the  State  Commissions.  This  deserves  some  discussion. 

With  isolated  exceptions,  telephone  rate  making  has  been  the  province  of 
the  communications  utility.  Rate  cases,  both  at  the  Federal  and  State  level, 
have  been  primarily  concerned  with  the  company's  jurisdictional  revenue 
requirements  for  the  total  service  classifications  offered  by  the  carrier.  In 
most  State  Regulatory  proceedings,  and  prior  to  1962  in  interstate  rate  cases 
before  the  FCC,  regulators  felt  that  discretion  as  to  how  to  distribute  these 
revenue  requirements  among  the  different  service  classifications  was  best  left 
to  the  utility  as  a  matter  of  managerial  prerogative.  Few  Commissions  had  the 
staff  support  to  undertake  the  review  of  rate  structure.  Accordingly,  when 
the  Associated  Companies  chose  to  reduce  or  maintain  rates  for  its  coon- 
petitive  services,  while  uniformly  increasing  rates  for  all  its  monopoly  services, 
the  commissions  were  merely  following  historical  practice  in  not  challenging 
the  differential  treatment.  Under  these  circumstances,  the  potential  for  cross- 
subsidization  of  services  is  not  an  addressable  issue. 

The  financial  impact  of  the  selective  pricing  proposal  adopted  by  the  Aso- 
ciated  Companies  should  not  be  overlooked.  Each  of  the  state  rate  proceed- 
ings involved  proposals  for  overall  increases  in  revenue  requirements.  Such 
increase  was  predicated  on  earning  a  return  on  the  company's  total  plant  in- 
vestment and  recovery  of  total  expense  and  taxes.  The  reductions  or  differences 
in  rate  levels  as  related  to  the  competitive  services  did  not  need  to  be  sup- 
ported individually.  The  opportunity  to  avoid  having  to  give  sufiicient  proof 
of  the  relationship  between  individual  service  cost  and  individual  rate  pro- 
posals is  afforded  by  the  nature  of  the  rate  of  return  proceeding.  The  admin- 
istrative mechani.sm  makes  it  possible  to  obscure  not  only  the  competitive 
impact,  but  akso  the  inconsistencies  imbedded  in  the  reduction  of  rates  for 
certain  equipment  items,  and  the  overall  increase  in  rates  applied  to  all 
other  categories  of  service.  When  the  state  regulatory  body  adopts  the  com- 
pamy-recommended  overall  rate  structure,  the  Associated  Company  need  not 
support  its  rate  restructuring.  The  pos.sibility  exists,  then,  that  cost  burdente 
may  be  passed  over  from  the  class  of  customers  furnished  the  competitive 
services,  to  be  borne  by  the  customers  who  are  being  provided  the  monopoly 
service  classifications.  The  interconnect  suppliers  are  in  a  less  favored  posi- 
tion. Their  sole  means  of  cost  recovery  are  the  charges  for  the  specific  eqiiip- 
ment    (PBX's,  key  systems,  etc.)   marketed  to  their  customers. 

The  pricing  strategy  of  the  Companies  did  not  go  unchallenged.  The  inter- 
connect supplies  intervened  before  several  State  Commissions  at  the  time  the 
carrier  was  seeking  rate  restructuring  proposals.  However,  in  a  few  jurisdic- 
tions the  Commissions  did  request  cost  studies  of  the  carrier  in  justification 
of  the  proposed  rate  reductions.  The  record  made  in  several  of  the.se  pro- 
ceedings is  instructive  in  demonstrating  how  cost  data  might  be  selectively 
organized  to  justify  price.  For  purpose  of  illustration,  material  has  been 
drawn  from  two  proceedings,  one  in  Ore'gon,  another  in  Michigan. 
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The  Oregon  Public  Utility  Commission  took  cost  testimony  in  the  spring, 
1973.  The  Pacific  Northwest  Bell  Telephone  Company  (PNB)  filed  for  approval 
of  an  increase  in  its  allowed  rate  of  return  from  8.6%  to  a  requested  level 
of  9.5%,  asking  for  general  upwar'd  adjustment  of  virtually  all  basic  service 
classifications,  but  a  downward  revision  of  certain  (competitive)  PBX  rates.^ 
Mr.  L.  Pinnt,  General  Studies  Manager  for  PNB  furnished  a  special  study 
justifying  the  recommended  rate  reductions  for  PBX  service.  It  was  termed 
"full  additional  cost  identified  on  a  going  basis."  * 

The  special  study  excluded  the  company's  actual  plant  investment  in  PBX 
facilities.  Instead,  a  hypothetical,  constructed  investment  base  was  calculated 
"as  if  all  PBX  customers  would  be  served  by  756  and  770  PBX  equipment." 
This  "current"  cost  investment  "relates  to  equipment  that  could  be,  but  isn't 
used."  '  Mr.  Pinnt  explained  the  need  for  the  new  cost  approach :  "In  a  compe- 
titive environment  you  can't  look  back  ...  to  make  a  decision  for  the  future 
...  if  we  are  going  to  compete  we  have  got  to  base  these  (PBX)  prices  on 
the  future,  going  forward."  * 

The  investment  per  PBX  line  of  installed  capacity  for  Mr.  Pinnt's  hypo- 
thetical system  amounted  to  $131.74."  Mr.  Kamps.  another  PNB  witness,  testi- 
fied to  the  comparability  of  Western  Electric  prices  to  those  of  general  trade 
suppliers.  He  testified  that  "the  prices  of  Western  dial  PBX  equipment  run 
very  close  to  100%  of  the  prices  of  independent  manufacturers." "  Wage 
rates  for  installation  crews  are  comparable  for  Bell  and  independent  suppliers. 
Although  PNB  failed  to  disclose  its  actual  investment  in  PBX  equipment,  an 
intervenor,  R.  Stevens  for  Selectron,  Inc.,  did  insert  his  cost  exi^erience  into  the 
record.  The  competitive  cost  of  PBX  switchgear  was  shown  as  $271.99  per 
line.^'  From  the  evidence  in  the  record,  it  would  appear,  therefor'e,  that  PNB's 
investment  cost  for  rate-making  purposes  was  51.6%  less  than  its  competitors, 
even  though  actual  costs  are  about  the  same  as  the  costs  to  the  independent 
suppliers.  One  should  not  lose  sight  of  the  fact  that  at  the  same  time  these 
constructed  cost  figures  were  employed  in  justification  of  the  proposed  PBX 
tariff,  the  company's  actual  investment  in  the  equipment  was  submerged  in  the 
company's  overall  rate  base  submission  for*  determining  aggregate  revenue 
requirements. 

PNB  treatment  of  its  depreciation  reserve  also  merits  notice.  Rate  of  return 
regulation  applies  an  earnings  rate  to  net  plant ;  that  is.  gross  investment  less 
the  accumulated  depreciation  reserve.  The  hypothetical  investment  in  PBX 
equipment  was  expressed  in  tertns  of  future  vintage  facilities,  presumably 
net  of  any  accumulated  depreciation  resen-e.  Actually,  the  company  applied 
a  depreciation  reserve  adjustment  of  22.6%  to  its  770  series  PBX  equipment 
and  36.3%  depreciation  reserves  for  its  756  PBX  equipment."  It  should  be  clear 
that  application  of  these  depreciation  reserve  ratios  to  new,  undepreciated 
plant  makes  it  impossible  for  the  full  additional  costs  to  sum  to  PNB's  r-evenue 
requirement.  A  PNB  customer  using  a  770  PBX  is  paying  no  return  (through 
rates)  on  22.6%  of  the  plant  in  service.  The  practice  certainly  contributes  to 
an  associated  company's  ability  to  "meet  competition." 

To  develop  annual  revenue  requirements  applicable  to  specific  equipment 
items,  the  carrier  applies  annual  charge  factor^  to  gross  investment  of  that 
equipment  class.  The  annual  charge  factors  are  developed  on  a  gross,  over- 
all basis  by  relating  past  years'  expense  to  the  corresponding  plant  item.  In 
its  PBX  cost  study,  PNB  estimated  PBX  maintenance  expense  by  applying 
its  maintenance  annual  charge  factor  to  its  hypothetical  plant  investment. 
This  produced  the  sum  of  $453,200  as  its  "full  additional  cost  of  PBX  main- 


is  Re  Application  of  Pacific  Northwest  Bell  Tel.  Co.  for  Authority  to  Increase  and  Adjust 
Its  Rates  and  Charges,  Oregon  Docket  No.  UF-2955. 
«  Transcript  of  Record,  Oregon  Docket  U-2995,  p.  452. 

7  Ibid.,  pp.  4530-31. 

8  Tr.  Oregon  Docket  No.  U-2955,  p.  5222. 
»Tr.  4576. 

WPNB  Ex.  23  and  Tr.  1236. 

u  Exhibit  106,  pp.  1-7.  .     , 

"Tr.  5215,  5205,  These  ratios  represented  the  Company's  estimate  of  the  theoretical 
reserve  ratio. 
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tenance."  ^  The  company's  actual  maintenance  expense  for  large  PBX  equip- 
ment was  elsewhere  Reported  as  $1,009,869."  The  difference  in  results  is  in- 
herent in  the  "additional  costs"  methodology.  The  annual  charge  factors  are 
derived  on  the  basis  of  expenses  incurred  in  a  recent  past  period  to  gross 
historical  investment  for  the  same  time  period.  When  the  ratios  are  applied 
to  a  current,  hypothetical  investment  representing  half  the  actual  plant  costs, 
the  estimated  expense  must  be  correspondingly  understated.  Without  belalx)ur- 
ing  this  point,  it  should  be  clear  that  application  of  the  remaining  annual 
charge  factors — administration,  taxes,  return — must  therefoi^e  result  in  cor- 
responding understatements  of  these  expenses. 

The  result  of  all  PNB's  cost  development  was  to  be  the  basis  for  its  pro- 
posed rates.  While  the  independent  suppliers  had  competed  measurably  well 
before  the  PNB  restructuring  of  rates,  the  new  common  car'rier  rates  are 
consistently  below  those  of  the  competition,  as  Table  IV  will  show. 

TABLE  IV  —COMPARISON  OF  INTERCONNECT  SUPPLIER  PABX  RATES  WITH  PACIFIC  NORTHWEST  BELL  EXISTING 

AND  PROPOSED  PABX  RATES 


Line  trunk  configuration 

40/10 

60/10 

80/12 

100/15___ 

120/19 

160/24 

200/29 

NOTE.— The  300  series  PBX  tariff  provides  a  variety  of  service  features  and  utilizes  step-by-step  switching  equipment 
The  lOOB  PBX  service  is  a  new  offering,  provides  the  same  features  as  the  300  series  but  uses  the  770  PBX  equipment 
The  770  is  a  crossbar  unit  modeled  after  the  Japanese  NA409.  The  significant  difference  is  in  the  unit  rate. 

SOURCE.— Oregon  docket  UF-2955.  exhibits  104  and  51A. 

In  August  1973  Commissioner  R.W.  Sabin  issued  his  final  order  in  this  rate 
proceeding.  In  authorizing  adoption  of  PNB's  new  PBX  rates,  the  Commis- 
sioner said :  ".  .  .  it  is  not  the  Commission's  iplace  to  determine  whether  PNB's 
pricing  policy  results  in  lower  rates  than  its  xinregulated  competitors."") 

Follovring  introduction  of  the  carrier's  new  PBX  tariffs,  the  interconniect 
marltet  in  Oregon  came  to  a  complete  standstill.  No  private  branch  equipment 
has  been  sold  or  leased  by  private  suppliers.") 

Another  current  state  regulatory  proceeding  wherein  such  new  cost  analysis 
methods  were  employed  is  the  alpplication  on  February  13,  1973  with  the  Michi- 
gan P.S.C.  for  a  $29,700,000  rate  increase.  Here  the  company  is  contending 
that  increases  in  cost  of  labor,  materials  and  capital  justified  higher  rates.") 
MBT  proposed  increases  in  all  basic  classes  of  exchange  and  state  toll  service, 
along  with  a  restructuring  of  rates  for  key  telephone  systems  and  PBX  serv- 
ices. The  rate  proposal  called  for  both  increases  and  decreases  in  its  "vertical" 
services.  However,  all  the  increases  in  vertical  services  were  in  the  non- 
competitive area.  All  the  decreases  were  in  the  competitive  area/*) 


PNB  rates 

Existing 

Proposed 

supplier  rates 

300 

series 

300 

series 

lOOB 

1438 

$450 

$400 

$405 

528 

570 

505 

515 

629 

685 

623 

563 

1,039 

800 

748 

693 

1,456 

915 

829 

354 

1,558 

1,145 

1,121 

931 

1,659 

1,375 

1,364 

1,109 

1'  PNB-PBX  Cost  Study,  Attachment  II,  line  5. 

"  Annual  Report  Form  M-PNB-Orecon  Schedule  B-5  and  Exhibit  52. 

"  Final  Order  73-447,  Oregon  Public  Utility  Commission,  Docket  No.  U-2955. 

i»  Information  furnished  by  Ray  Stevens,  President  and  E.  Spievack.  Attorney, 
Selectron,  Inc.,  interconnect  intervenor  In  Oregon  Case  No.  UF-2955. 

"  Application  of  Michigan  Bell  Tel.  Co.  to  Revise  Rates  and  Charges,  Mich.  P.S.C. 
Docket  U-4293. 

1*  The  total  increases  are  accounted  for  by  (1)  a  separate  charge  for  keyless  instru- 
ments previously  included  in  basic  equipment  rates  (GuUllm  direct,  p.  15)  ;  (2)  in- 
creased charges  for  2-line  key  systems  (Hamming  Direct,  p.  15)  ;  and  (3)  Increased 
non-recurring  charges  (Hamming,  Exh.  A-16,  p.  46). 
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The  MBT  testimony  demonstrating  the  inflationaiy  Impact  on  all  its  costs 
was  convincing;  the  evidence  that  costs  for  its  competitive  services  had  been 
insulated  from  such  general  cost  trend  was  not  as  convincing. 

In  examining  MBT's  cost  allocation  methods,  it  is  appropriate  to  briefly 
review  the  source  of  its  primary  equipment  costs.  Western  Electric,  as  the 
manufactiiring  arm  of  the  Bell  System,  furnishes  about  90  percent  of  the 
equipment  procured  by  the  Associated  Companies.  Under  Western  costing 
methods,  all  its  overhead  costs  as  well  as  certain  direct  costs  are  allocated 
on  a  broad  basis  to  equipment  categories  (viz.,  cable,  apparatus,  etc.)  and  not 
to  specific  equipment  items.  Similarly,  although  Bell  Telephone  Laboratories 
research  in  the  terminal  equipment  area  is  directed  almost  completely  to  busi- 
ness telephone  equipment,  its  costs  are  spread  unspeciflcally  across  all  products. 
The  net  effect  of  these  costing  procedures  is  that  residential  telephone  equip- 
ment bears  charges  whose  incidence  benefits  only  business  equipment.  The 
California  Commission  has  concluded:  "Western  Electric  unit  prices  are  not 
based  on  actual  manufacturing  costs."^')  Western's  cost  allocation  methods 
are  a  long-standing  historical  practice.  However,  with  the  given  market  struc- 
ture, the  presence  of  viable  competition  in  some  operating  segments  anid  a 
monopoly  situation  the  temptation  for  the  manufacturer-supplier  to  downplay 
those  individual  costs  of  equipment  which  enter  into  the  comi)etitive  area 
must  be  severe.  For  the  study  at  hand,  the  prices  for  PBX  and  key  equipment 
billed  by  Western  to  Michigan  Bell  are  important  insofar  as  they  are  entered 
as  the  material  base  for  its  cost-of-service  studies. 

Cost  analysis  techniques  employed  by  MBT  were  not  too  different  from 
those  encountered  in  Oregon.  The  Michigan  Company  employs  three  types  of 
PBX  switching  equipment  in  furnishing  a  tariff  service  known  as  PBX  IH 
service.'"  Until  1973  MBT  employed  the  757  and  800A  PBX  for  the  service; 
beginning  in  1973  it  began  the  purchase  of  the  newer  770A  unit  from  Western 
Electric.^)  Each  of  these  serving  vehicles  has  similar  service  characteristics 
and  thus  could  be  used  interchangeably.  MBT  intends  to  continue  to  use  its 
stock  of  existing  757  and  800A  switches,  but  not  to  add  further  units.  Future 
purchases  are  planned  to  consist  of  the  770A  unit.'')  The  relative  investment 
costs  of  the  757  in  the  80-line  unit  are  approximately  $28,000;  for  the  800A- 
$18,000 ;  and  for  the  770A-$13.839.  In  calculating  revenue  requirements  for  the 
80-lin»e  PBX  III  service,  MBT  assumed  a  mix  of  90%  770A  equipment  and 
10%  800A  PBX.  The  Company  witness  observed  that  "the  proposed  mix  will  be 
realized  over  the  next  three  or  four  years."'')  Since  the  770A  is  considerably 
less  costly  than  either  the  757  or  800A  units,  the  costs  for  PBX  III  services 
(the  most  highly  competitive  area)  are  at  present  significantly  understated. 
The  effect  of  this  averaging  method  is  to  shift  the  cost  of  the  older  equipment 
to  other  classes  of  ratepayers. 

Depreciation  expense  is  calculated  as  the  sum  of  two  parts.  The  cost  of 
reusable  plant  is  amortized  over  the  service  life  of  the  equipment ;  non-recov- 
erable costs,  ie.,  installation  labor,  engineering  and  minor  materials  are 
amortized  over  the  location  life,  the  average  length  of  time  the  equipment  is 
retained  on  a  customer's  premises.  In  a  1970  rate  proceeding  MBT  estimated 
located  and  service  lives  of  this  class  of  PBX  equijpment  at  5  years  and  14 
years  respectively.  For  purposes  of  its  special  study,  however,  the  companly 
used  a  location  life  of  8  years  and  a  service  life  of  17  years.'*)  Between  1970 


19  California  P.U.C.  Decision  74618,  Cases  No.  8662-3,  p.  664,  Aug.  27,  1968. 

2»  PBX  I.  II  and  III  all  provide  certain  standard  operating  features,  PBX  III  offers 
certain  additional  features  such  as  attendant  camp-on,  call-hold,  etc.  These  are  furnished 
at  additional  charge. 

21  The  757  is  a  crossbar  switch  introduced  in  1962  ;  it  is  limited  to  200  line  capacity. 
The  800A  was  the  first  electronic  PBX  offered  by  Western  (1966).  The  770A  is  a  cheaper 
version  of  the  Japanese  NA409  switch  imported  by  the  Interconnect  company  and  whose 
copy  is  supposed  to  supplant  both  the  757  and  800A  units. 

22  Transcript  of  Testimony,  MBT  Case  No.  U-4293,  tr.  5634,  5689. 
25  Leese  cross-examination,  Tr.  5366. 

2*Tr.  5394,  6239. 
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and  1973  MBT  experienced  serious  competition  from  the  interconnect  suppliers 
with  accelerated  changeouts  of  equijanent  due  to  obsolesence  and  marked  com- 
petition.^) The  757  has  been  in  use  since  1961-2  and  has  become  obsolete  only 
after  eleven  years  of  use,  n/otwithstanding  the  estimated  17  year  service  life.^) 
Under  an  attractive  pricing  plan  offered  by  MBT,  customers  can  change  from 
one  type  of  PBX  to  a  more  advanced  model  without  incurring  any  termination 
liability.  The  effect  of  this  opportunity  as  regards  depreciation  suggests  a 
shortening  of  location  life,  nkjt  an  extension.  It  was  noted  that  in  calculating 
average  PBX  investment,  MBT  assumed  90%  would  be  the  latest  variety,  the 
770A  unit.  The  high  proportion  of  newer  equipment  must  effect  the  retirement 
of  the  older  equipment.  Prematurely  obsolete  PBX  equipment  means  the  failure 
to  recover,  through  rates  paid  by  PBX  customers,  plant  costs  which  must  then 
be  borne  by  other  classes  of  ratepayers. 

SELECTIVE,  EATHEB  THAN  CONSISTENT  COST  DATA 

Maintenance  expenee  is  a  significant  portion  of  the  total  costs  of  furnish- 
ing PBX  and  key  services.  Test-period  operating  results  submitted  by  MBT 
for  determining  overall  revenue  requirements  were  based  on  basic  data  for 
the  calendar  1972.  In  addition,  the  company  made  a  persuasive  care  for  updating 
the  1972  results  to  reflect  wage  and  salary  increases  that  had  been  negotiated 
for  the  year  1973.  However,  in  preparing  its  special  cost  study  for  PBX  equip- 
ment, MBT  based  its  maintenance  expense  on  1970  costs.^') 

An  Administration  expense  factor  is  employed  by  MBT  in  estimating  cer- 
tain costs  as  a  function  of  plant  investment.  Among  other  expenses,  "Admin- 
istration" includes  the  Marketing  Department,  training,  customer  instruction, 
and  so  forth.  The  factor  is  derived  by  relating  the  historical  expenses  to  gross 
plant  for  a  common  time  period.  An  accepted  principle  of  cost  allocation  is 
that  where  specific  costs  can  be  identified  and  assigned  to  a  service,  that  service 
is  removed  from  the  broad  allocation  treatment. 

For  example.  MBT  expends  at  least  95%  of  its  Marketing  Department  effort 
in  behalf  of  its  business  customers.^)  The  MBT  allocation  method  distributes 
these  expenses  pro-rata  to  investment  across  all  classes  of  service.  The  cost  of 
training  installers  is  included  in  the  Administration  factor  and  appMed  uni- 
formly to  all  classes  of  service.  PBX  and  key  system  installers  receive  training 
which  is  applicable  only  to  business  customers.^') 

The  cast  of  customer  instruction  is  recovered  from  general  revenues  even 
though  this  instruction  Ls  devoted  almost  exclusively  to  business  customers.^ 
Similarly,  the  MBT  Traffic  Department  expenses  are  recovered  out  of  overall 
operations.  PBX  operator  training  performed  by  TraflBc  Department  employees 
is  done  solely  for  bvisiness  users  of  PBX  equipment. 

The  next  effect  of  these  cost  procedures  is  to  charge  many  Michigan  Bell 
customers — typically  residential  customers — for  exi>enses  which  do  not  relate 
to  their  service. 

The  PBX  cost  studies  were  the  rationale  for  MBT's  rate  proposals.  The  area 
for  most  active  and  direct  competition  between  MBT  and  the  interconnect 
companies  has  been  in  the  small  PBX  area,  100  lines  and  fewer.  This  was  the 
area  where  company  rate  proposals  showed  the  greatest  reductions.  Although 
MBT  sought  an  overall  increase  of  about  20%  in  aggregate  revenues,  reduc- 
tions in  the  competitive  PBX  area  range  between  17%  and  34%.  Table  V 
summarizes  past  and  proposed  rates  for  PBX  services  in  the  most  highly 
competitive  area. 

25  The  757  PBX  has  been  rated  A  and  M   (additional  and  maintenance)   which  indicates 
it  is  being  manufactured  only  to  maintain  existing  installations. 
2«Tr.  5365-66. 
2^Tr.  5234,  6214-6226. 
=8Tr.  5264,  6216. 
2»Tr.  5183. 
'» Ibid. 


$486 
486 

$323 
323 

34 
34 

488 
488 

365 
365 

25 
25 

489 
489 

408 
408 

17 
17 

571 
522 

448 

448 

22 
14 

3869 

TABLE  v.— MICHIGAN  BELL  EXISTING  AND  PROPOSED  PBX  RATES  FOR  SYSTEMS  UNDER  100  STATIONS,  VARIOUS 

LINE/TRUNK  GROUPS 

Existing  Proposed  Percent 

Line/trunk  configurations  series  300  PBX  11  reductions 

7  Trunks,  25  stations,  8  extensions: 

Flat  rate... 

Message  rate _ 

8  Trunks,  35  stations,  12  extensions: 

Flat  rate 

Message  rate 

9  Trunks,  45  stations,  18  extensions; 

Flat  rate 

Message  rate 

10  Trunks,  55  stations,  20  extensions: 

Flat  rate 

Message  rate.. 

Source:  Brief,  Litton  Systems,  Business  Telephone  Systems,  Chart  I,  p.  94,  Michigan  P.S.C.  Case  No.  U-4293. 

On  December  21,  1973,  the  Michigan  P.S.C.  issued  its  Opinion  and  Order  in 
Case  No.  11^293.  The  Commission  adopted  the  PBX  rate  proposals  siibmitted 
by  the  telephone  company  with  minor  modifications  submitted  by  its  staff. 
With  respect  to  "rate  restructuring"  of  PBX  and  key  systems  the  Commission 
noted :  "The  intervenors  .  .  .  did  demonstrate  that  the  complicated  anid  exten- 
sive cost  studies  are  not  entirely  free  from  flaws  and  that  reasonable  argu- 
ments can  be  made  that  alternative  judjgements  might  be  culled  from  the  data 
used."^  However,  no  attempt  was  made  to  reconcile  the  adopted  rate  increases 
for  basic  services  and  the  concurrent  reductions  in  rates  for  competitive 
services. 

Three  months  after  the  Michigan  P.S.C.  Commission  decision  the  intercon- 
nect supply  market  for  key  systems  evaporated,  according  to  the  local  trade 
association  representative.^^  Independent  suppliers  are  still  installing  small 
PBX  units  wliich  had  been  contracted  for  prior  to  the  Michigan  Bell  rate  re- 
duction, but  there  is  no  longer  evidence  of  additional  business. 

INTEBC0NNBX3TI0N  IMPACT  ON  THE  CAEEIEE 

The  1973  Annual  Report  of  AT&T  to  its  shareholders  reserved  its  initial 
section  for  a  special  message  of  the  Company  Board  Chairman,  Mr.  deButts. 
Mr.  deButts  devoted  virtually  all  of  his  message  to  expressing  concern  over 
the  intrusion  of  market  competition  into  the  telecommunications  industry.  He 
reassured  company  stockholders  that  ".  .  .  wherever  competition  might  be 
mandated  in  the  telecommunications  industry,  the  Bell  System  will  be  a  good 
competitor."® 

The  Bell  System  is  the  single  largest  industrial  corporation  in  the  world. 
Few  would  question  the  availability  of  corporate  resources  to  take  on  all 
comers.  The  previous  discussion  should  have  demonstrated  the  resolve  and 
stated  intent  of  the  company  to  do  precisely  this.  This  June  is  the  sixth  anni- 
versary of  the  FCC's  Carterfone  decision.  How  serious  hals  been  the  impact  of 
private  supplier  competition  in  the  terminal  equipment  areas  on  carrier  oper- 
ations? We  have  evidence  from  two  sources:  a  recent  study  undertaken  by 
the  Stainford  Research  Institute,  (SRI),  and  data  published  by  the  BeU 
System. 

The  SRI  study  results  show  that  after  six  years  of  active  inroads  into  tele- 
phone company  markets, 

31  In  the  matter  of  the  Application  of  Mlchigran  Bell  Tel.  Co.  for  Authority  to  Revise 
its  Schedule  of  Rates  and  Charges.  Mich.  P.S.C.  Case  No.  -42933,  p.  38,  12/21/73. 
"2  J.  S.  Cosgrove,  Michigan  Independent  Communication  Association. 
M  1973  Annual  Report,  AT&T  Co.,  p.  9,  Feb.  12,  1974. 
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".  .  .  (the  telephone  companies'  revenues  were  albout  $28  billion  in  1973 — or 
150  times  the  sales  figures  for  interconnect  suppliers.  Telephone  companies 
equivalent  sales  for  new  and  replacement  PBX  and  key  system  installations 
were  77  times  greater,  or  $1.4  billion.  The  1973  revenue  loss  for  the  telephone 
companies  as  a  result  of  interconnect  suppliers'  installed  base  of  696,000  PBX 
and  key  phones  was  about  $70  million,  or  0.25%  of  the  $28  billion  total  rev- 
enues.'"* 

Although  the  NARUO  is  not  a  regulatory  body,  bi:^;  a  trade  association  rep- 
resenting state  regulators,  the  group  formalized  its  concern  over  the  threat  of 
competition  to  carrier  revenues  by  holding  hearings  this  February  on  the  issue 
of  economic  impact  on  competition.  The  telephone  comi>any  furnished  most  of 
the  testimony.  Among  the  data  provided  by  CJompany  witnesses  was  a  tabula- 
tion of  company  revenues  derived  from  its  principal  "vertical"  services.  Table 
VI  below  was  derived  from  this  information  and  shows  annual  company  rev- 
enlues  for  1963-73  earned  from  PBX's,  key  systems,  data  modems,  dialers, 
answering  sets  and  extension  telephones.  In  order  to  put  the  data  in  some 
historical  perspective,  it  has  been  organized  to  compare  growth  rates  for  the 
5-year  period  prior  to  Carterfone  (1963-67),  with  the  5-year  period  subseqeunt 
to  Carterfone.  It  is  significant  to  note  that,  system-wide,  the  carrier's  com- 
pound rate  of  revenue  growth  for  its  vertical  services  was  10.1%,  both  before 
and  after  Carterfone.  The  most  active  area  of  interconnect  competition  has 
been  the  marketing  of  private  bratnch  exchange  equipment.  Note  that  carrier 
revenues  from  PBX's  have  not  only  increased  in  absolute  terms  since  Carter- 
fone, but  the  rate  of  growth  has  accelerated  in  contrast  to  pre-Carterfone 
years. 

TABLE  VI.— HISTORICAL  DATA  REGARDING  BELL  SYSTEM  PROVIDED  TERMINAL  EQUIPMENT,  1963-73 


Data 

Answer- 

Key 

Extension 

PBX's 

modems 

Dialers 

ing  sets 

systems 

telephones 

Total 

Annual  revenues  (millions): 

1963... 

$410 

$4 

$2 

$4 

$416 

$227 

$1,063 

1964 

430 

7 

3 

5 

461 

245 

1,151 

1965 

462 

10 

4 

6 

516 

265 

1,263 

1966 

513 

15 

5 

6 

572 

285 

1,396 

1967 

575 

23 

6 

7 

641 

310 

1,652 

Average  rate  of  growth  (percent)  1963-67. 

8.8 

54.8 

31.6 

14.9 

11.4 

8.1 

10.1 

Carterfone  (millions): 

1968.... 

$631 

$34 

$7 

$9 

$705 

$330 

$1,716 

1969 

669 

54 

9 

10 

787 

352 

1,911 

1970 

768 

70 

11 

12 

876 

372 

2,109 

1971 

837 

84 

11 

15 

938 

393 

2,278 

1972 

946 

95 

11 

16 

1,069 

434 

2,571 

1973 

1,065 

108 

11 

20 

1,136 

466 

2,806 

Average  rate  of  growth  (percent)  1969-73. 

11.1 

18.9 

5.2 

18.9 

9.6 

7.3 

10.1 

Source:  Derived  from  Bell  System  Exhibit  3,  Attachment  A,  NARUC  Investigation,  Feb.  8,  1974. 

We  have  previously  observed  that  orthodox  economics  holds  that  markets  allo- 
cate scarce  resources  according  to  relative  supplier  efficiency.  An  examination 
of  the  actual  operation  of  the  interconnect  market  reveals  that  in  the  real  world 
the  market  mechanism  is  actually  subordinate  to  power,  and  to  the  pre-existing 
distribution  of  resources.  The  theory  would  say  that  the  regulatory  process  exer- 
cises constraints  and  inhibitions  on  the  regulated  utilities.  Practice  shows  the 
reverse.  The  institutions  of  public  regulation  seem  to  impose  their  constraints 
on  the  usurper  and  new  entrant ;  the  monopoly  utility  is  able  to  manipulate 
public  policy  to  protect  its  own  market  position. 

If  interconnect  competition  has  been  so  minimal  in  its  effect  on  the  Bell  System 
as  Table  VI  would  indicate,  why  has  the  corporate  giant  reacted  so  vigorously? 


3*  "Telephone   Interconnect    Industry,"    Stanford   Research    Institute.   Report    No.    510, 
p.  8,  January  1974. 
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Exhibit  2.  — Article  by  R.  Gahel  Re  the  Past  and  Future  of  Interconnection 

[Excerpt  from  Communications  Technology  and  Social  Policy,  Chapter  8] 

Telecommunications 
Interconnection: 
Wherefrom  and  Whitherto?* 

RICHARD  GABEL 


Contemporary  textbooks  on  public  utility  regulation  explain  the  develop- 
ment of  communication  regulation  as  stimulated  by  public  need  to  obtain  the 
economies  obtained  from  an  industry  of  large  increasing  returns  to  scale.  Of 
course,  the  development  of  regulation  of  communications  did  not  occur  in  this 
fashion.  Most  current  arguments  for  monopoly  organization  of  communica- 
tion services  are  post  hoc  rationalization  instead  of  valid  historic  descrip- 
tors. The  establishment  of  communications  as  a  public  utility  with  monopoly 
status  was  encouraged  by  energetic  and  farsighted  businessmen  who  perferred 
the  incursion  of  state  regulation  to  the  risks  and  instability  of  competition. 
Among  the  most  powerful  tools  that  were  developed  to  insure  the  primacy 
of  monopoly  organization  was  the  prohibition  against  "foreign  attachments," 
the  refusal  to  interconnect  the  public  message  network  with  customer-owned 
terminal  devices. 

Since  its  inception,  the  Bell  system  has  refused  to  connect  its  local  lines 
with  customer-furnished  equipment.  This  prohibition  has  been  enforced  by 
state  regulatory  commissions.  The  Carterfone  decision  represents  the  end  of 
an  era  and  the  demise  of  public  acceptance  of  the  classical  arguments  against 
"foreign  attachments." 

By  the  Carterfone  decision  of  June  27,  1968,  the  Federal  Communica- 
tions Commission  opened  the  way  for  private,  noncarrier  suppliers  of  ter- 
minal   devices   to    interconnect    with   the    Bell    system,    consistent    with    the 

*  The  views  expressed  herein  are  the  personal  views  of  the  author  and  are  not  to  be  construed  in 
any  way  as  reflecting  the  views  of  the  Department  of  Commerce  or  other  agency  of  the  federal 
government.  Research  assistance  was  provided  by  Shirley  Holton. 
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integrity  of  that  system.  If  the  decision  is  implemented  in  the  spirit  in  which 
it  was  intended,  it  promises  sharp  acceleration  in  the  pace  of  technical  and 
service  innovation  in  the  telecommunications  industry  and  serious  inroads 
in  the  prevailing  monopoly  domination  of  that  industry.  But  there  are  strong 
indications  that  the  FCC  and  Bell  are  dragging  their  feet  in  terms  of  imple- 
mentation, and  that  full  implementation  will  require  several  years  of  negoti- 
ation and  procedural  development. 

The  Carterfone  decision  did  not  spring  full  blown  like  Athena  from  the 
head  of  Zeus.  Interconnection  restrictions  and  prohibitions  date  to  the  ear- 
liest days  of  telephony.  In  the  early  years  extensive  interconnection  restric- 
tions were  used  to  prevent  competitive  inroads  by  independent  telephone 
companies.  The  development  of  the  Kingsbury  Commitment  (AT&T,  1913, 
pp.  24-26)  and  enactment  of  the  Willis-Graham  Act  in  1921  ended  Bell 
refusal  to  interconnect  with  nonduplicative  independent  telephone  compa- 
nies. The  removal  of  this  prohibition  coincided  with  the  intensified  enforce- 
ment of  the  "foreign  attachment"  provision  in  Bell  system  tariffs  forbidding 
the  use  by  a  customer  of  any  device  or  appurtenance  as  attachment  to 
the  message  network,  on  pain  of  removal  of  service. 

Bell's  partial  motivation  in  opposing  interconnection  with  independent 
telephone  compaines  in  the  pre-Kingsbury  period  and  reenforcing  the  "for- 
eign attachment"  rule  throughout  its  history  has  been  to  impose  obstacles  to 
the  growth  of  competing  suppliers  and  to  establish  its  own  domination  of  the 
field.  Originally,  this  motivation  was  candid  and  open,  but  more  recently,  and 
particularly  throughout  the  Carterfone  controversy,  the  Bell  system  has 
recognized  that  public  relations  need  a  more  subtle  and  sophisticated 
approach.  Private  profit  motives  have  been  submerged  and  interconnection 
opposed  on  "technical"  grounds.  A  major  part  of  this  chapter  reviews  the 
issues  that  surrounded  the  interconnection  controversy  throughout  its  his- 
tory. Perhaps  if  we  know  where  we  came  from,  we  will  be  able  to  better 
predict  where  we  can  go. 


INTERCONNECTION  RESTRICTIONS  AFFECTING 
INDEPENDENT  TELEPHONE  COMPANIES,  1893  to  1920 

The  expiration  of  the  basic  Bell  patents  in  1893  marked  the  end  of  its  mono- 
poly over  the  telephone  field  and  the  beginning  of  the  independent  telephone 
industry. 

From  that  time  until  about  1913,  there  was  limited  interconnection  between 
Bell  and  independent  exchanges  (FCC  [b],  pp.  134-66)  since  ability  to  inter- 
connect would  have  strengthened  the  position  of  the  independent  companies, 
and  Bell  was  not  interested  at  that  time  in  helping  the  independent  companies 
grow. 


3873 


Inability  of  the  independent  exchanges  to  connect  with  Bell  for  long-dis- 
tance service  meant  that  they  could  provide  service  only  within  the  geographic 
limits  of  the  particular  territories  they  served.  The  independent  companies 
early  recognized  this  obstacle  to  their  growth  and  in  1899  attempted  to  form 
an  independent  long-distance  network.  Construction  of  the  network  required 
substantial  outside  financing,  and  the  independents  tried  to  arrange  the  neces- 
sary financing  through  a  private  financial  consortium.  It  collapsed,  however, 
with  the  withdrawal  of  its  principal  member  at  the  request  of  J.  P.  Morgan  of 
the  banking  firm  (Commercial  &  Financial  Chronicle,  1899). 

Bell's  President  Theodore  Vail  clearly  set  out  the  company  objections  to 
interconnection  in  1909  before  the  N.Y.  State  Joint  Legislative  Committee  on 
Telephone  and  Telegraph  Companies. 

viCE-CHAiRM.\.\  MERRiTT.  You  have  said  that  inter-communicating  is  pos- 
sible. What  do  you  say  as  whether  it  is  feasible? 

MR.  \AiL.     Well,  it  is  not  feasible. 

VICE-CHAIRMAN  MERRITT.  Yes,  what  are  those  objections,  and  what  are  the 
business  objections,  if  any? 

MR.  VAIL.  Well,  our  principal  objection,  of  course,  is  that  it  would  give  a 
competing  exchange  advantage  of  our  big  system,  without  any  corres- 
ponding advantage  to  us,  that  we  built  up  and  maintained — often  times  at 
a  loss  to  ourselves.  We  have  a  large  system  extending  all  over  the  United 
States  and  perfectly  connected,  and  if  a  competing  exchange  in  the  town 
should  have  all  the  advantages  we  have,  there  would  be  no  corresponding 
advantage  to  us.  |N.Y.S.  Joint  Committee,  1909,  p.  458] 

While  there  were  also  objections  to  interconnection  on  technical  grounds, 
they  were  clearly  subordinated  to  economic  considerations,  as  is  apparent  from 
the  following  dialogue  between  Mr.  Vail  and  Committee  Counsel. 

Q.  What  do  you  say  as  to  the  possibility  or  practicability  of  one  telephone 
company  giving  interconnection  with  the  subscribers  of  another  telephone 
company  when  they  are  equipped  with  different  styles  of  apparatus? 

A.     Why,  it  would  be  unsatisfactory — there  is  no  question  about  that  at  all. 

Q.     Would  it  be  possible  to  communicate? 

A.      Most  anything  is  possible  when  people  undertake  to  do  it. 

Q.     Has  it  ever  been  done? 

A.  Yes.  It  is  being  done  every  day.  [N.Y.S.  Joint  Committee,  1909,  p. 
459] 

Nor  was  Bell  alone  in  opposing  interconnection.  The  independent  tele- 
phone companies  also  opposed  interconnection  and  took  active  measures  to 
block  state  legislation  that  would  compel  physical  tics  between  competing 
telephone   companies.    Burt    Hubbell,    President   of   the    Federal   Telephone 
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Company  (serving  Buffalo,  N.Y.)  and  a  leader  in  independent  telephony  in 
New  York  state  stated  his  reasons  against  interconnection  before  the  N.Y. 
State  Joint  Legislature  Committee  (1909,  p.  457): 

...  A  business  man  using  a  complete  telephone  service  must  have  our  service.  .  .  . 
If  the  Bell  Company  had  access  to  our  exclusive  list,  it  would  be  a  very  easy  matter  for 
it,  with  its  large  income  in  New  York  City,  to  divert  its  unusual  profits  to  Buffalo  to 
care  for  the  extreme  loads  that  it  would  afford  to  take,  and  underbid  for  telephone 
service.  There  would  not  be  any  incentive  to  take  the  service  of  the  independent  com- 
pany ...  it  would  ultimately  create  a  monopoly. 

Had  state  policy  makers  pressed  the  issue  of  interconnection  between  Bell 
and  the  independents  at  that  time,  a  markedly  different  industrial  structure 
would  probably  have  evolved.  However,  since  both  Bell  and  the  independ- 
ents opposed  interconnection  at  the  time,  the  state  legislators  did  not  do  so. 

The  issue  was  ultimately  joined  at  the  federal  level.  Bell's  rapid  acquisition 
of  independent  properties  led  the  independents  in  1913  to  file  an  antitrust 
complaint  with  Attorney  General  Wickersham.  The  Kingsbury  Commit- 
ment resulted  from  the  intervention  of  the  U.S.  Justice  Department.  Under 
this  agreement,  the  Bell  system  agreed  not  to  acquire  control  over  any  com- 
peting company,  and  to  connect  its  system  with  those  owned  by  inde- 
pendents if  the  latter  met  the  Bell  system  equipment  standards. 

This  commitment  to  interconnect  with  independent  telephone  companies 
was  actually  the  culmination  of  a  series  of  steps  leading  in  the  same  direction. 
In  the  first  place,  the  bitter  price  and  service  rivalry  with  the  independents  had 
resulted  in  an  overextension  of  financial  resources  by  Bell.  Between  1895  and 
1905,  the  Bell  system  assets  nearly  guadrupled,  increasing  from  $120  million 
to  S453  million  (FCC  [b],  p.  52).  Competition,  however,  had  caused  Bell's 
revenues  to  be  decreased  from  $88/station  in  1895,  the  first  year  of  competi- 
tion, to  S43  in  1907  (FCC,  1958,  pp.  243-250).  The  sharp  reduction  in  Bell's 
earnings  was  the  source  of  repeated  lament  to  stockholders  (AT&T,  1904,  p. 
10  and  AT&T,  1906,  p.  12).  When  financial  stability  is  at  stake,  the  finan- 
ciers intervene  to  obtain  stability. 

In  January  1911  ...  an  effort  was  made  to  effect  a  working  agreement  between  J.  P. 
Morgan,  the  independents  and  Bell.  .  .  .  Bell  proposed  that  both  sides  seek  to  furnish 
an  efficient  service  to  the  public  and  suggested  that  in  cities  where  both  operated,  the 
stronger  exchanges  absorb  the  other  on  an  equitable  basis.  .  .  .  Bell  was  finding  diffi- 
culty in  obtaining  sufficient  capital  for  development.  Morgan,  it  was  rumored,  having 
told  the  Bell  officials  that  the  telephone  business  was  so  great  that  the  financial  inter- 
ests could  not  furnish  capital  for  continued  warfare.  [MacNeal,  1934,  p.  184] 

As  noted  here,  the  independents  had  also  been  intransigent  over  the  subject  of 
interconnection,   but  they,   too,   now   recognized   the  business  desirability  of 
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eliminating  uneconomic  competition.  For  example,  Theodore  Gary,  founder  of 
the  Independent  Telephone  Holding  Company,  urged:  "An  effort  to  make  a 
fair  deal  with  Bell  in  the  interest  of  the  telephone  business"  {Telephony,  1911). 
The  previous  year  Frank  H.  Woods,  founder  of  the  Lincoln  (Nebraska)  Tel. 
&  Tel.  had  worked  out  a  division  of  territory  with  the  local  Bell  Company, 
including  interconnection  of  his  exchanges  with  Bell's  long-distance  network. 
At  the  December  1910  convention  of  the  National  Independent  Telephone 
Association,  Woods  proposed:  "...  the  Independents  ask  Congress  and  the 
state  legislature  for  laws  compelling  interchange"  (MacNeal,  1934,  p.  183). 

Interconnection  required  the  cooperation  of  both  the  Bell  and  the  independ- 
ents and  cooperation  was  financially  less  risky  than  continued  price  warfare 
and  competition  for  markets.  In  this  sense,  the  Kingsbury  Commitment's 
agreement  to  interconnect  was  the  capstone  to  internal  financial  needs  of  the 
industry. 

Problems  after  Interconnection  with  Independents 

The  tail  on  Bell's  obligation  to  interconnect  with  independent  systems  under 
The  Kingsbury  Commitment  soon  produced  new  problems.  The  independent 
telephone  industry  had  largely  grown  in  small  towns  and  rural  areas  of  the 
country,  ignored  by  the  Bell  system.  Concurrent  with  this  growth,  a  large 
number  of  independent  telephone  manufacturing  firms  developed,  showing 
considerable  versatility  in  equipment  and  systems  design  for  their  own  mar- 
kets. 

With  acquisition  by  Bell  of  several  hundred  thousand  independent  stations, 
interconnection  problems  arose  in  three  different  levels. 

First,  in  an  effort  to  achieve  technical  uniformity,  Bell  frequently  replaced 
the  equipment  in  those  exchanges  with  Western  Electric-type  equipment. 
Thus,  for  example,  the  entire  south  Los  Angeles  central  offices  were  recon- 
verted from  automatic  dial  service  instituted  by  its  previous  independent 
owners  to  manual  common  battery  service  (California,  1948).  Since  Bell  drew 
its  entire  switching  supply  from  Western  Electric,  this  type  of  changeover  fore- 
closed the  growth  and  replacement  markets  to  the  independent  manufacturing 
industry.  The  acquired  exchanges  were  now  interconnected  with  Bell  as  part 
of  the  latter's  system,  and  in  this  sense,  the  interconnection  problem  was 
"solved"  for  these  exchanges. 

A  second  form  of  interconnection  problem  resulted  from  the  efforts  of  the 
remaining  independent  exchanges  to  obtain  interconnection  with  Bell's  long- 
distance network.  While  the  signal  supervisory  techniques  developed  by  inde- 
pendent manufacturers  sometimes  surpassed  those  generally  available  in  Bell 
plants,  there  were  real  questions  of  compatibility  as  well  as  market  supremacy 
underlying  the  resulting  disputes. 
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A  third  interconnection  problem  arose  with  customers  who  had  been  fur- 
nishing their  own  terminal  apparatus,  including  private  branch  exchange 
equipment.  For  financial  and  other  reasons,  the  independents  were  very  tol- 
erant in  permitting  the  use  of  subscriber  terminals  on  their  lines. 

On  occasion,  the  subscribers  objected  to  the  change  in  interconnection 
policy.  These  matters  were  submitted  for  resolution  to  the  state  regulatory 
commission.  It  is  interesting  to  review  the  arguments  presented  by  Bell,  argu- 
ments that  state  commissions  almost  unanimously  adopted  as  their  own.  These 
arguments  were  basically  of  three  types. 

First  was  Bell's  claim  that  public  regulators  must  be  able  to  rely  on  some 
responsible  source  for  providing  adequate  service.  Private  individuals  who 
have  as  their  primary  objective  their  own  economic  and  service  advancement 
cannot  be  relied  on  to  shoulder  the  burden  of  "total  service  responsibility" 
PUR  1915A,  928;  PUR  1915A,  1032;  PUR  1915C,  106;  PUR  1920E,  PUR 
1925A). 

Second  was  the  challenge  to  commission  authority  to  require  interconnec- 
tion. This  argument  in  turn  had  three  major  subdivisions:  (a)  since  a  signifi- 
cant portion  of  customer  traffic  was  interstate  in  nature,  regulation  of  inter- 
connection was  beyond  the  province  of  state  commissions  (PUR  1926C).  It  is 
interesting  to  note  that  this  argument  does  not  appear  in  any  of  the  state  cases 
after  1934,  when  the  Federal  Communications  Commission  came  into  exist- 
ence; (b)  the  proper  selection  of  facilities  on  the  network  is  a  managerial 
judgment  beyond  regulatory  control  (PUR  1928B);  and  (c)  the  state  commis- 
sion lacked  the  power  to  order  interconnection  to  equipment  not  owned  by  the 
telephone  company  (PUR  1920D). 

These  two  sets  of  arguments  were  presented  up  to  1925.  The  first  argument 
has  assumed  modified  form,  the  second  has  been  abandoned,  and  the  third, 
which  still  survives,  is  to  the  effect  that  if  noncarrier  ownership  of  end  instru- 
ments is  permitted,  the  telephone  company  would  lose  control  of  the  service. 
Purportedly  supporting  this  argument  was  detailed  engineering  evidence  alleg- 
edly demonstrating  the  immense  technical  complexity  of  providing  voice  tele- 
phony. The  network  is  a  nationwide  system:  "It  is  only  as  good  as  its  weakest 
link."  Only  the  telephone  company  is  effectively  concerned  with  the  operations 
of  the  entire  system  and  only  it  can  effectively  determine  how  the  constituent 
parts  mesh  (PUR  1921C;  2PUR(NS)  1934;  3PUR(NS)  1934;  6PUR(NS) 
1935). 

In  affirming  Bell  tariff  restrictions  against  interconnection  with  customer 
devices,  state  regulatory  commissions  saw  no  conflict  between  the  telephone 
companies'  professed  concern  over  public  service  responsibilities  and  its  pri- 
vate profit  motive.  A  summary  of  two  of  these  cases  may  help  illustrate  the 
problem. 
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A  lumber  company  in  the  state  of  Washington  operated  and  maintained  its 
own  PBX  and  instruments  at  the  mill  in  addition  to  providing  grounded  cir- 
cuits from  the  mill  to  numerous  logging  operations  scattered  throughout  its 
operating  area.  Without  proposing  to  serve  the  remote  logging  operations,  the 
local  telephone  company  sought  an  order  from  the  Commission  to  require  the 
lumber  mill  to  replace  its  PBX  with  the  telephone  company  PBX.  In 
approving  this  division  in  responsibility  for  providing  service,  the  Washington 
Commission  solemnly  stated:  "Dividing  responsibility  and  authority  in  the 
provision  of  instruments  is  apt  to  result  in  confusion  and  trouble  and  poor 
service"  (PUR  1925A). 

Frank  King  wanted  to  purchase  his  extension  sets  rather  than  pay  monthly 
rental.  He  submitted  testimony  showing  that  annual  rental  of  a  dial  business 
extension  was  $15  "while  the  instrument  cost  $13.89  and  estimated  cost  of 
wiring  $1.50."  The  Oregon  Commissioner,  however,  denied  King's  applica- 
tion: "The  (protestant)  proceeds  on  the  erroneous  theory  that  the  company  is 
renting  its  equipment  rather  than  furnishing  a  service  .  .  .  no  important  rela- 
tionship appears  between  the  cost  of  the  instrumentalities  .  .  .  and  the  rates  for 
service."  And  finally,  customer-owned  equipment  "would  result  in  injury  and 
impairment  to  the  telephone  service"  (16  PUR(NS)  1937). 

The  report  of  the  Joint  Committee  established  by  the  New  York  legislature 
in  1915  to  investigate  the  matter  is  very  illuminating  on  these  problems. 
Despite  the  57-year  interval  between  that  report  and  the  deliberations  of  the 
FCC  PBX  Advisory  Committee  in  1971,  the  similarity  between  the  problems 
is  clear. 

Connection  With  Privately  Owned  and  Installed  Equipment: 

In  the  development  of  the  telephone  systems  in  the  state  a  very  serious  and  difficult 
problem  has  arisen  by  reason  of  the  diversity  of  instruments  in  use.  Many  of  the  inde- 
pendent systems,  some  of  which  have  been  purchased  by  the  New  York  Telephone 
Company  and  its  subsidiaries,  use  in  the  construction  and  operation  of  their  lines  dif- 
ferent styles  and  types  of  apparatus,  manufactured  by  various  concerns. 

It  is  the  claim  of  the  Bell  System  that  it  should  not  be  compelled  to  connect  its  lines 
with  a  privately  owned  installation  because  of  the  inferiority  in  many  instances  of  the 
instruments  used.  ...  It  is  the  claim  of  the  Bell  system  that  no  amount  of  supervision, 
no  matter  how  thorough,  can  guarantee  satisfactory  service  over  dissimilar  instru- 
ments. .  .  . 

With  this  contention  the  Committee  cannot  and  does  not  concur  .  .  .  Not  the  tele- 
phone company,  but  the  Public  Service  Commission  should  have  complete  supervision 
and  control  (a)  over  the  design  of  installation;  (b)  over  its  maintenance;  (c)  over  reloca- 
tions and  extensions;  (d)  over  operation.  Perhaps  such  an  extension  of  the  supervisory 
powers  of  the  Public  Service  Commission  over  a  privately  owned  and  installed  tele- 
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phone  system  might  render  practicable  the  enforced  connection  by  the  telephone  com- 
pany with  such  privately  owned  and  installed  telephone  system  ...  at  the  present  time 
the  Public  Service  Commission  has  not  adopted  any  definite  standard  for  construction, 
maintenance  and  operation  of  telephones,  and,  therefore,  the  New  York  Telephone 
Company,  through  its  monopoly,  fixes  the  only  standard  now  existing.  [N.Y.S.  Joint 
Committee,  1915,  pp.  17-19] 


INTERCONNECTION  RESTRICTIONS  BARRING  CUSTOMER 
ATTACHMENTS— STATE  REGULATORY  ACTIVITY 

As  nearly  as  can  be  determined,  the  Bell  system  has  always  had  a  policy  of 
restricting  customer  devices  from  the  message  network.  The  earliest  tariffs  of 
public  record  (1915)  contain  the  classical  phrase:  "...  no  apparatus  or  appli- 
ance not  furnished  by  the  company  shall  be  attached  to  or  used  in  connection 
therewith"  (PUR  1915C,  p.  137). 

The  acquisition  of  thousands  of  independent  telephone  exchanges  and 
farmer  mutual  lines  had  introduced  a  variety  of  unstandardized  terminal 
equipment.  "Of  the  thousands  of  men  who  went  into  the  business,  almost 
none  had  any  engineering  knowledge  or  any  practical  experience  in  the  tele- 
phone field"  (MacNeal,  1934,  p.  79).  Faced  with  recurrent  capital  shortage, 
many  of  the  independents  and  almost  all  the  mutuals  encouraged  customer 
ownership  of  station  equipment.  In  acquiring  many  of  these  systems.  Bell  had 
inherited  these  former  practices. 

Although  many  user  facilities  had  been  furnishing  adequate  services  while 
operating  under  independent  aegis.  Bell  proceeded  systematically  to  weed  out 
nonconforming  equipment.  Most  users  accepted  the  change.  In  some  instances, 
customer  station  apparatus  was  "sold"  back  to  the  telephone  company 
through  remission  of  several  months  exchange  rental,  the  same  apparatus 
remaining  in  place  while  the  carrier  assumed  responsibility  for  maintenance. 
In  other  locations,  the  equipment  was  replaced  by  Western  Electric-type 
instruments. 


INTERCONNECTION  RESTRICTIONS— PRE-CARTERFONE 
CASES  ON  FEDERAL  LEVEL 

The  creation  of  the  Federal  Communications  Commission  in  1934  added  a 
new  forum  for  controversy  over  interconnection  of  noncarrier  devices.  Prior  to 
the  Commission's  Carterfone  decision,  there  were  at  least  five  major  contested 
proceedings  involving  interconnection:  (a)  Recording  Devices  (Docket  dl^l); 
(b)  Hush-A-Phone  (Docket  9189);  (^cj  Jordaphone  (Dockets  9383  and  9700); 
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(d)  Railroad  and  Right-of-Way  Interconnection  with  Telephone  Companies 
(Docket  12940);  and  (e)  The  Telegraph  Investigation  (Docket  14650). 

As  is  apparent  from  the  following  summary  of  these  cases,  Bell's  hostility  to 
interconnection  was  as  vigorous  as  it  was  before  state  regulatory  bodies. 
However,  the  nature  of  arguments  used  by  Bell  became  more  complicated  and 
sophisticated  in  line  with  the  shift  in  the  character  of  the  approach.  Whereas 
the  earlier  state  proceedings  usually  involved  irate  individuals  lacking  tech- 
nical resources  with  but  relatively  small  issues  at  stake,  the  pleas  to  FCC  fre- 
quently involved  larger  corporate  bodies  with  extensive  knowledge  of  commu- 
nication engineering  and  large  communications  budgets. 

In  the  proceeding  involving  recording  devices,  the  Commission  conditioned 
its  authorization  permitting  interconnection  with  customer-furnished  recorders 
on  a  requirement  that  each  unit  be  equipped  with  a  jack  and  plug  arrange- 
ment "so  as  not. to  impair  state  freedom  of  action." 

The  Commission's  denial  of  interconnection  in  the  Hush-A-Phone  case  was 
overridden  by  the  U.S.  Court  of  Appeals.  The  Court,  in  an  oft-quoted  phrase, 
decided  a  "subscriber  has  the  right  to  use  his  telephone  in  ways  which  are 
privately  beneficial  without  being  publicly  detrimental." 

The  Association  of  State  Regulatory  Officials  (NARUC)  interceded  in  the 
Jordaphone  case  involving  connection  with  electronic  answering  services. 
Yielding  to  these  jurisdictional  concerns,  the  FCC  questioned  the  need  for 
authorizing  the  service  on  interstate  calls,  but  expressed  no  objection  if  the 
state  commission  found  a  local  need  for  answering  services.  State  commissions, 
more  concerned  with  who  exercises  authority  than  with  the  wisdom  of  its  use, 
have  played  a  persistent  role  in  interconnection  policy. 

In  the  late  1950s  the  railroad  industry  sought  reestablishment  of  its  historic 
rights  of  interconnection  with  the  public  message  telephone  network.  Again 
the  Commission  avoided  making  a  decision  by  accepting  a  compromise  negoti- 
ated between  the  railroads  and  Bell. 

Interconnection  was  precipitated  as  an  issue  in  the  Telegraph  Investigation 
of  the  FCC  in  1961  as  Western  Union  Telegraph  Company  threatened  to 
enter  the  market  for  voice  services.  When  the  telegraph  company  retreated,  the 
Commission  declined  to  rule  on  the  matter. 

Six  basic  arguments  have  been  offered  by  Bell  to  the  FCC  in  explanation  of 
its  refusal  to  interconnect  with  "foreign"  attachments  or  facilities.  Those 
submitted  in  the  railroad  interconnection  proceeding  and  the  responses  thereto 
are  sufficiently  representative  to  summarize  briefly. 


Service  Quality 

Probably  the  most  important  reason  urged  by  Bell  is  "the  desire  to  furnish 
high  quality  service."  Bell  claims  that  it  must  have  full  control  over  the  design, 


3880 


installation,  operation,  and  maintenance  of  all  facilities.  Division  of  responsi- 
bility would  be  detrimental  to  telephone  service. 

In  response  the  railroads  pointed  out  that  because  of  the  dependence  of  rail- 
road operations  on  railroad  communication,  their  standards  of  service  were  at 
least  equal  to,  if  not  higher  than,  normal  Bell  standards.  Responsibility  within 
the  telephone  industry  has  always  been  divided  between  thousands  of  inde- 
pendent telephone  companies  and  within  the  Bell  system. 

The  Need  for  Integration 

Since  telephone  service  is  provided  through  a  system  made  up  of  thousands  of 
complicated  and  delicately  balanced  parts,  these  parts  must  be  coordinated  by 
a  responsible  entity,  namely,  the  telephone  company,  in  order  to  function 
effectively. 

The  railroad  answered  that  coordination  had  been  effectively  maintained 
through  70  years  of  Bell's  interconnection  with  the  railroad  communication 
systems.  While  Bell's  witnesses  testified  at  length  concerning  the  potential 
harm  from  interconnection,  they  failed  to  furnish  a  single  instance  where  such 
harm  actually  occurred  from  railroad  connections. 

Quality  of  Maintenance 

Bell  reactivated  its  long-time  criticism  of  customer-provided  equipment  that 
the  quality  of  maintenance  of  customer-furnished  equipment  once  installed 
would  depend  on  the  customer's  own  ideas  of  what  is  needed  and  on  his  will- 
ingness and  ability  to  obtain  and  pay  for  maintenance  service.  There  would  be 
no  assurance  that  the  customer  equipment  would  be  kept  in  satisfactory  condi- 
tion. 

The  railroads  undercut  the  argument  as  applied  to  them  by  showing  in 
great  detail  the  lengths  to  which  they  went  to  train  their  staffs  and  their  over- 
riding need  for  rapid  and  dependable  communication  service.  Interconnection 
was  essential  to  railroad  operations,  for  safety  of  life,  public  safety,  and 
national  defense.  The  telephone  industry,  on  the  other  hand,  applies  higher 
standards  of  maintenance  in  urban  areas  than  in  small  towns  and  less  lucrative 
operating  territory.  The  concern  expressed  by  Bell  over  the  need  for  high 
maintenance  standards  did  not  apply  to  service  in  rural  areas  where  farmer 
mutuals  provided  the  major  source  of  communication. 

Equipment  Obsolescence 

Bell  contended  that  customers  providing  portions  of  the  facilities  used  in  their 
telephone  service  would  tend  to  oppose  Bell's  technological  innovations  if  this 
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obsoleted  their  facilities,  thereby  retarding  the  introduction  of  improved  service 
facilities. 

The  railroad  answered  that  they  were  ahead  of  Bell  in  adopting  improved 
signaling  methods.  It  was  Bell,  not  the  railroads,  who  had  done  what  they 
could  to  stop  the  replacement  of  open  wire  plant  with  microwave  relay  by 
refusing  to  connect  the  newer  facilities,  and  "grandfathering"  the  old.  The 
most  conservative  organization  with  regard  to  rate  of  equipment  obsolescence 
was  the  telephone  company.  They  normally  improvise  "appliques"  on  older 
plants  to  prevent  early  plant  retirement. 

Company  Responsibility 

The  fifth  reason  was  that  where  customer-furnished  equipment  gave  trouble, 
the  public  would  be  disposed  to  blame  the  telephone  company.  But  the  rail- 
roads pointed  out  that  over  90%  of  interconnected  calls  are  made  between  rail- 
road personnel  and  practically  all  calls  are  made  at  acceptable  transmission 
standard. 

Effect  on  Charges  to  the  Public 

Finally,  Bell  argued  that  interconnection  generally  will  mean  increased^costs 
artd  a  need  to  charge  higher  rates.  Bell's  reasoning  in  this  regard  ran  about  as 
follows.  Bell  has  the  responsibility  of  serving  all  customers  at  uniform  rates. 
Customers  would  elect  to  furnish  their  own  facilities  only  when  their  costs 
.would  be  lower  than  Bell's  uniform  charges.  On  the  other  hand,  when  their 
costs  would  be  higher  than  Bell's  charges,  the  customer  woCild  take  that  por- 
tion of  his  communication  service  from  Bell.  Since  Bell  would  be  left  with  the 
more  costly  portions  of  the  service,  the  result  would  mean  higher  overall  cost 
of  service  and  therefore  higher  rates  to  the  general  public,  a  burden  that  would 
fall  largely  on  the  smaller  users  who  are  unable  to  provide  facilities  of  their 
own. 

The  railroads'  answer  briefly  was  that  railroad  communication  services 
were  initially  established  because  of  the  unavailability  of  service  and  because 
the  telephone  companies  had  concentrated  their  attention  in  the  more  lucrative 
urban  communities.  It  was  only  in  recent  years  that  the  telephone  companies 
extended  their  plant  to  points  that  would  enable  the  provision  of  communica- 
tions to  the^  railroads  service  areas.  If  there  had  been  "cream  skimming,"  the 
telephone  companies  had  been  the  earliest  practitioner. 

THE  CARTERFONE  DECISION 

The  upshot  of  the  FCC  decision  in  the  Jordaphone  case  and  the  court  ruling 
in  the  Hush-A-Phone  case  was  a  relaxation  of  the  flat  prohibitions  against 
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"foreign  attachments"  in  the  Bell  tariffs.  Practice  was  still  a  different  matter. 
Bell  undertook  on  the  one  hand  to  interpret  the  exceptions  as  narrowly  as 
possible  and  on  the  other  hand  to  refuse  generally  to  interconnect  with  cus- 
tomer-furnished terminal  devices  or  systems.  The  Carterfone  case  brought  this 
inconsistency. to  a  head. 

Carterfone  is  a  device  that  provides  an  acoustic  coupling  to  enable  two-way 
communications  between  the  public  message  network  and  mobile  radio  units. 
Between  1959  and  1966,  the  Carter  Electronics  Corporation  marketed  some 
3500  Carterfones.  To  stop  the  marketing  of  these  devices,  Bell  unleashed  its 
standard  technical  and  economic  arguments. 

In  addition  to  these  standard  arguments,  Bell  came  up  with  a  few  new  ones. 
For  example:  "If  a  call  (to  a  Carterfone  user)  had  been  placed  person-to- 
person  the  operator  as  well  as  the  calling  party  would  have  to  wait  until  the 
desired  party  was  reached  ...  we  would  have  circuits  connected  for  an  addi- 
tional period  which  would  increase  the  cost  of  service."  The  examiner,  how- 
ever, rejected  these  arguments  and  found 

...  no  reason  to  anticipate  that  the  Carterfone  will  have  an  adverse  effect  on  the 
telephone  system  or  any  part  thereof.  It  takes  nothing  from  the  system  other  than  the 
inductive  force  of  the  electrical  field  in  the  earpiece  of  the  handset.  ...  It  puts  nothing 
into  the  system  except  the  sound  of  a  human  voice  into  the  mouthpiece  of  the  handset, 
and  that  is  the  precise  purpose  for  which  that  portion  of  the  system  is  engineered. 

The  FCC,  upon  its  review  of  the  Examiner's  opinion,  went  much  farther. 
In  a  landmark  decision  it  found  the  tariff  provision  against  "foreign  attach- 
ments" unreasonable,  as  well  as  discriminatorily  applied  against  Carterfone 
(FCC  Reports,  1937).  "• 

Our  conclusion  here  is  that  a  customer  desiring  to  use  an  interconnecting  device  to 
improve  the  utility  to  him  of  both  the  telephone  system  and  a  private  radio  system 
should  be  able  to  do  so,  so  long  as  the  interconnection  does  not  adversely  affect  the  tele- 
phone company's  operation.  ...  A  tariff  which  prevents  this  is  unreasonable;  it  is  also 
unduly  discriminatory.  ...  No  one  entity  need  provide  all  interconnection  equipment 
for  our  telephone  system  any  more  than  a  single  source  is  needed  to  supply  the  parts 
for  a  space  probe.  [FCC  Release,  1960,  p.  7] 

The  Carterfone  decision  compelled  the  Bell  system  to  undertake  a  funda- 
mental reexamination  of  its  interconnection  policies.  In  December  1968  the 
FCC  permitted  Bell  to  put  into  effect  modified  tariffs  that  permitted  customer 
provision  of  various  terminal  devices  subject  only  to  two  primary  reservations: 
(1)  Bell  provides  (at  a  charge)  an  interface  device  between  the  customer  facili- 
ties and  the  telephone  message  network,  and  (2)  Bell  furnishes  the  address 
signaling  device  (rotary  dial  or  Touchtone  pad)  with  the  customer  equipment. 
Over  the  strong  objections  of  independent  manufacturers  and  users,  but 
without  expressing  approval,  the  Commission  permitted  the  new  tariffs  to  go 
into  effect  January  1,  1969  (FCC  Release,  1968). 
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IMPLEMENTATION  OF  CARTERFONE 

The  Carterfone  decision  emphasized  the  desirability  of  developing  publicly 
useful  and  innovative  devices  and  systems  not  heretofore  provided  by  the  sole 
common  carrier  source  while  at  the  same  time  recognizing  the  need  for  con- 
tinued protection  of  the  network  and  limiting  harmful  exposure. 

Bell  has  stressed  both  these  objectives  but  with  differing  emphasis  in  speech 
and  in  practice.  Bell's  board  chairman  has  voiced  enthusiasm  toward  the  new 
interconnection  provisions: 

We  believe  that  new  regulations  will  open  up  new  communications  potentialities  for 
our  customers  and  afford  new  opportunities  for  the  many  fine  customers  that  are 
making  and  marketing  information-handling  devices.  .  .  .  We  want  to  make  the  connec- 
tion of  such  equipment  as  easy  as  possible  ...  we  want  to  find  more  ways  to  say  "yes" 
to  our  customers — to  approach  these  things  imaginatively  and  flexibly.  [AT&T,  1 968] 


The  NAS  Panel 

Bell  took  full  advantage  of  the  opportunity  to  emphasize  the  potential  "harm" 
to  the  network  occasioned  by  the  appointment  of  a  special  panel  of  the 
National  Academy  of  Sciences  (1970)  to  "make  an  assessment  of  the  technical 
factors  affecting  the  common  carrier/user  interconnection  area  of  public 
communication"  without  regard  to  economic  and  cost  implications.  Specifi- 
cally, the  Chief  of  the  Commission's  Common  Carrier  Bureau,  in  a  letter 
dated  September  25,  1969,  asked  the  panel  to  comment  on  the  following  mat- 
ters: 

1.  The  propriety  of  the  telephone  company — provided  network  control 
signalling  requirements  and  various  alternatives  to  the  provisions  thereof  by 
the  telephone  company. 

2.  The  necessity  and  characteristic  of  telephone  company-provided  con- 
necting arrangements  and  various  alternatives  to  the  provisions  thereof  by  the 
telephone  company,  and 

3.  Basic  standards  and  specifications  for  interconnection  and  the  appro- 
priate method  to  administer  them.  [Author's  emphasis] 

In  response,  the  panel  came  forward  with  six  primary  conclusions. 

The  first  conclusion  was  that  "Uncontrolled  interconnection  can  cause  harm 
to  personnel,  network  performance  and  property"  (National  Academy  of  Sci- 
ence, 1970).  Of  the  four-score  suggestions  offered  by  intervenors  to  the  FCC 
tariff  inquiry  to  implement  the  Carterfone  decision,  virtually  none  had  sug- 
gested "uncontrolled  interconnection." 

The  second  observation  by  the  panel  was  that  "the  signal 
criteria  .  .  .  relating  to  signal  amplitude,  waveform  and  spectrum  are  techni- 
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cally  based  and  valid  and  if  exceeded  can  cause  harm  by  interfering  with 
service  to  other  users."  This  second  conclusion  is  not  very  instructive  since 
there  is  no  question  that  signal  amplitude,  waveform,  and  spectrum  are  techni- 
cally based.  It  is  virtually  a  truism  that  communication  equipment  standards 
must  be  compatible  with  one  another.  It  is  equally  true  that  existing  common 
carrier  facilities  are  characterized  by  wide  statistical  distribution  of  the  signal 
and  spectrum  features.  The  important  problems  in  this  regard,  to  which  the 
panel  provided  no  solution,  are  what  are  the  consequences  of  infractions  of 
these  standards,  with  what  tolerances,  and  what  is  the  impact  in  terms  of  rela- 
tive costs  and  benefits  of  variation  in  the  Bell  standards  for  signal  amplitude, 
waveform,  and  spectrum.  The  panel  conclusion  stated  an  absolute,  but  did  not 
provide  an  operational  tool. 

The  panel's  third  conclusion  was  that  "present  tariff  criteria  together  with 
carrier  provided  connecting  arrangements  are  an  acceptable  basis  of  assuring 
protection."  Elsewhere  the  panel  reported  four  potential  "harms"  that  can 
arise  from  interconnection:  (a)  voltages  dangerous  to  human  life;  (b)  signals  of 
excessive  amplitude  or  improper  spectrum;  (c)  improper  line  balance;  and  (d) 
improper  control  signals.  The  protection  afforded  by  the  connecting  arrange- 
ments, referred  to  in  the  panel's  third  conclusion,  has  limited  deterrent  effect 
on  customer  devices  that  generate  improper  spectrum  or  improper  control 
signals.  The  deterrent  is  actually  contained  in  the  Bell  tariff,  which  specifies 
frequency  spread  and  a  requirement  that  the  rotary  dial  address  network  be 
furnished  by  Bell.  Improper  off-hook  and  supervisory  signals  can  be  generated 
by  customer  devices  without  contravening  the  tariff,  or  can  be  impeded  by  the 
coupling  device.  In  fact,  impairment  of  performance  and  reliability  can  be 
introduced  by  the  connecting  arrangement  required  by  Bell.  The  panel  was 
asked  whether  any  connecting  arrangements  were  necessary;  if  they  were,  a 
description  of  the  character  of  the  connecting  arrangements  and  feasible  alter- 
natives was  requested,  but  the  panel  did  not  respond  to  any  of  these  questions. 

The  panel's  fourth  conclusion  was  that  "present  tariff  criteria,  together  with 
a  properly  authorized  and  enforced  program  of  standards  development,  equip- 
ment certification,  and  controlled  installation  and  maintenance  are  an  accept- 
able basis  of  achieving  direct  user  interconnection."  This  is  a  fairly  broad 
conclusion  containing  within  itself  all  the  difficult  questions  for  resolution.  To 
be  fair  to  the  panel  it  should  be  observed  that  under  FCC  directive  the  panel 
was  circumscribed  from  examining  the  economic  aspects  of  interconnection. 
Development  of  standards  may  appear  to  be  wholly  a  technical  problem, 
when,  in  fact,  they  are  closely  interrelated  with  economic  questions.  Limiting 
consideration  solely  to  technical  aspects,  and  excluding  economic  aspects,  may 
appear  to  provide  a  conclusion  when,  in  fact,  it  may  just  be  preliminary  to 
consideration  of  many  questions. 

In  its  fifth  conclusion,  the  panel  noted:  "Innovation  by  carriers  need  not  be 
significantly  impeded  by  a  certification  program.  Opportunities  for  innovation 
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by  users  would  be  increased."  The  successful  improvisations  undertaken  in 
many  allied  industries  that  have  been  subject  to  certification  procedures  is 
strong  evidence  that  innovation  has  not,  in  fact,  been  blocked  by  certification 
procedure,  but  how  much  such  innovation  has  been  held  up  is  another  unan- 
swered question.  In  contrast,  there  can  be  no  question  but  that  the  opportuni- 
ties for  innovation  would  be  enhanced  by  reduced  strictures  on  attempts  to 
innovate. 

The  panel's  final  conclusion  was  that  "mechanisms  are  needed  to  promote 
the  exchange  of  information  among  carriers,  users  and  suppliers."  This  obser- 
vation was  another  step  in  the  right  direction.  The  full  exchange  of  informa- 
tion among  the  affected  interests  could  obviously  serve  to  foster  the  resolution 
of  the  remaining  problems  with  regard  to  interconnection. 


INTERCONNECTION— WHITHERTO? 
The  PBX  Advisory  Committee 

In  March  1971,  the  FCC  established  a  PBX  Advisory  Committee 
(Telecommunications  Report,  1971).  Although  there  are  hundreds  of  terminal 
devices  that  can  provide  a  useful  communication  function,  the  FCC  established 
the  advisory  unit  for  private  branch  equipment  presumably  as  a  mechanism  to 
set  the  field  for  other  terminal  devices  and  attachments.  At  the  opening 
meeting  of  the  PBX  Advisory  Committee,  the  FCC  staff  chairman  provided 
two  salient  directives  to  the  industry  membership  (FCC  PBX,  1971).  The 
group  was  requested  to  use  the  report  of  the  Advisory  Panel  of  the  National 
Academy  of  Science  as  a  starting  point  for  its  deliberations.  Economic  issues 
would  be  treated  separately  and  be  developed  subsequent  to  generation  of  the 
material  assembled  by  the  Advisory  Group. 

The  FCC  Advisory  Committee  divided  into  two  groups.  The  first  group,  the 
Technical  Standards  Committee,  was  requested  to  define  the  electrical  param- 
eters beyond  which  "harm"  to  the  network  or  personnel  could  be  identified.  A 
second  group,  the  Procedure  and  Enforcement  Committee,  was  established  to 
develop  recommendations  for  certification,  installation,  and  maintenance  of 
PBX  equipment. 

Following  the  lead  suggested  by  the  National  Academy  of  Sciences  Panel, 
the  Technical  Standards  Committee  broke  into  four  working  parties,  each  of 
which  was  requested  to  address  the  "harms"  potentially  to  be  encountered 
with  interconnection  with  customer-furnished  PBX  equipment,  such  as  haz- 
ardous voltages,  network  control  signaling,  longitudinal  balance,  and  signal 
amplitude  and  signal  spectra.  A  recurrent  difficulty  of  the  Technical  Standards 
Committee  was  the  inability  of  any  of  the  common  carriers  to  furnish  any  sta- 
tistical evidence  of  "harms"  resultant  from  past  interconnections  or  to  indicate 
their  relative  significance  with  carrier-supplied  equipment. 
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The  Procedures  and  Enforcement  Committee  divided  its  work  among  six 
working  parties  covering  equipment  certification  procedures,  installation  pro- 
cedures, maintenance  procedures,  personnel  licensing,  quality  control  require- 
ments, and  laboratory  facility  requirements  for  testing.  The  precedence- 
making  role  of  the  Procedures  Committee  involves  Service  risks;  in  developing, 
testing,  licensing,  and  procedural  requirements  for  terminal  equipment  of  rela- 
tively high  cost,  it  may  invite  prohibitive  economic  penalties  against  equip- 
ment of  much  lower  unit  cost. 

The  PBX  Advisory  Committee  includes  in  its  membership  some  of  the  out- 
standing professional  engineering  talent  in  this  country  in  the  field  of  private 
branch  exchange  equipment.  The  separate  committees  have  met  continuously 
on  the  average  of  once  a  month  since  their  creation,  while  the  working  groups 
have  met  more  frequently  with  a  constant  exchange  of  technical  papers. 

Representation  on  the  committees  includes  strong  participation  from  the 
regulated  common  carrier  industry  and  their  manufacturing  subsidiaries,  and 
the  independent  manufacturing  firms,  as  well  as  the  installation  and  mainte- 
nance organizations.  Consumer  representation  is  led  by  the  National  Associa- 
tion of  Manufacturers. 


The  Opportunities  Ahead 

The  program  that  is  developing  out  of  implementation  of  the  Carterfone  deci- 
sion represents  an  area  of  vast  opportunity  for  increasing  customer  service 
features  and  for  innovation  in  the  provision  of  communications.  The  FCC 
PBX  Advisory  Committee  is  composed  of  men  of  high  technical  calibre  who 
have  conscientiously  been  seeking  to  provide  a  worthwhile  series  of  recommen- 
dations to  the  FCC.  Interconnection  is  fundamentally  an  economic  problem, 
however,  based  on  technical  consideration.  To  be  publicly  useful  a  program 
must  be  simple,  flexible,  and  inexpensive  to  administer  so  that  the  potential 
benefits  from  interconnection  may  be  realized.  There  appears  to  be  a  tendency 
to  become  engrossed  in  the  technical  problems  and  minimize  economic  solu- 
tions. Procedural  bottlenecks  may  be  made  so  cumbersome  and  costly  that  the 
latent  benefits  of  competition  will  have  limited  play.  The  FCC  must  be  hospit- 
able toward  interconnection  by  viewing  it  as  an  opportunity  to  make  positive 
contributions  to  user  service  instead  of  taking  a  negative  approach  of  accen- 
tuating the  "harms"  that  continue  to  remain  statistically  undefined.  Carter- 
fone has  already  made  a  positive  contribution  as  the  carriers  have  accelerated 
their  own  equipment  innovations.  The  increased  emphasis  by  the  communica- 
tion utilities  on  "cost"  versus  "value"  pricing  will  precipitate  new  kinds  of 
problems. 

The  potential  opened  up  by  interconnection  has  its  counterpart  in  the  fact 
that  less  than  a  decade  ago  the  large  computer  main  frame  manufacturers 
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asserted  the  same  concerns  over  customer  use  of  other  manufacturer's  equip- 
ment as  the  common  carriers  exhibit  today.  The  spawning  of  independent 
peripherial  device  businesses  handling  high-speed  printers,  tape,  and  disc 
handlers  raised  parallel  questions  by  main  frame  manufacturers  over  "system 
integrity,"  quality  of  maintenance,  and  concern  over  divided  responsibility. 
The  greater  speeds  and  complexity  of  computer  peripheral  devices  make  the 
interconnection  problems  in  telecommunications  simple  by  comparison.  Users 
took  the  risk.  "Foreign  attachments"  today  are  a  way  of  life  for  the  computer 
industry.  Thirty  years  ago  the  telephone  industry  was  surrounded  by  users 
who  did  not  know  or  care  what  their  terminals  consisted  of.  Today,  the  tele- 
phone industry  serves  great  numbers  of  highly  sophisticated  customers  who 
not  only  are  on  a  level  with  it  technologically,  but  are  anxious  and  capable  to 
contribute  solutions  to  customers'  needs.  The  impediments  cannot  endure.  As 
in  the  computer  field,  customer  attachments  will  be  a  way  of  life. 
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PUR  1928B  396,  Mass.  Sup.  Ind.  Ct.,  ;V.  England  T&Tv.  Dept.  P.U.  and  Hotel  Statler,  Inc. 

PUR  1929A,  224,  N.Y.  P.SC  re  Gtbsam  Realty  v.  N.  Y.  Tel.  Co. 

2  PUR(N.S)1934,  247  City  of  Los  Angeles  v.  Southern  Calif.  Tel.  Co. 

3PUR(NS)1934,  re  Customers  of  Concondia  Tel.  Co. 

6PUR(NS)  1935,  27  Archie  Newton  w.  Jamestown  Tel.  Co. 

16PUR(N.S)1937,  348  Oregon  PUC,  Frank  Knight  v.  P.T.irT  Co. 

72PUR3d,  76  re  P.T.irT.  Co. 
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ExraBIT  3. -"The  Early  Competitive  Era  in  Telephone  Communication,  1893- 

1920" 

[Excerpt  from  Law  and  Contemporary  Problems,  Duke  University  School  of  Law,  Spring  1969.] 

THE  EARLY  COMPETITIVE  ERA  IN  TELEPHONE 
COMMUNICATION,  1893-1920 

Richard  Gabel* 

I 

Introduction 
A.   The  Conventional  View  of  Competition  and  Regulation 

There  is  no  general  theory  of  puWic  utility  regulation.  What  often  passes  for 
theory  is  a  reconstruction  of  historical  events  woven  into  a  pattern  of  generalization 
to  meet  contemporary  issues.  Thus,  while  the  thesis  that  "Regulation  is  the  law's 
substitute  for  competition"  is  the  legend  on  the  wall  of  the  Michigan  Public  Service 
Commission's  hearing  room/  there  is  scant  evidence  that  those  who  invoke  the 
slogan  have  examined  the  differential  impact  of  market  competition  and  regulated 
monopoly  on  price,  market  development,  and  innovation.  While  market  competition 
provides  consumers  no  perfect  guarantee  of  price  benefits  or  rapid  technical  and 
operating  innovation,  it  creates  a  readier  climate  for  such  developments  than  does 
regulated  monopoly.  The  available  historical  evidence  indicates  that,  at  least  in  the 
communications  industry,  regulation  has  served  to  stabilize  price  and  earnings  of  the 
carriers,  has  inhibited  innovation  in  rate  structures,  and  has  protected  the  carriers 
from  the  competitive  inroads  of  private  manufacturers  and  suppliers. 

The  possibility  of  introducing  additional  competition  in  the  rendering  of  com- 
munications services  has  recently  come  to  the  fore.  Private  microwave  suppliers  have 
threatened  the  monopoly  of  the  Bell  System  over  supply  of  intercity  toll  services,^ 
and  the  use  of  the  computer  as  a  switching  device  has  offered  the  possibility  of  sub- 
stitution for  established  common  carrier  services.^ 


*  Chief,  Planning  and  Analysis  Division,  Office  of  Telecommunication,  U.S.  Department  of  Trans- 
portation. The  views  expressed  do  not  necessarily  reflect  the  opinions  of  the  Department  or  any  element 
thereof. 

^  AT&T,  Profit,  Performance  and  Progress,  A  Study  of  Regulated  and  Nonregulated  Industry 
FOR  Bell  System  Use  64  (1952). 

'See  Applications  of  Microwave  Communications,  Inc.,  Nos.  16509-19  (F.C.C.,  designated  for  hear- 
ing Feb.  2,  1966).  Despite  the  opposition  of  AT&T  and  Western  Union,  this  application  was  granted, 
FCC  69-870  (Aug.  13,  1969). 

*  Regulatory  and  Policy  Problems  Presented  by  the  Interdependence  of  Computer  and  Communication 
Services  and  Facilities,  No.  16979   (Notice  of  Inquiry),  7  F.C.C.2d  11,  18-19  (1966): 

"From  the  common  carriers'  standpoint,  regulation  should  extend  to  all  entities  offering  like 
services  or  to  none.  It  is  urged  that  the  ability  to  compete  successfully  depends  on  the  flexibility 
required  to  meet  the  competition,  and  that  the  carriers  would  be  deprived  of  this  flexibility  if 
they  alone  were  restricted  in  their  pricing  practices  and  marketing  efforts  by  the  rigidities  of  a 
tariff  schedule.  Thus,  we  are  confronted  with  determining  under  what  circumstances  data  processing, 
computer  information,  and  message  switching  services,  or  any  particular  combination  thereof — 
whether  engaged  in  by  established  common  carriers  or  other  entities — are  or  should  be  subject 
to  the  provisions  of  the  Communications  Act." 
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These  are  just  two  of  several  developments  in  technology  which  could  alter  the 
structure  of  the  communications  industry. 

Potential  changes  in  market  or  regulatory  structure  almost  invariably  breed  new 
explanations  for  existing  conditions,  or,  as  here,  recrudescence  of  old  ideology.  Thus, 
in  a  dissent  to  the  Report  of  the  Presidential  Task  Force  on  Communications  Policy, 
the  Director  of  the  Office  of  Telecommunications  Management  stated, 

Experience  going  back  some  seventy  years  has  demonstrated  that  competition 
in  the  provision  of  local  telephone  service  was  inherently  inefficient  and  led  to 
poorer  quality  service  at  higher  cost.* 

The  history  of  the  period  of  communications  competition  in  the  United  States, 
roughly  the  years  1893  to  1920,  is  apparently  not  too  well  known,  and  the  view  that 
the  existence  of  competition  in  communications  led  to  inefficiency,  poorer  quality, 
and  higher  cost  in  telephony  is  arrived  at  by  a  series  of  logical  inferences  which 
ignore  the  evidence  that  is  favorable  to  competition.  It  will  be  the  purpose  of  this 
paper  to  review  this  segment  of  domestic  economic  history  and  at  least  to  question 
the  contention  raised  in  the  preceding  quotation. 

B.  Survey  of  the  Competitive  Era 

The  independent  telephone  industry  began  in  1893  with  the  expiration  of  the 
Bell  System  patents  on  the  telephone  handset.  From  its  inception  until  about  191 3 
there  was  limited  interconnection  between  the  independent  and  the  Bell  exchanges. 
Refusal  to  interconnect  was,  of  course,  a  tool  employed  in  the  competitive  battle  for 
domination  of  the  industry.  Interconnection  refusal  was  not  limited  to  the  strictly 
duplicating  situations,  but  was  also  extended  to  service  areas  where  Bell  had  never 
chosen  to  provide  telephone  service.  When  competition  took  the  form  of  over- 
lapping exchanges  of  rival  companies,^  the  impact  on  plant  requirements  was 
apparent.  A  subscriber  desiring  telephone  service  with  access  to  all  users  was 
required  to  obtain  two  separate  telephone  instruments;  a  separate  subscriber  loop 
had  to  be  furnished  from  each  telephone  instrument  to  a  central  office,  necessitating 
separate  central  office  lines  both  served  by  switchboard  operators.^  There  clearly 
must  have  been  some  duplication  of  facilities  and  investment  under  this  arrangement. 


See  also  Irwin,  T/ie  Computer  Utility:  Competition  or  Regulation?,  76  Yale  L.J.  1299  (1967);  Irwin 
Computers  and  Communications:  The  Economics  of  Interdependence,  in  this  symposium,  p.  360;  Dunn, 
Policy  Issues  Presented  by  the  Interdependence  of  Computer  and  Communications  Service,  in  this  sym- 
posium, p.  369. 

*  President's  Task  Force  on  Communications  Policy,  Final  Report  app.  A,  at  i  (1968)  (dissent 
of  General  James  O'Connell)    [hereinafter  cited  as  Task  Force  Report]. 

^  In  1907,  overlapping  territory  was  estimated  at  20%,  but  this  was  only  about  one-third  of  all 
exchanges.  G.  Johnston,  Some  Comments  on  the  1907  Annual  Report  of  AT&T  (Int'l  Independent 
Tel.  Ass'n,  Sept.  1908). 

*  The  duplication  of  subscriber  directory  services  must  have  been  a  source  of  annoyance  to  business 
customers. 


39-887   O  -  74  -  pt.6  -  5 
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However,  the  degree  of  "inefficiency"  and  "higher  cost"  has  never  been  demon- 
strated, and  perhaps  it  is  not  determinable. 

Early  Bell  System  telephone  development  took  place  at  the  business  core  of 
large  urban  communities/  Since  territorial  extension  by  the  competing  independents 
was  for  the  most  part  to  contiguous  rather  than  overlapping  geographic  areas,^ 
the  provision  of  distribution  plant  must  have  been  more  often  complementary  than 
duplicative.  For  the  small  central  offices  in  use  at  the  time  there  were  no  sig- 
nificant differences  in  cost  per  line  for  separate  as  against  combined  switching 
facilities,  and,  in  the  absence  of  interconnection,  this  could  not  have  materially  affected 
total  investment.^  Dual  services,  in  the  absence  of  interconnection  of  the  rival  com- 
panies at  the  central  offices,  necessarily  required  dual  telephone  instruments,  but  the 
instrument  and  its  associated  wiring  probably  made  up  less  than  ten  per  cent  of 
the  average  investment  per  station.^"  Any  rigorous  examination  of  the  effect  of 
competition  on  communication  costs  would  require  knowledge  of  the  capacity  and 
rate  of  utilization  of  facilities  prior  to  and  subsequent  to  the  inroads  made  by  the 
independents. 

A  characterisdc  of  telephone  service  is  that  it  must  be  planned  for  and  con- 
structed in  anticipation  of  future  demand.  A  common  lament  of  the  Bell  System 
at  the  time  (reflected  in  reports  to  shareholders)  was  that  its  own  facilities  were 
continually  inadequate  to  meet  market  demand  or  were  not  physically  located  where 
demand  had  developed."  It  can  be  conjectured  that  where  independents  did  make 
inroads  into  Bell  territory  and  literal  duplication  of  service  areas  occurred,  it  was 
largely  due  to  either  the  unavailability  of  Bell  plant  or  the  promotional  efforts  and 
attractive  pricing  offered  by  independent  operating  companies. 

In  evaluating  the  charge  that  telephone  competition  engendered  inefficiency, 
poorer  quality,  and  higher  costs,  several  considerations  must  be  borne  in  mind. 
All  competition  involves  some  redundancy  of  plant  facilides  and  work  effort. 
The  question  is  whether  the  pressure  of  competing  market  forces  produces  a  better 
or  cheaper  product  than  a  single  supply  service.  The  evidence  is  clear  that  under 
a  regime  of  monopoly  supply,  during  the  period  1879-93,  the  system  was  stagnant. 
The  compeddve  period  following  expiration  of  the  Bell  patents  in  1893-94  resulted 
in  the  most  rapid  rate  of  growth  of  service  in  the  history  of  the  industry  as  well 
as  in  a  substantial  reduction  in  rates  for  business  and  residendal  telephone  service. 
This  comparison  alone  does  not  satisfactorily  or  completely  answer  the  question 
whether  competidon  was  inefficient  and  cosdy.  Yet  with  respect  to  the  dupHcadon 

'  1910  AT&T  Ann.  Rep.  23-24. 

*  Johnston,  supra  note  5. 

'  In  1902  the  average  switchboard  served  225  lines.  Bureau  of  the  Census,  Special  Reports — 
Telephones  and  Telegraphs,  table  37,  at  33  (1902). 

^"Investment  per  station  at  the  turn  of  the  century  was  about  $200.  191 1  AT&T  Ann.  Rep.  17. 
This  source  shows  the  average  plant  cost  per  exchange  station  from  1895  to  191 1.  The  concurrent  in- 
vestment in  station  equipment  is  estimated  at  about  $20  per  station. 

"  1900-07  AT&T  Ann.  Reps. 
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argument  for  inefficiency  we  see  evidence  of  plant  redundancy  within  the  Bell 
System  itself— duplication  and  triplication  of  exchange  cable  facilities,  establishment 
of  second  and  third  wire  centers  within  a  few  years  of  opening  an  initial  office. 
Of  course,  this  evidence  may  merely  attest  to  the  lack  of  omniscience  of  a  highly 
centralized,  carefully  planned  telephone  organization.  But  just  as  Bell  spokesmen 
would  argue  that  a  second  cable  on  the  pole  line  does  not  represent  inefficiency  or 
high  cost,  the  independents  could  insist,  during  the  competitive  era,  that  in  a  period 
of  extremely  rapid  growth  (created  by  their  existence)  all  facilities  were  efficient, 
necessary,  and  provided  at  reasonable  cost. 

The  infusion  of  competition  did  force  a  substantial  disruption  of  the  operations 
of  the  Bell  System.  Profitability,  rate  levels  and  structure,  and  the  whole  innovative 
process  were  markedly  affected  by  the  coming  of  competition.  The  Bell  System  did 
not  take  this  assault  lighdy.  It  changed  tactics  and  practices  and  ultimately  appealed 
for  state  intervention— the  regulatory  process — to  stabiUze  and  normalize  competitive 
forces.  This  history  is  recounted  below  tor  such  light  as  it  may  shed  on  the  relative 
strengths  or  weaknesses  of  competition  and  regulated  monopoly. 

II 

Historical  Account^^ 
A.   The  Period  of  Monopoly,  1879-93 

The  expiration  of  the  basic  Bell  patents  in  1893-94  marked  the  end  of  the  System's 
complete  monopoly  over  the  telephone  field.  Since  1879  the  Bell  System  had  deter- 
mined the  industry's  rate  of  expansion  and  the  location  and  direction  of  service 
development  as  well  as  the  charges  for  such  service,  deriving  handsome  profits  from, 
its  efforts.  At  the  end  of  1894,  equity  ownership  of  Bell  stockholders  consisted  of 
fao  million  of  common  stock  and  $18  million  of  accumulated  surplus.  Of  the  com- 
mon stock,  $5  million  represented  the  original  offering  (for  which  $500,000  in  cash 
had  been  paid),  while  the  remaining  $15  million  came  from  subsequent  issues. 
The  return  on  this  investment  was  almost  forty-six  per  cent  during  the  period,  with 
declared  dividends  averaging  fifteen  per  cent  or  a  total  of  $25  million. 

Monopoly  pricing  had  its  counterpart  in  restricted  growth.  Although  Bell  initially 
contemplated  the  telephone  for  use  in  private  line  service,  it  soon  saw  the  advantage 
of  exchange  service.  However,  high  rate  levels  and  inadequate  facilities  combined 
to  prohibit  rapid  expansion  or  development.  Service  was  provided  by  use  of  iron 
wire  or  on  grounded  circuits  with  a  local  battery  power  source^^  and  was  directed 
to  customers  located  within  a  mile  of  the  wire  center.    Since  central  offices  were 


"  This  section  is  based  upon  the  narrative  in  FCC,  Proposed  Report,  Telephone  Investigation  pt. 
2,  at  134-66  (1938)   [hereinafter  cited  as  Walker  Report]. 

"H.  Casson,  The  History  of  the  Telephone  168-69  (1910);  Bureau  of  the  Census,  Special 
Reports — Telephones  14  (1907). 
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usually  located  in  the  center  of  a  large  urban  community's  business-industrial  area, 
residential,  suburban,  and  rural  service  went  largely  undeveloped. 

Public  relations  were  usually  ignored  during  the  patent  monopoly  period  while 
the  System  concentrated  on  reaping  large  profits.  As  later  assessed  by  the  FCC,  "the 
System's  attitude  toward  the  public  was  characterized  by  arrogance  and  indiffer- 

"14 

ence. 

B.  The  Competitive  Period:  Development  of  Service 

Although  its  patent  monopoly  enabled  Bell  to  obtain  franchises  and  establish 
service  in  the  most  lucrative,  populous  sections  of  the  country,  numerous  independent 
telephone  companies  and  manufacturers  were  formed  following  the  expiration  of 
these  patents.  While  these  concerns  concentrated  their  efforts  on  regions  not  yet 
reached  by  the  Bell  System,  they  also  offered  competing  services  in  many  areas 
already  served  by  Bell.  Thus  a  major  effect  of  the  advent  of  telephone  competition 
was  the  stimulation  and  growth  of  telephone  service.  An  abbreviated  summary  of 
this  development  over  the  period  1 876-1 920  is  shown  in  Table  i. 


TABLE  I 

Total  Telephones  in  U.S.  at  December  31  at  Four-Year  Intervals, 

1876-1920 


Year 


1P,76 
18S0 

1884 
1888 
1892 
189G 


Total 
Telephones 


2,593 
47,880 
147,715 
194,960 
260,795 
404,301 


Year 

1900 

1904 

1903 

1912 

191G 

1920 


Total 
Telephones 

1,355,911 
3,353,217 
6,483,029 
8,954,936 
11,241,432 
13,411,379 


Source:  Walker  Repoht,  table  31,  at  143-44. 

Perhaps  a  clearer  image  of  the  effect  of  competition  on  telephone  development  is 
given  by  a  comparison  of  the  rate  gf  station  growth  during  the  period  of  patent 
monopoly  and  in  the  years  immediately  subsequent  thereto.  Table  2  illustrates  this 
elTect.  Seventeen  years  after  telephone  communications  had  originated  there  were 
266,431  stations  operating— all  owned  by  Bell.  By  the  end  of  1902,  only  ten  years 
later,  Bell  maintained  1,317,178  stations  and  the  independent  companies  owned  an 
additional  1,053,866.  The  independents  were  able  to  maintain  approximately  this 
relative  position  until  1907,  when  they  owned  3.0  million  stations  compared  to  3.1 
million  owned  by  Bell.^^ 

^*  Walker  Report,  supra  note  12,  at  561.  A  more  comprehensive  discussion  of  the  Bell  System's 
pre-1910  public  relations  policies  can  be  found  in  N.  Long,  Public  Relations  Policies  of  the  Bell  System, 
A  Case  Study  in  the  Politics  of  Modern  Industry  (Ph.D.  dissertation.  Harvard  Univ.,  1037). 

^^  Bureau  of  the  Census,  Census  of  Electrical  Industries — Telephones  (1932). 
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TABLE  2 
Annual  Per  Cent  Increase  in  Total  Number  of  Telephone  Stations, 

1885-1905 


Year 

Annual  Per  Cent 

Increase  in  Number 

of  Stations 

Period  of  Patent  Monopoly 

1885-94     

G.3  (avg.) 

Period  of  Competition 

1895 • 

19  0 

1897   

27.4 

1899 

47.6 

1901 

32.8 

1903 

18.4 

1905 

23.1 

Sourer:  Walkek  Report,  tibb  32,  at  143;  tab!-  33,  at  I.'jI. 

The  rise  of  the  independent  companies  resulted  in  a  substantial  amount  of  service 
competition  during  this  period.  Out  of  1,051  U.S.  cities  with  a  1902  population 
greater  than  4,000,  1,002  had  telephone  facilities.  The  independents  provided  ex- 
clusive service  in  137  of  these  and  Bell  in  414;  the  remaining  451  communities — 
almost  half — received  service  from  two  or  more  companies.^^ 

The  growth  which  characterized  this  early  competitive  era  was  both  intensive 
and  extensive.  It  was  intensive  in  that  it  was  marked  by  a  higher  saturation  of 
development,  particularly  of  residential  services,  than  had  been  attempted  during  the 
period  of  patent  monopoly.  It  was  extensive  in  that  service  was  extended  for  the 
first  time  to  suburban  and  rural  areas.  This  vigorous  pursuit  of  new  markets, 
engaged  in  by  Bell  as  well  as  by  the  independents,  was  greatly  facilitated  by  sub- 
stantial rate  reductions  bringing  the  telephone  within  the  financial  grasp  of  a  larger 
consumer  group. 

In  1907  the  Baker-Morgan  banking  interests  gained  control  of  the  Bell  System 
and  replaced  President  Frederick  Fish  with  Theodore  Vail.-^'^  Vail  substantially 
reversed  a  number  of  Bell  policies,  emphasizing  absorption  of  the  competition  in 
preference  to  the  earlier  policy  of  expansion  of  Bell-constructed  facilities.  This  change 
in  emphasis  resulted  in  a  rapid  diminution  in  the  independents'  proportion  of  total 
industry  telephones.  The  decline  continued  until  the  independents'  share  reached 
its  present  ratio  of  about  fifteen  per  cent.'^* 

C.  The  Competitive  Period:  Rates 

As  competition  increased,  the  rates  Bell  had  charged  during  the  patent  monopoly 
period  decreased  significandy.   Average  revenue  per  Bell  station  dropped  from  |88 

^'Bureau  of  the  Census,  Special  Reports — Telephones  and  Telegraphs  (1902). 
^'Walker  Report,  supra  note  12,  at  101-02. 

^*  As  of  December  31,  1968,  the  Bell  System  had  87  million  telephones,  while  independent  companies 
served  17  million. 
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TABLE  3 

Comparison  of  Annual  Exchange  Rates  for  Bell  Exchanges  With  and 

Without  Competition,   1894- 1909 


1894 

1909 

Bell 

Bell 

Independents 

Exchanges  Without  Competition 

68.10 
fO.OO 

78.65 
65.00 

36.00 
23.75 

41.25 
22.80 

N.App. 

Residential  Service 

N.App. 

Exchanges  With  Competition 

Business  Service   

37.15 

Residential  Service 

23.25 

Source:  1909  AT&T  Ann.  Rep.  25  (chart),  28. 

in  1895,  the  first  year  of  competition,  to  $43  in  1907.  This  effect  on  Bell  System 
rates  was  not  limited  to  those  exchanges  facing  direct  competition;  the  same  benefit 
was  also  extended  to  patrons  in  areas  where  Bell  retained  exclusive  service.  As 
shown  in  Table  3,  these  rate  reductions  were  about  the  same  in  exchange  areas 
without  competition  as  in  those  served  by  other  exchanges  in  addition  to  Bell. 
President  Vail  used  this  evidence  to  argue  that  it  was  not  the  competitive  forces 
which  were  leading  to  price  reduction  but  cost  savings  initiated  by  the  company.^^ 
As  there  is  no  evidence  of  comparable  performance  during  the  period  of  patent 
monopoly,^''  this  turns  the  question  slightly.  Absent  market  competition,  what  in- 
centive did  the  System  have  to  generate  cost  economies? 

D.   The  Compedtive  Period:  Development  of  the  Art 

During  the  period  of  the  Bell  monopoly,  the  technical  activities  of  the  company 
were  not  primarily  concerned  with,  nor  organized  for,  development  of  the  art  through 
its  own  forces.  Rather,  effort  was  directed  toward  purchasing  patents  for  the 
purpose  of  extending  company  control  in  the  field  of  telephony.  Prior  to  1907 
little  or  no  attention  was  given  by  the  Bell  System  to  what  came  to  be  known  as 
"fundamental  research."^^ 

The  major  developments  in  the  art,  up  to  this  point,  originated  outside  the  Bell 
System.  The  Strowger  switch,  which  made  possible  the  advent  of  automatic  telephony, 
was  invented  by  an  undertaker  and  manufactured  by  several  of  the  independent 
manufacturers,^^  while  the  use  of  dial  telephone  service  was  actually  resisted  by 
Bell  leadership.^^   The  loading  coil  was  developed  by  Professor  Pupin  of  Columbia 


^*  igio  AT&T  Ann.  Rep.  25-29. 

""Walker  Report,  supra  note  12,  at  203,  243-50. 

"W.  at  207. 

"  Id.  at  300. 

°°  Theodore  N.  Vail  in  19x3  AT&T  Ann.  Rep.  20: 

"It  has  frequently  been  asserted  that  the  Bell  System  did  not  employ  automatic  switchboards 
because  of  patents  controlled  by  others.  .  .  .  [It]  is  not  automatic  for  the  subscriber  as  the  sub- 
scriber does  all  the  manipulation  in  the  making  of  a  connection." 
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University  around  1905.  This  coil  tremendously  improved  the  quaUty  of  telephone 
transmission,  actually  making  possible,  for  the  first  time,  a  long  distance  telephone 
system.'''  Perhaps  the  most  significant  technical  development  of  the  period — and 
another  major  innovation  from  outside  the  Bell  System'^— was  Lee  De  Forest's 
development  of  the  vacuum  tube  in  1914.  There  were  numerous  other  developments  of 
the  art  during  this  period,  but  they  can  be  considered  more  as  refinements  of  toll  and 
exchange  service  than  as  major  technical  breakthroughs. 

When  Vail  reassumed  the  presidency  of  AT&T  in  1907,  he  shifted  company 
emphasis  from  patent  purchase  and  development  to  the  creation  of  a  technical 
and  research  staff  capable  of  "occupying  the  field": 

One  of  the  first  things  that  was  fully  developed  in  our  minds  was  the  necessity 
of  occupying  the  field;  ....  Just  as  soon  as  we  started  into  the  district  exchange 
system  we  found  out  that  it  would  develop  a  thousand  and  one  little  patents  and 
inventions  with  which  to  do  the  business  which  was  necessary,  and  that  is  what  we 
wanted  to  control  and  get  possession  of.  So  from  the  very  commencement  we  had 
our  experimental  department,  so-called  .  .  .  whose  business  it  was  to  study  the 
patents,  study  the  development  and  study  these  devices  that  either  were  originated 
by  our  own  people  or  came  in  to  us  from  the  outside.^^ 

The  objective  of  dominating  the  field  and  asserting  technical  leadership  in  the 
telephonic  and  aUied  arts  has  served  the  company  well'  down  to  the  present  day. 
In  1927  J.  E.  Otterson  of  the  company  restated  and  amplified  the  Bell  System 
objective  in  the  following  words: 

A  primary  purpose  of  the  American  Telephone  &  Telegraph  Co.  is  the  defense 
and  maintenance  of  its  position  in  the  telephone  field  in  the  United  States. 
Undertakings  and  policies  must  be  made  to  conform  to  the  accomplishment  of 
this  purpose. 

The  American  Telephone  &  Telegraph  Co.  is  surrounded  by  potentially  com- 
petitive interests  which  may  in  some  manner  or  degree  intrude  upon  the  telephone 
field. 

The  problem  is  to  prevent  this  intrusion. 

.  .  .  [T]he  best  defense  is  to  continue  [research]  activities  in  "no  man's  land" 
and  to  maintain  sUch  strong  engineering,  patent,  and  commercial  situation  in  con- 
nection with  these  competitive  activities  as  to  always  have  something  to  trade 
against  the  accomplishment  of  other  parties."^ 

Although  it  is  surrounded  by  other  industrial  fields  such  as  satelUte  communications 
and  the  computer  appHcation  to  switching  and  information  storage,  the  Bell  System 

"^Doherty,   The  Bell  System   and  the  People   Who  Built  It,   46   Bell  Lab.   Record  76-83    (1968). 

"^  Id.  at  38-46;  Walker  Report,  supra  note  12,  at  415. 

"*  Testimony  of  Theodore  N.  Vail,  Record,  vol.  2,  at  1542-43,  Western  Union  Tel.  Co.  v.  American 
Bell  Tel.  Co.,  187  Fed.  425   (1911),  reprinted  in  Walker  Report,  supra  note  12,  at  203  n.7. 

^'Memorandum  by  J.E.  Otterson,  Jan.  13,  1927,  reprinted  in  Walker  Report,  supra  note  12,  at  235- 
36. 
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now  enjoys  a  controlling  position  in  the  field  of  wire  telephony.  The  strong  financial 
and  technical  resources  of  the  Bell  System,  and  particularly  the  research  policy  initi- 
ated by  Theodore  Vail,  underlie  its  defense  against  any  threatened  invasion. 

E.   Airing  the  Dispute  Over  Competition 

Despite  the  greater  availability  and  reduced  rates  for  telephone  service,  there 
was  public  criticism,  particularly  from  the  business  community,  of  the  duplicate 
service  situations.  Much  of  this  criticism  was  stimulated  by  the  Bell  System,  but  the 
independents  were  not  loath  to  build  their  own  "back-fires."  Theodore  Vail's  first 
annual  report  to  stockholders,  which  was  reproduced  and  widely  distributed  to  press 
and  public  organs,  treated  the  theme  of  telephone  competition  at  length: 

Duplication  of  plant  is  a  waste  to  the  investor.    Duplication  of  charges  is  a  waste 
to  the  user.  .  .  . 

.  .  .  [T]he  public  must  pay  double  charges,  on  double  capital,  double  operating 
expenses  and  double  maintenance.^^ 

In  two  widely  disseminated  reports,  the  independents  prepared  a  response  to 
President  Vail.  They  are  quoted  at  some  length  to  obtain  the  flavor  of  the  con- 
troversy : 

Previous  to  1895,  when  independent  telephony  began,  it  was  next  to  impossible 
for  a  small  town  to  get  even  a  toll  station  established  ....  The  style  and  efficiency 
of  the  transmitter  was  the  same  practically  throughout  the  monopoly  and  the  circuit 
conditions  had  undergone  little  or  no  change,  the  lines  being  mostly  grounded 
circuits  of  iron  wire  ....  Operators'  service  was  given  very  little  attention  .... 
[T]hey  failed  to  properly  appreciate  conditions  peculiar  to  varying  localities  .... 

.  .  .   [PJrobably  the  strongest  ground  for  complaint  was  exorbitant  rates.  .  .  . 

The  very  first  effect  of  competition  was  a  bettering  of  the  service  rendered  by  the 
Bell  Company  by  more  careful  attention  to  operators'  work,  the  substitution  of 
either  common  return  or  metallic  circuits  for  grounded  lines,  and,  the  introduction 
of  different  grades  of  service  (party  lines)  by  which  means  they  offered  cheaper 
rates  with  the  minimum  of  reduction  in  revenue  per  line  to  themselves.  .  .  .  After 
these  came  quickly,  the  extension  of  toll  lines  to  small  places,  and  a  marked  differ- 
ence in  their  interest  in  local  conditions.-^ 

[Columbus,  Ohio,  is  cited  as  an  illustration  of  the  beneficial  effects  of  competi- 
tion.] The  Citizens  Telephone  Company  [independent]  began  agitation  for  a 
franchise  late  in  1898,  when  the  Central  Union  (Bell)  Telephone  Company  had  less 
than  1900  telephones,  with  rates  near  the  business  district  as  high  as  $96  a  year  for 
business  telephones  and  $48  for  residence  telephones,  and  with  additional  charges 
for  distance  beyond  one  mile  or  more  from  the  exchange.  The  rates  throughout  the 
c'ty  today  [1908]  are  respectively  S54  and  $27  a  year  for  Bell  main  line  business 
and  residence  telephones.  ...  At  the  present  time  each  company  has  in  the  neigh- 
borhood of  12,000  [telephones]  .... 


"  iqo7  AT&T  Ann.  Rep.  18. 

°°  J.  AiNswoRTH  &  G.  Johnston,  A  Discussion  of  Telephone  Competition  7-8   (Int'l  Independent 
Tel.  Ass'n,  Feb.  1908). 
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[The  author  goes  on  to  discuss  the  accessibility  of  24,000  stations  for  about  the 
same  total  charges  as  for  1900  stations  ten  years  previously.] 

.  .  .  [Duplicate  investments]  are  mostly  in  the  business  districts  nearest  the 
exchange,  where  the  cable  units,  by  reason  of  short  lengths  and  the  most  economical 
sizes,  are  cheapest  .... 

Switchboards,  if  not  connected,  are  cheaper  separated  than  combined.  .  .  . 

Two  pole  lines  may  represent  waste  when  they  are  parallel  with  no  more  of  a 
load  than  could  be  borne  on  one.  They  may  have  no  element  of  waste  with  a  greater 
load,  or  when  shared  with  other  wire-using  companies.  .  .  . 

Of  the  subway  and  conduit  system  only  that  smaller  portion  is  waste  which 
is  represented  by  the  costs  of  opening  and  repaving  the  streets  .... 

The  cost  of  interior  wiring  and  instruments  is  duplicated  only  in  proportion 
to  the  duplication  of  telephones.^" 

The  public  airing  o£  this  controversy  over  the  relative  benefits  and  disadvantages 
of  telephone  competition  may  have  had  some  effect  on  the  informed  public.  But 
as  in  many  industrial  battles  over  markets,  the  most  effective  weapons  were  financial 
and  economic.  To  understand  this  result,  we  must  examine  the  Bell  System  response 
to  competition. 

Ill 

Bell  Reaction  to  Competition"^ 

The  loss  of  its  patent  monopoly  in  1893  and  the  incursion  of  competition  was 
followed  by  the  Bell  System  with  efforts  to  destroy  or  mitigate  the  effects  of  the 
competition.  Tactics  employed  for  this  purpose  during  the  tenure  of  President 
Fish  differed  markedly  from  those  initiated  by  President  Vail  in  1907.  In  the  early 
period  competition  was  met  through  rapid  expansion  of  Bell  service.  In  the  later 
period,  1907-20,  when  the  Baker-Morgan  finrincial  interests  had  obtained  control  of 
the  company,  competition  was  allayed  by  purchase  and  absorption  of  independent 
properties.  In  addition  to  a  change  in  method  of  expansion.  Bell  employed  other 
devices  which  are  discussed  below  in  the  comparison  of  the  two  eras.  The  change  in 
the   Bell   System's  rate   of   expansion   of  telephone   service   is   shown   in   Table  4. 

A.    Early  Competitive  Era,  1 894-1 906 

During  the  period  1894-1906  the  Bell  System  employed  a  variety  of  methods  in 
addition  to  its  expansion  policy  in  meeting  the  independents.  Among  these  were 
(i)  an  active  propaganda  campaign;  (2)  refusal  to  connect  with  certain  independent 
companies;  and  (3)   refusual  to  sell  telephone  instruments  to  non-Bell  companies. 

I.  Bell  Reprisal:  Propaganda  Campaign 

Bell's  propaganda  against  the  independents  took  many  forms.  Its  objective  was 
to  undermine  the  competition's  interests  with  the  public,  with  bankers,  with  legis- 

*°  Johnston,  supra  note  5,  at  6-8,  15-16. 

''This  section  is  based  upon  the  narrative  in  Walker  Report,  supra  note  12,  at  134-66. 
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TABLE  4 
Annual  Rate  of  Growth  in  Bell  Telephone  Stations  and  Plant  Investment, 

1885-1912 


Period 

Average  Per  Cent 

Increase  in  Number 

of  Telephone 

Stations 

Average  Per  Cent 

Increase  in  Plant 

Investment 

1885-94                             

6.3 

2!   5 

9.6 

8.2 

1895-1906.                 

15.0 

1907-12                      

8.5 

Source:  Walker  Repobt,  tables  33  &  34,  at  151,  152. 


latures,  and  with  present  or  prospective  investors.  This  campaign  appears  to  have 
had  considerable  success  against  the  larger  independent  telephone  companies.  How- 
ever, the  smaller  mutuals  and  independents,  which  grew  directly  out  of  local  com- 
munity needs  and  were  less  dependent  on  central  capital  markets,  were  apparently 
less  affected  by  the  propaganda  efforts. 

2.  Bell  Reprisal:  Refusal  of  Interconnection 

Refusal  to  connect  with  independent  telephone  systems  for  long  distance  tele- 
phone service  afforded  Bell  a  stronger  means  of  curbing  the  independent  movement. 
Since  Bell  was  the  pioneer  in  this  field,  its  refusal  to  connect  confined  independent 
companies  within  the  limits  of  the  particular  territories  they  served.  The  in- 
dependents early  recognized  this  weakness  of  their  position,  and  they  attempted,  in 
1899,  to  form  an  independent  long-distance  network.  The  extensive  financing 
required  for  such  an  undertaking  was  to  be  organized  through  a  consortium  including 
the  Peter  Widener  interest.  At  the  request  of  Mr.  Morgan  of  the  banking  firm, 
Widener  withdrew  as  financial  sponsor  of  the  undertaking,  and  it  collapsed  shortly 
thereafter.^"  It  it  significant  that  the  Baker-Morgan  group  shortly  thereafter  acquired 
the  Bell  properties  and  made  them  the  nucleus  of  an  even  stronger  communications 
system  including  both  the  Bell  System  and  Western  Union  Telegraph  Co.^^ 

3.  Bell  Reprisal:  Refusal  to  Sell 

Another  weapon  employed  by  Bell  against  the  independents  was  its  refusal  to  sell 
telephone  equipment  outside  the  System.  This  encouraged  the  development  and 
growth  of  independent  telephone  manufacturing  concerns  once  the  Bell  patents  had 
expired,  and  the  three  most  important  independent  manufacturers — Kellogg  Switch- 
board &  Supply  Co.,  Stromberg-Carlson  Telephone  Manufacturing  Co.,  and  Auto- 
matic Electric  Co.^^ — were  established  during  this  period.   The  existence  of  the  in- 


'°  69  Com.  &  Fin.  Chronicle  1151   (1899). 
*' Walker  Report,  supra  note  12,  at  99  n.14. 

**  It  is  interesting  to  note  that  today  these  three  companies  are  subsidiaries  of  ITT,  General  Dynamics, 
and  General  Telephone,  respectively. 
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dependent  telephone  manufacturing  firms  encouraged  competitive  product  develop- 
ment. Development  of  automatic  dial  service,  the  supplanting  of  local  magneto  by 
common  battery  service,  development  of  full  manual  multiple-operator  service,  and 
a  number  of  refinements  in  relay  manufacture  can  be  traced  to  the  efforts  of  in- 
dependents during  this  period.^^  Independent  innovations  in  harmonic  ringing  and 
signalling  systems  eventually  led  to  problems  of  system  compatibility  when  Bell  later 
partially  reversed  its  posidon  and  sought  interconnection  with  the  independents. 

The  refusal  of  the  Bell  System  to  sell  telephone  apparatus  to  independents  failed 
to  stop  their  competition,  so  Bell  then  attempted  to  acquire  control  of  Kellogg  and 
Stromberg-Carlson.  Both  attempts  ultimately  failed  through  intervention  of  public 
authorities,  who  had  them  set  aside  on  the  ground  that  they  would  create  a 
monopoly  in  the  manufacture  of  telephone  equipment. 

B.  Late  Competitive  Era,  1907-20 

The  onset  of  Baker-Morgan  control  over  the  System  in  1907  precipitated  an 
abrupt  change  in  Bell's  policy  toward  independents.  This  reversal  was  evidenced 
by  a  reduction  in  the  rate  of  Bell  System  internal  expansion  coupled  with  a  policy 
of  buying  up  independent  properties.  As  Table  4  indicates,  the  average  rate  of  growth 
of  Bell  stations  in  the  early  period  of  competition,  1895-1906,  was  21.5  per  cent; 
while  for  the  years  1907-12  the  annual  rate  of  expansion  dropped  to  9.6  per  cent. 

Rapid  market  expansion  had  cost  heavily  in  investment  dollars,  and  rate  levels 
were  declining  so  fast  that  revenue  increases  lagged  investment  growth.  In  successive 
reports  to  stockholders,  President  Fish  lamented  the  decreasing  profitabiHty  resulting 
from  competition: 

[I]n  certain  localities,  rates  too  low  to  cover  current  expenses  and  necessary 
allowance  for  renewal  have  been  offered,  to  meet  similar  rates  offered  by  competi- 
tors.^^ 

And  again  in  1904: 

In  some  places  in  the  country,  particularly  where  there  has  been  the  demoralizing 
effect  of  unintelligent  competition,  the  rates  are  at  the  present  time  too  low.^^ 

In  his  last  annual  report,  President  Fish  repeated  the  theme: 

[T]he  unintelligent  views  of  our  competitors  as  to  what  rates  for  service  are 
possible  have  created  conditions  in  the  portions  of  the  country  to  which  reference 
is  now  made,  under  which  neither  they  nor  the  Bell  companies  are  getting  proper 
returns  for  the  service  rendered  .^^ 

President  Fish's  critical  remarks  about  the  "unintelligent  competition"  were  stimu- 
lated by  real  events.    During  the  period  of  patent  monopoly,  the  company  had 

'°  T.  Gary,  The  Story  of  the  Independent  Telephone  Industry  (circa  1935). 
°*  1900  AT&T  Ann.  Rep.  10. 
*''  1904  AT&T  Ann.  Rep.  10. 
'^  1906  AT&T  Ann.  Rep.  12. 
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enjoyed  an  average  return  on  investment  of  nearly  forty-six  per  cent.  For  the  com- 
petitive years  1900-06,  net  earnings  on  average  net  investment  dropped  to  the 
vicinity  of  eight  per  cent.^^ 

To  meet  the  competition,  as  noted  above,  President  Fish  had  initiated  a  program 
of  rapid  plant  expansion.  Between  1895  and  1905,  Bell  System  assets  nearly  quad- 
rupled, rising  from  $120  million  to  $453  million.*"  The  need  for  what,  at  that  time, 
were  tremendous  additional  capital  resources,  led  to  control  of  the  System  by  the 
Baker-Morgan  financial  interests  and  the  replacement  of  Fish  by  Vail.*^  President 
Vail,  in  addition  to  slowing  the  rate  of  company  expansion,  introduced  other  major 
policy  changes  which  effectively  challenged  the  competition's  advance.  These  policies 
were  quite  different  from  those  of  the  early  competitive  era  and  are  discussed  under 
(i)  policy  of  acquisition;  (2)  interconnection;  (3)  sales  to  independents;  and  (4) 
regulation. 

I.  Late  Competitive  Era:  Acquisition  Policy 

With  the  curtailment  of  its  own  rate  of  internal  expansion,  the  Bell  System, 
beginning  in  1907,  launched  an  aggressive  program  of  acquiring  independent 
telephone  properties.  The  effect  of  this  change  in  policy  is  demonstrated  by  the 
shift  in  the  ratio  of  telephones  between  the  two  segments  of  the  industry.  In  1907 
the  independents  owned  3.0  million  stations,  while  Bell  owned  3.1  million.  By  1912, 
there  were  3.6  million  independent  stations  and  5.1  million  Bell  stations.*^  The  pro- 
portion of  independently  owned  stations  decreased  progressively  until  about  1940. 

Bell's  acquisition  attempts  were  strongly  resisted  by  the  independents,  who  made 
complaint  to  the  Attorney  General,  George  Wickersham.  They  were  joined  in 
charging  antitrust  violations  by  the  Postal  Telegraph-Mackay  interests,  because  the 
Bell  System  had  earlier  succeeded  in  acquiring  control  of  Western  Union  Telegraph 
Company,  and  the  physical  consolidation  of  Bell  System  and  Western  Union 
properties  threatened  to  undercut  Postal  Telegraph  markets.*^ 

As  a  result  of  these  complaints,  AT&T  vice-president  N.  C.  Kingsbury  rhet  with 
the  Attorney  General  and  later  in  1913  drafted  an  agreement  which  became  known 
as  the  Kingsbury  Commitment.**  Under  this  agreement,  the  Bell  System  agreed 
not  to  acquire  control  over  any  competing  company,  and  it  agreed  to  connect  its 
system  with  those  owned  by  independents  if  the  latter  met  Bell  System  equipment 
requirements.    The  Commitment  did  not  restrict  the  Bell  System  from  acquiring 

°°  Staff  Reports,  Exhibit  1360-B,  table  84,  at  425,  prepared  for  introduction  into  evidence  for  the 
Walker  Report,  supra  note  12. 

*";^.,  Exhibit  1360-A,  table  7,  at  52. 

*^  See  text  accompanying  note  17  supra. 

"  1932  Census,  supra  note  15. 

**  Staff  Reports,  supra  note  39,  Exhibit  2096-D,  ch.  3.  It  is  interesting  to  note  that  the  Bell 
System's  first  attempt  to  unite  the  telephone  and  telegraph  industries  involved  the  Mackay-Postal  Tele- 
graph interests  in  preference  to  Western  Union.    Walker  Report,  supra  note  12,  at  97-99. 

**The  Kingsbury  Commitment  is  reproduced  in  1913  AT&T  Ann.  Rep.  24-26. 
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noncompeting  telephone  companies.  Between  1913  and  1917  the  Bell  System  pur- 
chased over  241,000  stations  from  the  independents  and  sold  58,000  stations.  During 
the  war  years,  1918-19,  the  Post  Office  Department  assumed  control  over  all  tele- 
phone properties,  and  these  were  the  only  years  after  1912  when  the  Bell  System 
sold  more  stations  than  it  acquired. 

The  competitive  milieu  created  by  the  Kingsbury  Commitment  was  not  viable 
for  many  independents,  as  they  were  unable  to  dispose  of  their  properties  on  favor- 
able terms.  Therefore,  the  independents  joined  Bell  in  seeking  passage  of  the  Willis- 
Graham  Act  of  1921,  which  permitted  the  merger  or  consolidation  of  competing 
telephone  companies.'*^  Passage  of  the  Willis-Graham  Act  was  construed  by  the 
Attorney  General  as  terminating  the  Kingsbury  Commitment,  and  Bell  again  under- 
took an  aggressive  policy  of  acquiring  independent  properties.  The  intensity  of  Bell's 
activity  in  this  regard  once  again  created  apprehension  among  the  independents. 
After  some  negotiations,  the  Bell  System  sent  a  letter,  which  became  known  as  the 
Hall  Memorandum,  to  F,  B.  MacKinnon,  president  of  the  United  States  Independent 
Telephone  Association.  Dated  June  14,  1922,  this  correspondence  stated  Bell's  new 
policy  relative  to  acquisitions.  The  Bell  System  agreed  "to  make  no  purchases  of,  or 
consolidations  with,  independents  unless  demanded  for  the  convenience  of  the 
public  or  unless  special  reasons  existed  making  the  transaction  desirable  for  the 
protection  of  the  general  pubHc  service  or  Bell  System  property. "^^  Using  these 
two  exceptions  the  Bell  System  then  continued  to  make  such  acquisitions  of  in- 
dependent properties  as  it  desired. 

2.  Late  Competitive  Era:  Interconnection 

Until  the  Kingsbury  Commitment  was  entered  into  in  1913,  the  Bell  System,  in 
varying  degrees,  refused  to '  interconnect  with  independent  exchanges  for  long- 
distance service.  President  Vail  explained  the  Bell  System  hostiHty  to  interconnection: 
"Offering  a  connection  with  a  so-called  competing  exchange  ...  is  offering  a 
different  service,  except  so  far  as  they  connect  the  same  subscribers,  and  there  it  is 
of  no  benefit,  as  either  one  would  serve  the  purpose."'*^ 

The  independent  telephone  companies  resisted  interconnection  as  well  and  were 
active  in  opposing  state  legislation  which  would  compel  physical  ties  between 
competing  telephone   companies.    This  viewpoint   was   expressed   by   F.   B.   Mac- 

"  Act  of  June  10,  1921,  ch.  20,  42  Stat.  27.  The  legislative  history  of  the  Willis-Graham  Act  is  in 
the  ICC  official  library.    6l   Cong.  Rec.   1983    (1921)    (remarks  of  Representative  Winslow): 

"The  bill  was  brought  to  the  attention  of  the  committee  by  those  representing  a  very  large 
majority  of  the  so-called   independent  telephone  companies  of  the  United   States. 

".  .  .  Many  of  them   ...  are  skating  on  very  thin   ice  in  respect  of  their  financial  opera- 
tions.  .  .   .     [TJhey  have  represented   to  the  committee  .   .  .  that  if  the  opportunity  to  sell  or 
consolidate  is  not  afforded  to  them  they  are  liable  to  go  through  the  condition  of  bankruptcy  .  .  .  ." 
**  Walker  Report,  supra  note  12,  at  158. 
"  1909  AT&T  Ann.  Rep.  24. 
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Kinnon,  president  of  the  United  States  Independent  Telephone  Association,  before 
a  joint  congressional  committee  as  follows: 

Representative  Huddleston.  How  does  it  [compulsory  interconnection]  ruin  an 
exchange  ? 

Mr.  MacKinnon.  If  an  exchange  which  is  now  operating  successfully  is  obliged 
to  give  up  its  entire  toll  system  and  its  connections  to  another  exchange  in  the 
same  town  and  which  has  no  money  invested  in  that  toll  system,  it  may  be  that 
that  other  exchange  .  .  .  can  take  away  the  subscribers  of  the  other  exchange.*^ 

The  successful  competitor  strives  to  become  the  surviving  monopolist. 

It  is  futile  to  reflect  on  what  could  have  been.  In  view  of  the  opposition  by  both 
segments  of  the  telephone  industry  to  interconnection  of  competing  facilities  and 
the  general  laissez-faire  attitude  of  public  authorities,  the  Hkelihood  of  achieving 
interconnection  was  remote.  Despite  the  independents'  inadequate  financial  resources 
(partly  due  to  Bell  pressure),  had  there  been  full  interconnection  during  the  early 
years  of  competitive  rivalry,  it  may  be  hazarded  that  the  structure  of  the  telephone 
industry  would  have  been  more  equally  balanced.  There  is  Httle  question  but  that 
interconnection  would  have  relieved  subscribers  of  the  burden  of  dual  instruments 
and  separate  directories  and  lessened  the  public  demand  for  forced  consolidations. 
The  Bell  System  watchword  "Universal  Service"  could  have  been  achieved  without 
"One  System,  One  Policy." 

It  may  be  that  the  extensive  financial  resources  of  the  Bell  System,  with  its 
banker  support,  would,  in  any  event,  have  overwhelmed  the  struggling  independent 
industry.  The  independents  were  fragmented  and  frequently  fought  as  bitterly 
among  themselves  as  they  did  against  the  Bell  System.  By  the  time  Vail  assented 
to  interconnection  with  noncompeting  independents,  the  relative  decUne  of  this 
segment  of  the  industry  was  evident.  It  was  a  decline  brought  on  by  Bell's  aggressive 
acquisition  poHcy  and  the  financial  difficulties  being  experienced  by  the  independents. 
In  part,  the  inability  of  independents  to  secure  additional  capital  is  explained  by  the 
reluctance  of  bankers  to  finance  closed  systems — exchange  areas  without  access  to  the 
outside  world  through  toll  interties.  During  the  critical  years  in  which  the  legis- 
lators might  have  acted,  1 893-1907,  the  pubUc  and  the  companies  were  disinterested. 
Policy,  in  an  issue  of  this  sort,  is  made  through  the  clash  of  competing  interests. 
Because  both  segments  of  the  industry  opposed  interconnection  at  the  time,  a  salient 
opportunity  was  lost. 

3.  Late  Competitive  Era:  Bell  Sales  Policy 

As  noted  earlier,  the  refusal  of  the  Bell  System  to  sell  telephonic  equipment  to 
non-Bell  companies  proved  a  failure  as  a  weapon  in  fighting  the  independents. 
With  the  advent  of  banker  control  of  the  Bell  System  in   1907,  this  policy  was 


*^  Joint  Hearings  on  S.  1313  Before  the  Committees  on  Interstate  Commerce,  67th  Cong.,  ist  Sess.  8 
(1921). 
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reversed,  and  sales  to  independents  and  on  the  open  market  were  permitted.  There 
were  several  reasons  for  changing  the  company  sales  policy  toward  independents. 
At  the  time  (1907),  the  Bell  System  patent  situation  was  such  that  the  company 
had  almost  no  exclusive  patent  protection  which  would  prevent  independents  from 
developing  satisfactory  central  office,  outside  plant,  or  station  equipment.  The  vigor- 
ous development  of  independent  telephone  manufacturers,  concurrent  with  the 
growth  of  independent  telephone  operating  companies,  attested  to  this  fact.  By 
1907  there  were  about  as  many  independently  owned  telephone  stations  as  Bell- 
owned  stations.  The  independents  constituted  a  sizeable  prospective  market  for 
Western  Electric,  Bell's  wholly-owned  manufacturing  subsidiary,  and  Western  sought 
a  share  in  this  independent  market  in  competition  with  the  independent  manufac- 
turing firms. 

In  addition,  there  were  future  advantages  in  undertaking  the  sale  of  Bell- 
Western  equipment  to  the  independent  operating  companies.  Vail  had  initiated  a 
deliberate  policy  of  acquiring  independent  operating  properties  and  absorbing  these 
into  the  Bell  System.  The  installation  of  Bell  System  equipment  into  independent 
plant  made  for  compatibility  and  uniformity  of  equipment  and  rendered  later 
acquisition  of  such  companies  more  attractive.**  > 

4.  Late  Competitive  Era:  Regulation 

Possibly  the  most  significant  policy  reversal  initiated  under  Vail's  tenure  as 
AT&T  president  was  with  respect  to  public  regulation.  Throughout  the  period  of 
patent  monopoly  (1873-93)  and  the  early  years  of  competition  (i 894-1 906)  the  Bell 
System  opposed  government  intervention  and  regulation  of  the  telephone  business. 
This  view  was  wholly  consonant  with  the  prevailing  industrialist  viewpoint. 
Bankers,  however,  require  more  stability  and  rationality  of  operations  than  can  be 
evinced  by  a  cutthroat  competitive  environment.  President  Fish  was  ousted  and  Vail 
reinstated  as  president  of  the  Bell  System  by  the  Baker-Morgan  banking  groups. 
These  large  eastern  banks  had  been  key  witnesses  to  the  creation  and  operation  of  the 
Interstate  Commerce  Commission  and  had  observed  federal  regulatory  efforts  to 
reduce  the  rail  carrier  intransigency  which  produced  "price  wars."  The  ICC  was 
"making  good"  in  its  efforts  to  stabilize  markets  and  price  structures  in  the  railroad 
business  without  invading  private  managerial  prerogatives.  Vail  early  saw  the 
possibilities  of  effecting  such  normalization  and  stability  in  the  telephone  industry. 

The  opening  signal  of  this  reversal  of  viewpoint  was  the  discussion  of  "Public 
Control"  in  the  1907  Annual  Report  to  stockholders: 

It  is  contended  that  if  there  is  to  be  no  competition,  there  should  be  public 
control. 

It  is  not  believed  that  there  is  any  serious  objection  to  such  control,  provided 
it  is  independent,  intelligent,  considerate,  thorough  and  just,  recognizing,  as  does 


'This  thesis  is  developed  further  in  Staff  Reports,  supra  note  39,  Exhibit  2096-D. 
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the   Interstate   Commerce   Commission   in   its  report   recently   issued,   that   capital 
is  entitled  to  its  fair  return,  and  good  management  or  enterprise  to  its  reward.^" 

Two  years  later  Mr.  Vail  was  somewhat  more  equivocal: 

Although  there  have  been  abuses  in  corporate  management  ...  yet  it  must 
be  admitted  that  the  tremendous  development  of  utilities  in  this  country  as 
compared  with  other  countries  ...  is  to  a  certain  extent  due  to  the  lack  of 
prescriptive  restrictions. 

We  believe  that  if  there  is  to  be  control,  there  should  be  protection  ....  We 
believe  that  management  or  operation  by  a  body  without  any  accountable  responsi- 
bility [i.e.,  regulatory  commissions]  would  be  prejudicial  to  the  best  interests  of  the 
service  and  of  the  public,  and  destructive  .  .  .  .^^ 

By  1910  President  Bell  could  see  the  broad  picture: 

It  is  not  believed  that  this  [integration  of  service]  can  be  accomplished  by 
separately  controlled  or  distinct  systems  nor  that  there  can  be  competition  in  the 
accepted  sense  of  competition. 

It  is  believed  that  all  this  can  be  accomplished  to  the  reasonable  satisfaction  of 
the  public  with  its  acquiescence,  under  such  control  and  regulation  as  will  afford 
the  public  much  better  service  at  less  cost  than  any  competition  or  government- 
owned  monopoly  could  permanently  afford  .... 

.  .   [T]his  "supervision"  should  stop  at  "control"  and  "regulation"  and  not 
"manage,"  "operate"  nor  dictate  what  the  management  or  operation  should  be  ...  . 

If  there  is  to  be  state  control  and  regulation,  there  should  also  be  state  pro- 
tection— protection  to  a  corporation  striving  to  serve  the  whole  community  .  .  . 
from  aggressive  competition  which  covers  only  that  part  which  is  profitable. 

A  public  utility  giving  good  service  at  fair  rates  should  not  be  subject  to 
competition  at  unfair  rates.^^ 

Regulation  is  a  two-sided  coin:  on  one  side  lies  the  aspect  of  public  protection — 
profit  limitations,  the  obligation  to  provide  service  at  nondiscriminatory  rates,  and  so 
forth.  The  other  side  o£  the  coin  bears  the  aspect  of  utility  protection — including  bars 
to  ccmpetitive  entry,  exclusive  franchise,  and  the  right  of  eminent  domain.  With  an 
insight  that  was  to  serve  Bell  corporate  interests  well.  Vail  anticipated  the  limited 
inroads  that  public  regulation  would  make  in  obtaining  the  first  series  of  objectives 
and  the  extensive  benefits  conferred  by  the  second.  Real  power  would  always  rest 
with  those  responsible  for  management  of  telephone  operations,  and  Vail  was  always 
insistent  on  the  distinction  between  "regulation"  and  "management."  Although 
the  program  of  acquiring  independent  properties  was  being  pursued  unabated,  the 

""  1907  AT&T  Ann.  Rep.  18. 
^'  1909  AT&T  Ann.  Rep.  34,  36. 
"  1910  AT&T  Ann.  Rep.  23,  32,  33. 
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combined  objective  o£  "Universal  Service — One  System,  One  Policy"  could  not  be 
achieved  without  political  intervention.  Bell's  response  to  this  limitation  was  the  pro- 
motion of  regulatory  authority  in  utility  commissions. 

The  Bell  System  objective  of  substituting  regulation  for  the  rigors  of  market 
competition  was  met.  In  1910  Congress  enacted  the  Mann-Elkins  amendment  to 
the  Interstate  Commerce  Commission  Act,  a  portion  of  which  conferred  regulatory 
authority  over  interstate  telephone  companies  on  the  ICC.^^  Between  1910  and  1920 
thirty-one  states  established  authority  for  regulating  intrastate  operations  of  tele- 
phone companies.^"* 

The  history  of  the  federal  enactment  is  peculiar  in  that  the  original  legislative 
proposal  was  intended  solely  to  confer  appellate  jurisdiction  over  ICC  decisions 
concerning  railroad  matters  on  a  Commerce  Court.  In  twenty-six  parts  of  the  hear- 
ings before  the  House  Interstate  and  Foreign  Commerce  Committee,  there  is  no  testi- 
mony or  mention  of  the  communications  industry.^^  The  original  bill,  as  reviewed 
by  the  committee,  was  amended  on  the  floor  of  the  House  to  confer  authority  on 
the  ICC  over  "telephone,  telegraph  and  cable  companies. "^^  Representations  of  the 
Bell  System  with  regard  to  this  legislation  were  made  informally.  The  position 
of  the  independent  industry  was  also  favorable,  as  reflected  in  a  letter  from  J.  B.  Ware, 
Secretary  of  the  National  Independent  Telephone  Association,  to  Senator  W.  Alden 
Smith  of  Michigan.^'^ 

It  is  not  unlikely  that  the  Bell  System  shared  the  view  of  Samuel  Insull,  Chicago 
utility  executive,  when  he  told  the  National  Civic  Federation  that  he  preferred  to 
"help  shape  the  right  kind  of  regulation  than  to  have  the  wrong  kind  forced  upon 
[him]."°^  With  clear-minded  dedication,  the  Bell  System  did  "help  shape  the  right 
kind  of  regulation."  During  these  years  it  furnished  legislative  consultants  to  "help 
and  advise"  state  and  federal  legislators  and  to  maintain  continuing  liaison  with 
regulatory  commissioners  and  their  staffs. 

In  the  twenty-four  years  (1910-34)  that  the  ICC  regulated  telephone  companies, 
the  Commission  dealt  with  telephone  rates  in  only  four  cases,  none  of  which  involved 
issues  of  major  importance.  "The  Commission  undertook  no  general  rate  investiga- 
tions; it  acted  only  on  the  basis  of  such  complaints  as  were  brought  before  it.  .  .  . 

^*  Act  of  June  18,  1910,  ch.  309,  §  7,  36  Stat.  544. 

^*  H.R.  Rep.  No.  109,  67th  Cong.,  ist  Sess.  3-4  (1921). 

^^  Hearings  on  Bills  Affecting  Interstate  Commerce  Before  the  House  Comm.  on  Interstate  and  Foreign 
Comrnerce,  6 1st  Cong.,  2d  Sess.   (1910). 

^*  The  legislative  history  of  the  Mann-Elkins  Act  is  filed  in  the  ICC  reference  room. 

^'^  Letter  from  J.B.  Ware  to  Senator  W.  Alden  Smith,  May  20,  1910,  45  Cong.  Rec.  6973-74  (1910): 
"[T]he  Bell  interests  have  in  spots  furnished  service  at  less  than  cost,  and  in  many  instances 

without  cost  for  months,  and  .  .  .  years  .... 

"We  do  not  ask   the  Government  to  fight  our  battles,  but  we  do  ask  for  protection  against 

outrageous   methods   of   warfare   which   are   illegal    and    detrimental   to   the   public   welfare.    .    .    . 

We  are  not  afraid  of  supervision;  we  believe  in  regulation  .  .  .  ." 

°^  Letter  from  Ralph  M.  Easley  to  George  W.  Perkins,  June  9,  1909,  in  J.  Weinstein,  The  Corporate 
Ideal  in  the  Liberal  State:   1900-1918  at  87   (1968). 
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In  the  absence  of  serious  pressure  to  exert  its  power  in  the  communications  field, 
regulation  went  largely  by  default."^^ 

We  have  the  vision  of  hindsight.  President  Vail,  after  four  years  of  operating 
under  the  law,  enlarged  upon  his  regulatory  experience  in  addressing  his  share- 
holders : 

Regulation  and  control  by  commissions  or  business  courts  have  .  .  .  become 
a  permanent  feature  of  our  economic  laws.  .  .  .  The  few  years'  experience  has 
brought  out  prominently  both  good  and  bad  features,  but  it  has  demonstrated  .  .  . 
a  satisfactory  solution  of  the  economic  problems  .... 

Business  courts  .  .  .  will  soon  bring  order  and  security  out  of  the  present 
uncertainty  and  be  a  bulwark  against  future  economic  disturbance. 

.  .  .  [T]he  Bell  System  has  no  cause  for  complaint,  protest  or  criticism  as  to  its 
relations  with  .  .  .  commissions  ....  [RJight  and  reason  have  been  the  controlling 
influences  in  the  conclusions  reached.^" 

IV 

Conclusion 

In  a  sense  all  business  enterprise  is  a  flight  from  competition.  The  penalties  of 
competition — low  or  nonexistent  profits — may  be  avoided  by  superior  efficiency,  by 
product  innovation  or  differentiation,  or  by  attenuation  of  the  competitive  process 
through  control  over  supply  and  price  wielded  monopolistically  or  through  con- 
spiracy or  tacit  understanding  with  competitors.  Confronted  by  the  vigorous  com- 
petitive inroads  of  independent  operating  companies,  the  Bell  System  sought  to 
escape  the  unaccustomed  hardships  of  competition  by  acquiring  competitors,  by 
limiting  their  markets  and  their  services,  and  by  espousing  the  development  of 
governmental  regulatory  functions.  The  public  service  commissions,  which  ultimately 
stabilized  rates  and  earnings,  adopted  the  norms  of  business  policy  urged  by  the 
System  and  imposed  strictures  on  the  "unintelligent  competition."  The  advantages 
thus  gained  by  the  Bell  System  over  its  remaining  competition  have  been  parlayed 
into  a  practically  unassailable  market  position  fortified  by  political  and  legal 
ramparts. 

The  thesis  has  been  posed  that  telephone  competition  during  the  years  1893- 
1920  was  neither  inefficient  nor  costly  but  was,  on  the  contrary,  productive  of 
benefits  sharply  outweighing  its  costs.  It  was  not  just  the  working  out  of  the  com- 
petitive market  prcx:ess  toward  the  emergence  of  inevitable  "natural"  monopoly 
which  destroyed  the  structure  that  permitted  competition  to  flourish  and  its  benefits 
to  be  enjoyed;  it  was  as  much  a  poorly  conceived.  Bell-inspired,  protectionist  regu- 

^®  M.  Fainsod,  L.  Gordon,  &  J.  Palamountain,  Government  and  the  American  Economy  375  (3d 
ed.  1959)- 

^°  1914  AT&T  Ann.  Rep.  47-49. 
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latory  policy  which  failed  to  preserve  such  competition  as  might  usefully  have  served 
the  public  interest.  This  history  is  irreversible  in  that  private  telephone  monopoly  is 
established  and  institutionalized.  In  the  absence  of  advocates  for  countervailing  in- 
terests, the  viewpoint  of  private  monopoly  has  melded  with  and  been  espoused  by 
public  regulatory  authority.  The  contemporary  rationale  for  communications 
monopoly  has  not  moved  far  ahead  of  Theodore  Vail;  the  words  are  different,  but 
results  and  objectives  remain  the  same.  In  the  name  of  "systemic  integrity,"  "econo- 
mies of  scale,"  and  "unitary  planning,"  arguments  have  been  made  for  extending 
the  present  market  and  regulatory  structure.*'^  Yet  over  the  long  run,  dynamic 
technology  may  provide  more  effective  control  over  communication  rates  and 
services  than  unaided  regulation  can  supply.  After  years  of  experience,  regulation 
remains  unproved,  but  the  gratifying  performance  of  the  competitive  market- 
place from  1893  to  1920  has  been  forgotten.  Perhaps,  if  nothing  else,  the  public 
presumption  that  regulation  is  necessarily  inspired  and  informed  by  the  public  in- 
terest can  be  re-evaluated  in  the  light  of  the  history  recalled  above. 

Revolutionary  shifts  in  technology  and  aggressive  innovation  will  be  aborted  if 
they  do  not  receive  the  support  of  thoughtful  public  policy.  The  Presidential 
Task  Force  on  Communications  Policy  has  suggested  that  domestic  communications 
satellite  service  be  treated  as  a  regulated  monopoly.®^  The  Task  Force  maintains 
that  spectrum  shortage  and  the  limited  number  of  orbital  "parking  slots"  necessitate 
a  single,  multiple-purpose  satellite  system.  But  any  policy  must  operate  within 
existing  technical  constraints;  policy  making  only  begins  at  this  stage.  We  must  also 
consider  what  organizational  forms  will  permit  the  greatest  development  of  the  art, 
the  widest  play  of  operating  alternatives,  and  the  most  deliberate  impetus  to  novel 
and  experimental  application  of  satellite  technology.  In  a  sense  we  are  again  at 
the  same  threshold  that  policy  makers  confronted  in  1893  with  the  opening  up  of  a 
new  industry.  Today,  as  then,  policy  decisions  on  market  structure  and  the  respective 
roles  of  competition  and  regulation,  once  made,  cannot  be  easily  reversed. 

"  Task  Force  Report,  supra  note  4,  ch.  6. 

''"Id.  ch.  5.  This  proposal  has  not  been  favorably  received  by  Bell  System  spokesmen.  See  Ashley, 
International  Communications:   What  Shape  to  Come?,  in  this  symposium,  p.  417. 
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Exhibit  4. — Address  "by  SeMstian  A.   Lasher  before  the  International   Com- 
munications Association  Seminar,  Las  Vegas,  Nev.,  January  18,  1974 

Telecom  of  the  Futtjre  (1985-1990) 
From  a  Regulatory  Viewpoint 

Having  accepted  your  invitation  to  discuss  the  future  of  telecommunications 
from  a  regulatory  viewpoint,  I  feel  very  much  like  I  am  in  the  position  of 
John  the  Bajptist.  Now,  there's  no  point  in  asking  John  the  Baptist  what  the 
message  is :  he  hasn't  got  it.  Being  an  honest  man,  he'll  tell  you,  "I  don't 
have  the  message,  but  there's  one  on  the  way,  you  know,  and  I'll  tell  you 
what  to  look  for  so  you  can  spot  it  when  it  comes."  However,  xmlike  John  the 
Baptist,  I  have  no  single  prophet  to  proclaim ;  but  today  I  would  like  to  discuss 
with  you  some  of  the  important  things  to  look  for  because,  depending  on  how 
these  factors  interact  and  these  issues  are  resolved,  the  future  of  telecom- 
munications may  be  drastically  different.  First  of  all,  I  will  touch  on  some  of 
the  thoughts  that  have  convinced  me  that,  right  now  over  the  next  five  years, 
the  time  is  ripe  for  major  change  in  communications  policy.  Then  I  will  try  to 
dig  into  the  attitudes  and  perceptions  which  may  shape  the  regulatory  accom- 
modation to  those  changes. 

The  objective  of  the  Communications  Act  of  1934,  "to  obtain  universal  serv- 
ice at  reasonable  rates,"  has  essentially  been  accomplished.  Over  94%  of  our 
households  and  virtually  100%  of  businesses  have  telephone  service  and  the 
real  costs  for  that  service  measured  as  a  i>ercent  of  average  income  are  lower 
in  the  United  States  than  in  any  other  country.  Consider  for  a  moment  the 
psychology  which  grows  out  of  such  a  situation.  Dick  Gariepy  hit  the  nail  on 
the  head  on  Wednesday  when  he  highlighted  the  temporary  nature  of  public 
appreciation  for  major  technological  achievements  by  asking  how  much  we 
remembered  about  the  U.S.  effort  which  put  men  on  the  Moon.  Who  can  name 
the  fourth  man  to  set  foot  on  the  Moon?  The  major  technological  breakthrough 
of  the  century — ^something  we  all  have  dreamed  of  since  childhood,  Flash 
Gordon  and  till  the  rest,  and  in  a  few  short  years  we  no  longer  appreciate  its 
significance?  How  short  is  the  span  of  public  appreciation?  A  typical  current 
attitnide  might  go  like  this :  "So  we  have  the  best  telephone  service  inl  the 
world,  we  have  the  network;  so  w^hat  else  is  new?"  The  challenge  is  gone  and 
it  seems  to  me  we  need  new  national  objectives  going  well  beyond  those  ex- 
pressed in  1984  to  rekindle  the  excitement  and  public  interest  in  the  com- 
munications industry. 

Added  to  the  fact  that  we  have  outrun  our  stated  national  objective  in  a 
broader  sense,  there  has  been  an  imraistakably  sharp  and  steady  decline  in 
public  confidence  in  onr  social  institutions  which  has  been  reflected  in  all  the 
public  opinion  polls.  This  drop  predates  the  current  Watergate  problems  and 
extends  across  the  whole  spectrum  of  activities ;  all  the  branches  of  Govern- 
ment, organized  religion,  labor,  and  significantly  business.  Daniel  Moynihan 
feels  we  are  now  in  a  period  of  reassessment  of  the  role  of  the  American 
corjwration.  He  further  points  out  that  these  periods  of  reassessment  seem 
to  be  a  cyclical  experience  recurring  about  every  twenty  years.  For  instance, 
in  communications  we  can  recall  the  Kingsbury  commitment  in  1913,  the  estab- 
lishment of  the  FCC  in  1934,  and  the  AT&T  Western  Electric  consent  decree  in 
1956.  It  seems  to  me  that  the  time  is  ripe  again  in  the  mid-70's  for  this  "20 
year  itch"  to  manifest  itself.  I  call  it  a  20  year  itch  because  the  attitudes  that 
surround  it  are  so  similar  to  the  7  year  itch  in  marriage.  Present  arrangements 
tend  to  become  routine,  to  be  "old  hat"  and  we  begin  to  look  toward  niew 
relationships  which  hold  both  promise  and  risk.  In  communications,  this  atti- 
tude might  take  the  form  of  a  reopening  of  the  1956  consent  decree — the  Hart 
subcommittee  may  be  toying  vdth  that  idea  right  now. 

So  we  have  outrun  our  stated  national  objectives  and  are  showing  signs  of 
restlessness  toward  existing  structures.  Thirdly,  confrontation  creates  change. 
I  categorize  the  present  confrontation  into  three  cla.sses.  Very  basically,  the 
first  class  is  confrontations  between  one  section  of  the  government  and  another 
section  of  the  government.  Examples  of  this  government/government  confron- 
tation are  in  the  area  of  the  Federal  regulatory  vs.  State  regulatory  disputes, 
Current  proceedings  in  North  Carolina  and  the  Federal  Commiinications 
Commission   over  interconection   as   well   as   the   NARUC's   court   case   which 
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ehallenge  the  FOC's  specialized  carrier  decision  typify  this  type  of  confronta- 
tion. A  second  broad  class  of  confrontation  would  be  where  branches  of  the 
govemmenit  are  at  odds  with  segments  of  industry.  Yesterday,  Larry  Harris 
of  MCI  covered  this  government/industry  confrontation  quite  thoroughly,  but 
briefly  the  widening  schism  between  the  Bell  system  and  the  FOC  over  the 
role  of  comi)etition,  the  Hart  subcommittee  investigations  into  anti-trust,  and 
the  Department  of  Justice  investigationis  illustrate  this  type  of  confrontation. 
The  final  category  is  where  one  sector  of  the  industry  confronts  another  indus- 
try group.  Typical  examples  are  the  recent  court  case  in  Philadelphia  con- 
cerning systems  interconnection  by  MCI  and  AT&T,  the  emerging  disagreement 
between  Western  Union  and  Bell  as  to  whether  local  distribution  facilities 
should  be  provided  under  tariff  or  by  contract  (intercarrier  agreement),  the 
ITT  private  anti-trust  suit  against  General  Telephone  and  Electronics  in 
Hawaii,  and  Bell's  appeal  to  the  Federal  court  of  OTfeE's  satellite  system 
aipproval.  Certainly,  the  resolution  of  these  conflicts  may  well  profoundly  afiect 
the  future  and  structure  of  the  communications  industry. 

Lastly,  technology  drives  change.  Looking  around  our  society  today — from 
the  tools  of  warfare  to  modern  medicine — the  pace  of  technology  has  far  out- 
stripped our  social  mechanisms  which  put  it  to  use.  And  judging  by  Sol  Buchs- 
baum's  remarks  earlier,  this  gap  is  due  to  get  worse — a  lot  worse.  To  the 
government  regulator,  the  ourrushing  and  ever-increasing  stream  of  tech- 
nology presents  itself  as  more  and  more  applications  and  filings,  but  the 
mechanisms  necessary  to  determine  the  "now  to  put  these  to  use"  questions 
are  so  fast  moving.  Over  30  years  ago  in  Chicago,  we  produced  nuclear  power, 
and  today  we  face  an  energy  crisis.  In  1962,  we  had  communications  satellite 
technology,  and  still  today  not  one  U.S.  domestic  satellite  is  in  orbit.  It  has 
been  well  over  five  years  since  we  could  technically  and  economically  make 
use  of  higher  frequencies  in  the  900  MHz  band  for  mobile  communications, 
and  today  no  authorization  for  such  operation  has  been  made.  The  examples 
are  legend  and  the  problem  is  increasing;  and,  to  use  the  current  jargon, 
regulation  just  isn't  coping.  You  all  know  the  feeling  of  "the  faster  I  go,  the 
behinder  I  get."  How  much  longer  can  we  expect  that  private  entrepreneurs  will 
keep  investing  in  R&D  when  they  must  look  forward  to  a  5-30  year  wait  before 
the  Government  processes  allow  them  to  proceed?  I  must  conclude  that  the 
regulatory  process — the  process  itself — is  in  dire  need  of  streamlininlg.  So  there 
are  at  least  four  reasons  which  convince  me  we  have  been  building  to  a  period 
of  major  change  in  communications:  (1)  need  for  new  national  objectives; 
(2)  the  20  year  itch  syndrome;  (3)  confrontations  which  create  change;  and 
(4)  technology  driving  reform  of  the  regulatory  process. 

Now  let's  consider  some  current  regulatory  approaches  to  accommodate  these 
changes.  First,  I  vpill  consider  the  State  regulator's  response.  I  think  it  is 
necessary  to  note  that  the  press  of  technology  has  not  yet  been  equally  shared 
by  all  regulatory  bodies.  In  the  exchange  areas,  where  local  telephone  service 
is  provided,  there  has  been  very  little  technological  pressure  on  the  State 
regulators.  As  an  example,  the  changes  in  local  service  have  been  slow  and 
evolutionary.  It  is  interesting  to  note  when  considering  local  service  that  the 
electromechanical  switches  whose  basic  design  dates  back  to  about  1900  account 
for  a  significant  percent  of  all  of  those  now  being  produced.  As  Ray  Krause 
puts  it,  "It  is  as  if  Ford  were  still  prodiacing  50  percent  Model  T's,  and  the 
remainder  split  between  1950  and  1974  models."  These  switches  are  connected 
by  copper  wire  pairs  to  end  instruments  which  bear  a  striking  similarity  to 
the  technology  used  by  Alexander  Graham  Bell  in  his  original  installation. 
Now,  I  don't  mean  to  overlook  the  very  important  series  of  product  improve- 
ments that  have  occurred  in  local  plant,  but  product  improvements  can  largely 
be  assimilated  into  an  expanding  system  in  a  phased  and  orderly  way.  Further, 
these  improvements  have  generally  been  originated  by  only  a  few  firms,  those 
aflBliated  with  the  operating  common  carriers. 

However,  with  the  advent  of  multiple  suppliers  of  terminal  equipment  and 
of  a  growing  market  for  data  terminals,  together  with  improvements  in 
common  control  switching  mainly  achieved  by  the  computer  industry,  and  the 
precursors  of  new  distribution  topologies  based  upon  vndelband  digital  "Pierce 
looi>s,"  tlie  relatively  "quiet  life"  of  the  State  regulator  may  undergo  a  radical 
transformation.  This  "quiet  life"  slowly  incorporates  modest  product  improve- 
ments into  the  operational  inventory  and  underwrites  the  opportunity  costs  of 
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more  rapid  progress  by  increasingly  siphoning  revenues  from  the  more  dynamic 
interstate,  long-distance  toll  activity.  We  can  already  see  the  storm  clouds  on 
the  horizon  which  signal  the  impending  Federal-State  jurisdictional  confronta- 
tion. \ 

Let  me  now  turn  to  what  I  view  as  the  FCC's  response  to  the  growing  pres- 
sure to  modernize  and  streamline  its  own  regulatory  process.  I  see  some  moves 
along  two  lines.  The  first  is  to  categorize  the  flood  of  problems  inlto  a  fewer 
number  of  major  policy  issues  and,  through  the  increased  use  of  broader  rule- 
making procedures,  to  "regulate  by  policy."  A  trend  toward  this  method  is 
unmistakable  by  any  student  of  FOO  actions  over  the  past  several  years.  But 
the  teeth  of  regulation  are  still  in  its  role  as  an  adjudicator,  and  there  is  a 
temptation  to  avoid  the  nitty-gritty  details  in  a  broad  rule^making.  Therefore, 
we  see  in  the  broad  Specialized  Carrier  decision  no  pricing  rules — only  that 
competitive  responses  and  prices  should  be  "fair."  The  terms  and  conditions 
of  the  interconnection  of  si)ecialized  systems  with  the  Bell  network  were 
sufficiently  vague  so  as  to  require  later  clarification  in  the  courts  with  attend- 
ant delays.  To  sweep  the  particulars  under  the  carpet  in  the  broad  language 
of  a  decision  is,  in  effect,  to  cause  more  questions,  more  proceedings,  and  more 
regulatory  delay.  While  "regulation  by  i)olicy"  holds  much  promise,  the  iwlicy 
must  be  phrased  in  specific  enough  terms  to  resolve  the  issues  at  stake.  To 
increase  the  si>ecificity  of  the  policy  decisions  is  to  necessarily  limit  the  class 
of  problems  to  which  it  can  apply  or  at  least  to  increase  the  number  of  excep- 
tions to  the  decision  which  require  case-by-case  resolution.  The  second,  and 
I)erhaps  most  imi>ortant,  is  a  trend  to  substitute  comi>etitive  pressures  for 
regulatory  control.  Here,  I  am  reminded  of  a  scene  from  Fantasia  where 
Mickey  Mouse  as  the  Sorcerer's  Apprentice  was  given  a  distasteful  task  of 
cleaning  out  the  laboratory.  Mickey  empowers  the  brooms  to  carry  in  the  water 
and  causes  them  to  multiply  to  complete  the  job  sooner.  Likewise,  the  Coani- 
mission,  the  Apprentice  of  Congress,  in  its  frustration  over  regulating  the 
world's  largest  corporation,  has  empowered  firms  to  compete  and  they  multiply. 
In  Mickey's  case,  things  go  awry  and  he  is  imable  to  stop  or  reverse  the  process 
and  the  multiplying  brooms  all  but  drown  poor  Mickey.  The  final  outcome  of 
the  FCC's  use  of  competition  remains  to  be  seen.  However,  there  are  several 
"real  world"  problems  which  must  be  overcome  for  this  program  to  succeed. 

First,  this  tendency  toward  deregulation  runs  counter  to  a  more  wide-spread 
drift  in  our  society  for  more  and  more  government  intervention  and  regulation 
from  drugs  to  safety  to  environmental  effects  to  advertising  to  employment 
practices  to  wage  and  price  controls. 

A  second  problem  when  substituting  competition  for  regulation,  one  that  I 
alluded  to  earlier,  is  that  it  is  difficult  to  envision  any  groundrules  for  a  free 
and  fair  competition  in  which  one  of  the  competitors  is  burdened  with  a  re- 
quirement to  subsidize  to  any  significant  degr'ee  a  monopoly  service  by  revenues 
collected  from  the  competitive  services.  This  places  the  Federal  regulator  in 
square  opposition  to  the  current  attitudes  of  the  state  regulator. 

Also,  moves  toward  increasing  competition  have  been  met  by  resistance 
from  the  Bell  system  itself.  The  AT&T  has  grown  accustomed  to  its  regulated 
monopoly  status  over  the  past  forty  yeans,  and  it  is  not  easy  to  jtermeate  the 
entire  organization  of  1  million  employees  with  new  and  unfamiliar  methods. 
Here,  let  me  draw  an  analogy  to  another  large  American  industry  that  has 
undergone  grave  managerial  troubles  because  of  changing  special  relationships 
with  government.  It  has  been  encouraged  to  price  on  a  cost-plus  basis,  it  has 
accepted  govertimental  intervention  in  its  financing,  in  setting  specifications 
for  its  outputs,  and  in  its  pricing  and  setting  of  profit  levels.  It  has  even  had 
a  government  agency  determine  its  accounting  systems,  and  this  has  resulted 
in  very  poor  cost  information  and  control.  This  industry  has  found  it  very 
difficult  to  diversify  into  comi)etitive  markets  because  of  its  long-term  accom- 
modations to  the  above  intrusions  and  its  resulting  isolation  in  a  specialized 
industrial  sub-culture.  Much  as  it  now  is  in  vogue  to  draw  analogies  with 
the  railroads,  the  industry  I  have  described  here  is  the  aerospace  industry. 
Aerospace  firms  which  have  had  success  in  diversifying  into  competitive 
markets  have  generally  applied  liberal  transfusions  of  outside  management 
with  competitive  experience,  and  have  inevitably  adopted  rigorous  cost  ac- 
counting systems.  However,  to  date.  Bell  employment  practices  discourage 
hiring  outside  management  talent,  and  progress  on  improving  cost  accounting 
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seems  very  slow.  It  is  no  wonder  that  the  Bell  system  would  find  it  easier 
to  resist  competitive  inroads  than  to  undergo  the  major  organizational  changes 
which  would  be  necessary  to  accommodate  the  rigors  of  the  competitive 
marketplace. 

A  final  hurdle  that  the  F(X!  must  overcome  to  stimulate  competition  is  to 
I'emove  its  traditional  emphasis  on  a  legalistic  approach  and  on  theoretical 
reasoning  concerning  what  in  principle  would  be  beneficial  to  the  public,  and 
to  give  increasing  importance  to  an  explicit  concern  with  the  hard  realities  of 
economic,  operational,  and  institutional  reactions  by  industry.  Did  the  Domes- 
tic Merger  Act  of  1943,  which  permitted  Western  Union  and  Postal  Telegraph 
to  merge,  actually  result  in  the  realization  of  the  intended  objective  to  create 
a  second  firm,  apart  from  Bell,  which  could  realistically  compete  for  the 
nationwide  communications  market?  Did  the  private  point-to-point  microwave 
decision  (above  890)  actually  result  in  the  realization  of  communications'  in- 
tended objective  when  measured  by  the  growth  rate  of  installed  private  systems 
before  and  after  the  time  of  the  decision?  Did  the  Communications  Satellite 
Act  achieve  the  objective  of  this  new  technology  when  measui^  by  subsequent 
overseas  communications  tariffs  and  reliability?  Did  the  exclusion  of  AT&T 
from  international  re<'ords  service  in  the  TAT-IV  decision  result  in  public 
benefits  from  competition  when  measured  by  the  charges  for  international 
public  message  service  before  and  after  the  decision?  The  task  of  translating 
the  opportunity  to  compete  into  the  financial,  managerial,  and  technical  ca- 
pacity to  compete  is  indeed  a  formidable  one.  But  despite  these  drawbacks, 
increased  competition  has  its  advantages.  I  will  not  dwell  on  the  classic  and 
important  eflBciency  objectives  cited  by  economists.  Rather,  I  will  suggest  a 
political  rationale.  Set  in  an  environment  where  there  is  a  declining  public 
confidence  in  its  institutions,  relying  upon  an  adversary  process  to  resolve 
very  complex  issues  in  which  competing  and  untried  technologies  converge 
with  differing  social  and  managerial  philosophies  is  not  conducive  to  decisive 
judgment  especially  in  a  collegial  or  committee  forum.  Indecision  begets  delay 
and  criticism,  rather  than  centralized  decision  mechanisms  in  which  the  regu- 
lator acts  as  a  representative  of  the  public  and  where  he  is  constantly  beset 
by  protestations  of  the  public  who  perceive  a  disadvantage  in  particular 
rulings.  An  alternative  which  somehow  passes  the  harder'  decisions  on  must 
hold  attraction  for  our  regulators.  It  has  been  suggested  that  "the  Govern- 
ment should  encourage  competition  or  regulation  not  so  much  to  control  the 
behavior  of  corporations  as  suppliers  of  services,  but  to  guarantee  to  the 
consumer"  the  opportimity  to  exercise  his  own  decision  as  to  what  he  needs 
and  wants."  The  operative  phrase  "to  exercise  his  own  decision"  highlights 
the  political  insight  in  this  suggestion. 

In  summary,  I  have  attempted  to  look  at  the  future  of  telecommunications 
from  a  regulator's  point  of  view.  The  time  seems  ripe  for  major  change  over 
the  next  few  years.  The  engine  of  technology  is  driving  the  federal  regulator 
up  the  wall,  and  recent  development  indicate  that  the  "quiet  life  of  State 
regulators  may  be  ending.  The  FCiC  would  like  to  pass  along  the  hard  deci- 
sions to  you  and  to  the  body  of  other  customers  through  the  introduction  of 
competition.  This  is  not  an  easy  task  for  many  reasons.  Its  eventual  success 
depends  in  no  small  part  on  the  response  of  you  in  this  room— the  customers. 
In  sum  then,  the  future  telecommunications  from  a  regulator's  point  of  view 
can  be  almost  anything  that  you  as  customers  want:  Do  yoti  know  what  you 
want?  And — will  you  speak  out?  I  hope  so;  the  next  five  years  may  be  critical, 
for  this  is  the  period  of  the  "20  year  itch"  where  the  opportunities  of  change 
seem  to  outweigh  the  risks  of  change  in  telecommunications. 


Exhibit  5. — Correspondence  Between  Senator  Hruska  <md  The  White  House 
Re  Testimony  of  Clay  Whitehead 

July  25,  1974. 

Hon.  Kenneth  R.  Cole,  Jb. 
The  White  House, 
WashAngton  ,D.C. 

Dear  Mb.  Cole:  On  July  9,  1974,  Dr.  Clay  T.  Whitehead.  Director  of  the 
Office  of  Telecommunications  Policy,  testified  before  the  Subcommittee  on 
Antitrust  and  Monopoly  of  the  Committee  on  the  Judiciary  of  the  United 
States  Senate.  In  his  prepared  statement.  Dr.  Whitehead  set  forth  his  views 
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with  regard  to  a  number  of  issues  affecting  the  structure  of  the  nation's 
domestic  communications  industry.  In  response  to  a  question  from  Senator 
Hart  as  to  whether  his  statement  reflected  the  position  of  the  Administration, 
Dr.  Whitehead  said,  "not  as  to  specifics"  but  that  the  statement  had  been 
cleared  by  the  OflSce  of  Management  and  Budget.  Later  Dr.  Whitehead  stated 
that  the  "thrust"  of  his  statement  did  constitute  the  Administration's  position. 

The  Islew  York  Times  for  July  10,  1974,  canned  a  front  page  story  reporting 
on  Dr.  Whitehead's  testimony.  This  story  bore  the  headline  captions,  "White 
House  Aide  Criticizes  A.T.&T."  and  "Administration  Hits  A.T.&T.  As  Trying 
to  Extend  Monopoly."  The  tfew  York  Times  story  contained  the  following: 

"The  Nixon  Administration  criticized  the  American  Telephone  and  Telegraph 
Company  today  for  using  its  iK>wer  to  persuade  the  Government  to  extend 
its  monopoly  in  communications. 

"Clay  T.  Whitehead,  director*  of  the  White  House  oflSce  of  telecommunications 
policy  made  the  criticism  in  a  statement  that  had  been  cleared  by  both  the 
Justice  Department  and  the  Office  of  Management  and  Budget. 

"  'It  is  unbecoming  for  a  company  the  size  and  stature  of  A.T.&T.  to  use  its 
legal,  political  and  economic  power  to  extend  its  monopoly  by  government 
fiat  to  areas  where  monopoly  is  not  called  for,'  Mr.  Whitehead  told  the  Senate 
Antitrust  and  Monopoly  Subcommittee. 

"  'In  my  judgment,'  he  added,  'the  Government  cannot  let  such  an  effort  go 
unnoticed  or  unchecked.'  " 

In  view  of  the  statements  by  Dr.  Whitehead  during  his  testimony  and  the 
reporting  of  his  testimony  by  the  Netv  York  Times,  it  would  be  helpful  to  have 
your  views  as  to  whether  his  statement  as  presented  to  the  Subcommittee  re- 
flected the  considered  position  of  the  Administration  on  the  issues  which  he 
discussed.  It  would  be  helpful  to  have  your  response  on  this  point  before  the 
Subcommittee  resumes  its  hearings  on  Tuesday,  July  30,  1974. 

With  kind  regards. 
Sincerely, 

Roman  L.  Hruska, 
U.S.  Senator,  Nebraska. 

The  White  House, 
Washington,  July  29,  197^. 
Hon.  Roman  L.  Hruska, 
U.S.  Senate,  Washington,  B.C. 

Dear  Senator  Hruska  :  I  am  writing  in  response  to  your*  letter  to  Ken 
Cole  of  July  25,  1974,  regarding  the  Administration's  views  on  S.  1167,  the 
Industrial  Reorganization  Act,  and  more  speciflcally  the  views  expressed  by 
Dr.  Whitehead,  Director  of  the  Office  of  Telecommunications  Policy,  in  testi- 
mony before  your  Committee  on  July  9th. 

As  Dr.  Whitehead  indicated  in  his  testimony,  the  speciflc  vie^vs  he  expressed 
were  his  own  and  not  those  reflecting  a  considered  position  of  the  Administi^- 
tion. 

I  hope  this  serves  to  clarify  any  confusion  that  may  have  resulted  from 
Dr.  Whitehead's  testimony. 
Sincerely, 

Roy  L.  Ash. 

Senator  Hart.  Our  next  witness  is  Mr.  Robert  La  Blanc.  Mr. 
La  Blanc,  you  may  proceed. 

STATEMENT  OF  ROBERT  E.  LA  BLANC,  SALOMON  BROTHERS,  NEW 
YORK,  N.Y.,  ACCOMPANIED  BY  WIN  HIMSWORTH 

Mr.  La  Blanc.  Thank  you,  Senator.  I  would  like  to  introduce  my 
associate  from  Salomon  Bros.,  Mr.  Win  Himsworth.  I  would  like  to 
comment  if  I  may  on  the  consequences  of  tlie  proposals  made  last 
year  before  the  subcommittee  to  break  up  the  Bell  System,  including 
divestiture  of  Western  Electric  and  the  divestiture  of  the  operating 
companies,  and  a  separate  Bell  Telephone  Laboratories  as  well  as 
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the  consequences  that  the  separation  of  these  units  of  the  Bell  System 
would  have,  particularly  as  it  applies  to  the  stockholders. 

I  believe  that  there  would  be  no  benefit  in  suoh  a  divestiture  to  the 
AT&T,  shareholders,  and  almost  certainly  this  would  not  bring 
any  benefit  to  the  over  70  million  Bell  System  customers  whose  cost 
of  sendee,  I  believe,  wou'ld  increase. 

I  also  believe  the  operating  telephone  companies,  separated  trom 
A.  T.  &  T.,  and  having  lost  the  cost  advantage  inherent  m  present 
vertical  integration,  would  not  be  any  better  oflf. 

In  addition  I  feel  it  is  highly  doubtful  that  the  comiwnents,  that 
is  Western  Electric,  Long  Lines,  Bell  Telephone  Laboratories,  once 
divested  would  be  able  to  adhieve  the  glamour  stock  status  the  previ- 
ous witnesses  have  stressed.  Even  if  they  were  able  to  do  so  I  believe 
there  would  be  a  substantial  cost  to  the  70  million  Bell  System 
p  n  ^i^oTVio  i*s 

I  therefore  feel  that  the  proposals  would  not  'be  well  founded.  I 
would  like  to  take  a  minute,  if  I  can,  to  quickly  summarize  my  testi- 
mony rather  than  go  through  and  read  it  all. 

Senator  Hart.  If  you  can  summarize  it,  fine.  We  wiU  order  it 
printed  in  the  record  in  full.  i  -i  •    i 

[The  complete  statement  of  Mr.  La  Blanc  appears  as  exhibit  1  at 
the  end  of  his  oral  testimony.] 

Senator  Hruska.  Mr.  La  Blanc,  I  presume  you  are  guided  by  your 
statement  in  your  remarks.  Would  you  indicate  the  page  you  are 
reading  from,  so  we  can  follow  and  keep  up  ?  •        i-  -u 

Mr.  La  Blanc.  Fine.  I  am  on  page  4,  Senator.  I  am  just  high- 
lighting it. 

Senator  Hruska.  I  understand.  We  can  help  the  highlighting 
process  if  we  can  follow  the  tables  and  references. 

Mr.  La  Blanc.  I  am  under  the  heading  "Western  Electric"  on 
page  4.  Previous  testimony  has  characterized  Western  Electric  as 
operating  on  its  own  as  a  glamour  company.  We  would  note  that  m 
order  for  Western  Electric  to  become  a  glamour  growth  stock,  its 
performance  in  terms  of  both  return  on  equity  and  earnings  growth 
would  have  to  'be  substantially  improved. 

If  you  note  on  table  1  we  have  a  listing  of  glamour  growtli  stocks. 
The  quickest  and  easiest,  means  of  raising  the  return  on  equity  from 
the  10.4  percent  achieved  by  Western  Electric  over  the  5-year  period 
would  be  to  increase  the  sales  prices  of  its  products.  This  would  re- 
quire a  general  price  increase  of  11  percent  which,  in  turn,  would 
result  in  an  increase  in  both  the  current  and  future  costs  to  the 
operating  companies  which  would,  therefore,  find  themselves  in  the 
difficult  ix>sition  of  earning  less  on  a  greater  investment. 

I  point  out  that  the  companies  would  be  forced  to  apply  to  State 
and  Federal  regulatory  authorities  to  increase  telephone  rates.  This 
increase  would  fall  on  the  broad  spectrum  of  consumers. 

Because  such  rate  proceedings  take  considerable  time  to  plead, 
generally  making  inadequiate  adjustments  for  inflation,  there  would 
not  only  be  a  long  lag  period  during  whicli  earnings  would  be  ad- 
versely affected,  but  the  uncertainty  that  profit  levels  would  be  ade- 
quate even  after  rate  proceedings  were  completed  is  certainly  m 
doubts 
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Inadequate  earnings  put  service  levels  in  jeopardy  and  miake  it 
increasingly  cost.ly  for  the  companies  to  finance  large  construction 
programs  needed  to  provide  for  growth  in  demand.  Thus,  with  the 
inevitable  decreases  in  profits  it  is  difficult  to  see  how  shareholders 
could  benefit  if  Western  were  to  adhieve  a  g'lamour  status. 

What  is  clear,  however,  is  that  the  higher  prices  for  telephone 
service  would  almost  surely  result,  and  this  could  not  possibly  be 
considered  a  benefit  to  users  for  telephone  service. 

There  are  other  ways  for  Western  Electric  to  improve  their  return 
on  equity  and  profits  to  achieve  glamour  status  other  than  raising 
prices.  Another  possibility  would  be  to  expand  the  sales  volimie  so 
as  to  increase  earnings  growth  to  match  the  earnings  per  share 
growth  achieved  by  the  glamour  stocks.  Converting  Western  Elec- 
tric's  net  income  for  the  5 -year  period  from  1967  to  1972  to  a.  com- 
parable earnings  per  share  basis  that  gives  recognition  to  the  Bell 
System  equity  investments  made  during  that  period  yieilds  a  5-year 
compound  growth  rate  of  11.2  percent.  If  Western  Electric  were  to 
have  achieved  the  14.8  percent  growth  rate  achieved  by  the  average 
glamour  growth  stock  we  estimate  that  its  sales  volume,  in  1972, 
would  have  to  have  been  18  percent  higher  than  was  actually  realized. 
If  you  used  1973  figures,  the  figures  would  be  over  30  percent  that 
they  would  have  had  to  increase  their  sales  volume. 

This,  we  think,  would  cause  major  problems,  tremendous  increase 
in  investment,  certainly  a  larger  marketing  force,  larger  sales  force, 
tremendous  investment  in  plant,  equipment,  and  inventories;  and 
frankly  I  doulbt  if  they  could  achieve  the  profit  levels  the  glamour 
stocks  have  achieved  with  the  added  investment  and  current  expenses 
they  would  incur, 

I  point  out,  on  page  7,  that  it  is  doulbtful  in  my  mind  that  compe- 
tition would  be  stimulated  by  Western  Electric  aggressively  at- 
tempting to  expand  its  market  share  at  the  expense  of  other 
manufacturers. 

It  is  difficult  for  me,  looking  at  Western  Electric's  pricing  struc- 
ture, which  generally  is  between  GO  and  70  percent  of  the  general 
trade  price,  to  assimie  that  they  would  not  be  able  to,  in  essence, 
crush  out  the  other  companies  that  were  in  the  field. 

That  certainly  raises  some  very,  very  interesting  questions  as  to 
what  benefit  this  competition  would  achieve.  On  page  8  I  point  out 
that  I  feel  that  a  divestiture  of  Western  Electric  would  have  serious 
consequences  on  the  profitability  of  operating  companies,  assmning 
Western  would  have  to  raise  their  prices  in  order  to  achieve  their 
glamour  status. 

I  would  like  to  note  that  on  page  9,  in  the  middle,  I  refer  to  the 
price  earnings  multiples  that  the  independent  telephone  companies 
achieved,  and  it  is  referred  to  as  13.2.  Tliat  figure  is  incorrect.  It 
should  be  13.7.  I  would  like  it  noted  in  the  record  that  there  is  a 
mistake  there. 

Basically  the  proposals  made  by  two  previous  witnesses  in  assess- 
ing the  effects  on  the  A.  T.  &  T.  shareholders  of  sudh  a  divestiture 
propose  that  the  Bell  companies,  once  divested,  would  achieve  the 
same  types  of  price  earnings  multipliers  that  the  independent  tele- 
phone companies  achieve. 
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I  have  attemrpted  to  prove,  with  my  table  3,  that  I  doubt  very, 
very  seriously  whether  the  telephone  companies,  operajtmg  mde- 
pendently  from  A.  T.  &  T.,  could  achieve  comparable  earnings  multi- 
j^liers  without  achieving  comparable  earnings  per  share  growth  and 
comparable  returns  on  equity.  , 

As  table  3  shows,  the  independents  have  averaged  higher  growth 
rates  and  considerably  higher  returns,  and  if  these  Bdll  compani^ 
were  to  achieve  the  multipliers  they  would  have  to  raise  their  tariff 
rates  accordingly  to  achieve  those  higher  returns. 

Again  that  puts  an  added  squeeze  on  the  70  million  Bell  System 
customers.  I  doubt  very  seriously  then  that  there  is  any  real  ad- 
vantage in  seeing  the  Bell  System  operating  companies  divested. 

I  doubt  seriously  whether  these  companies  would  achieve  the  same 
status  as  the  independent  telephone  companies  do  unless  tlhey,  in  turn, 
Eichieve  tlie  same  earnings. 

As  I  point  out  on  pa^  11, 1  also  feel  very  strongly  that  there  is  no 
advantage  in  an  independent  Long  Lines  operation,  that  the  plan- 
ning, that  the  exchange  of  facilities,  that  the  close  working  relation- 
ship, and  that  the  partnership  that  exists  between  Long  Lines  and 
the  other  members  of  the  Bell  System  are  the  reasons  why  it  is  such 
a  good  business  today.  But  divested  from  the  Bell  System  I  feel 
very  strongly  it  would  not.  have  those  inherent  advantages. 

On  page  12, 1  point  out  that  I  doubt  seriously  whether  a  separated 
Bell  Telephone  Laboratory  could  become  a  viable  entity.  It  would 
necessarily  have  to  change  its  charter  as  to  the  type  of  research  and 
development  it  does.  That  would  cause  a  profit  motivated  research 
geared  toward  specific  products  that  would  be  available  to  the  public 
in  a  short  enough  period  of  time,  tliat  those  profits  could  be  seen  by 
the  shareholders  of  Bell  Telephone  Laiboratories.  ^  ^^ 

I  doubt  very,  very  seriously  whether  a  generalized  "think  tank' 
could  exist  in  a  profetable  mode  and  still  provide  the  same  benefits 
that  Bell  Laboratories  has  provided  in  the  past. 

It  is,  therefore,  my  opinion  that  the  forced  divestiture  of  Western 
Electric  and  Bell  Telephone  LaJboratories  and  the  creation  of  inde- 
pendent operating  companies  and  independent  Long  Lines  would 
not  benefit  the  stockholders  of  American  Telephone  today. 

Senator,  I  would  be  happy  to  answer  any  questions  that  you  might 
have. 

Senator  Hart.  That  was  a  real  summary. 

Mr.  La  Blanc.  I  tried  to.  I  know  your  time  is  very  valuable. 

Senator  Hart.  Even  if  you  went 'into  full  detail,  everybody  knows 
when  you  are  in  this  area,  it  is  difficult.  I  am  especially  grateful  for 
the  summary. 

I  have  just  one  question :  This  relates  to  the  kind  of  experience  that 
even  those  people  in  communications  can  get  a  handle  on. 

It  has  to  do  with  the  experience  in  Canada  where  a  telephone  com- 
pany sold  stock  to  the  pulblic  of  its  captive  supplier.  Now  as  I  under- 
stand it.  Bell  Canada  sold  10  percent  of  its  stock  in  Northern  Elec- 
tric, and  that  stock  came  out  at  $15  last  December.  It  now  is  trading 
at  $24.  That  is  a  P.E.  ratio  of  11. 

It  now  trades  at  $24,  or  17  times  its  1972  earnings. 
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What  happened  to  the  common  stock  of  Bell  Oanada :  that  stock 
jumped  from  $39  to  $44.  Now  why  isn't  that  a  good  signal  as  to 
what  would  happen  if  you  did  the  same  thing  here  with  Western? 

Mr.  La  Blanc.  Let  me,  for  one,  correct  some  of  the  things  you  said, 
Senator.  We  are  familiar  with  Bell  Oanada.  I  am  very  close  to  the 
situation.  The  offering  was  made  at  the  time  at  $15  a  share,  w<hich 
based  on  12  months'  earnings  at  the  time  amounted  to  about  a  12- 
times  multiple. 

The  stock  is  currently  selling  at  $21  a  share,  which  amounts  to  a 
price  earnings  ratio  of  about  12  times  the  last  12  months'  earnings. 
The  stock  of  the  parent  company  jumped  from  $39  to  $44.  It  has 
since  by  the  way  come  back  down  to  $40.  The  price  improved  not 
because  of  the  sale  of  Northern  Electric  by  Bell  Oanada,  I  might 
point  out,  but  it  is  felt  by  most  oibjective  market  observers  that  it 
popped  because  of  an  energy  situation  that  we  had  here  which,  in 
turn,  focused  on  the  Oanadian  market,  and  the  Canadian  economy ; 
with  5  percent  growth  this  year  in  real  GNP,  estimated ;  with  a  very 
strong  currency,  an  economy  that  is  natural-resource  and  energy  self- 
sufficient.  This  caused  the  entire  Toronto-Montreal-Vancouver-Briti^ 
Columbia  Stock  Exchange  to  imdergo  a  rather  substantial  rally. 

Bell  Canada,  serving  70  percent  of  the  Oanadian  population,  very 
obviously  benefited  because  of  that.  Second,  there  is  a  vastly  differ- 
ent situation  in  my  mind  between  Bell  Canada  selling  10  percent  of 
its  stock,  retaining  90  percent,  and  therefore,  control  of  the  company 
and  control  of  what  the  company  does  and  how  it  does  and  how  it 
devotes  its  resources  and  the  divestiture  of  Western  Electric. 

The  two  are  not  comparable.  Senator.  If  you  propose  to  me  that 
A.  T.  &  T.  spin  off  10  percent  of  its  Western  Electric  shares  that 
would  be  comparable.  If  you  propose,  to  me  tlhat  100  percent  of 
Western  Electric  be  divested  and  therefore  be  an  independent  com- 
pany without  the  coordination  of  A.  T.  &  T.'s  guidance,  the  research 
and  development  from  Bell  Laiboratories,  then  I  have  to  disagree 
with  you,  sir. 

Senator  Hart.  Is  it  the  control  that  would  be  retained  by  A.  T.  & 
T.? 

Mr.  La  Blanc.  It's  the  control  that  Bell  Canada  maintains  of 
Northern  Electric. 

Senator  Hart.  I  guess  I  am  relating  that  to  A.  T.  &  T.  and  Western. 

You  say  it  would  be  one  thing  to  suggest  divesture  of  10  percent 
of  Western  by  A.  T.  &  T.  Is  it  a  51-49  ? 

Mr.  La  Blanc.  Yes,  sir. 

I  have  no  doubt  you  could  spin  out  up  to  49  percent  of  it.  It  might 
be  a  way  of  raising  money. 

If  you  use  the  same  multipilier  figures,  tlhough,  that  Bell  Oanada 
did  in  spinning  out  Northern  Electric  you  would  find  it  would  enaible 
the  Bell  System  today  to  raise — let's  see :  profits  last  year  of  Western 
Electric,  49  percent  ownership  of  that,  maybe  you  could  raise  $1 
billion  to  $1.5  billion  that  way. 

You  could  probably  raise  about  one-third  of  what  the  Bell  System 
needs  in  external  financing  during  any  particular  year;  and  you 
would  be  raising  that  at  the  12  times  multiple  rather  than  the  8  times 
multiple  the  stock  is  trading  at  now. 
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I  frankly  don't  see  there  is  any  tremendous  benefit  in  doing  it 
that  way. 

Senator  Hart.  I  said  I  had  only  one  question.  Your  answer  suggests 
that  you  may  be  able  to  help  us  on  one  other  asipect. 

I  take  it  that  not  only  you,  but  Salamon  Brothers  itself  specializes 
in  communications? 

Mr.  La  Blanc.  Yes,  sir.  We  specialize  in  communications  financing. 
Our  last  fiscal  year  we  underwrote  11  major  bonds  issues  for  com- 
munications companies,  Bell  and  the  independents.  We  have  worked 
in  the  past  as  financial  advisers  to  some  of  the  newly  emergirng 
specialized  common  carriers. 

In  our  trading  area,  we  trade  securities,  bonds  in  particular,  of  the 
communications  companies  that  equate  to  between  15  and  20  percent 
of  all  the  bonds  outstanding  in  any  given  year.  We  trade  at  least  15 
to  20  percent  of  the  $30  billion  of  coromunications  bonds  that  are 
outstanding. 

Senator  Hart.  Then  you  may  have  been  here  when  Mr.  Whitehead 
was  testifying.  He  said  that  he  had  very  little  doubt  that  the  recent 
aggressive  campaign  of  A.  T.  &  T.  and  other  telephone  companies 
to  declare  a  moratoriimi  on  competition  would  happen. 

There  is  little  doubt  the  recent  aggressive  campaign  by  A.  T.  &  T. 
and  other  telephone  companies  declaring  a  moratorium  on  competi- 
tion would  have  a  deleterious  effect  on  the  development  of  new  com- 
munications services  by  slowing  the  infusion  of  capital. 

Have  you  sensed  such  difficulty  ? 

Mr.  La  Blanc.  If  I  understand  the  thrust  of  your  question,  in 
advising  the  commmiications  companies  that  we  speak  to  fairly  fre- 
quently, we  have  fomid  something  that  iSenator  Hruska  referred  to 
before;  and  that  is  that  there  is  a  tremendous  reluctance  on  the  part 
of  investors  to  invest  in  an  enterprise  where  there  is  no  assurance  on 
their  part  that  they  will  have  any  portion  or  piece  of  the  market. 

The  analogy  that  you  used  before,  Senator,  of  building  a  refinery 
without  assurance  of  adequate  supply  of  crude  also  works  very  well 
in  the  commimications  industry. 

One  of  the  major  reasons,  I  believe,  that  we  have  not  gotten  much 
response,  for  example,  in  the  way  of  domestic  satellite  offerings  on 
the  part  of  any  of  the  major  companies  that  went  in  initially  all 
fired  up  with  enthusiasm  about  putting  up  a  domestic  satellite,  has 
been  that  they  are  unable  to  raise  capital  to  do  that  because  people 
say,  Weill,  what  are  you  going  to  put  on  it?  What  communications? 
Wliat  is  your  source  of  commim:ications  ? 

There  is  really  very  little  that  you  can  assume.  The  market  on  the 
surface  looks  to  be  extremely  promising.  But  when  you  sit  down  and 
try  to  figure  out  how  you  are  going  to  serve  that  market  better  than 
it  is  being  served  today,  serve  that  market  more  economically  to  the 
user  than  it  is  being  served  today,  it  is  very  difficult  to  come  up  with 
enoug^h  potential  market  to  justify  an  investor  risking  his  dollars. 

That  is  really  the  problem. 

'Senator  Hruska.  Would  the  Senator  yield  ? 

In  the  oase  of  the  refinery  it  is  a  two-way  street,  isn't  it? 

The  investor  would  want  to  know  there  is  enough  crude  to  keep 
that  refinery  busy.  He  would  also  want  to  know  there  is  an  ample 


3020 

supply   of  strategically   looaited   distributors   and   dealersMps   and 
retail  outleits  to  consume  the  product  that  comes  out  of  that  refinery  ? 

Mr.  La  Blanc.  Senator,  I,  like  Tom  Whitehead,  am  more  versed 
in  communications  than  I  am  in  petroleum ;  but  in  the  provision  of 
communications  over  a  given  distance  between  two  parties,  you  must 
have  a  supplier  at  one  end  and  a  receiver  at  the  other. 

Nobody  hires  one  end  of  the  communications  line  unless  he  already 
has  somebody  he  wants  to  talk  to.  The  analogy  with  a  pipeline  not 
only  applies  to  the  crude,  and  the  receiver,  but  it  already  is  a  matter 
of  established  fact  so  far  as  communications  are  concerned,  because 
noibody  is  just  going  to  hire  one  end  to  talk  to  himseil'f . 

He  already  has  to  have  somebody  on  the  other  end. 

This  is  one  of  the  tremendous  advantages  that  we  have  tod'ay  in  the 
communications  system  that  we  have.  That  is  that  the  standards  that 
were  set  up  and  that  have  evolved  over  the  past  hundred  years  means 
tihiat  virtually  anybody  on  one  end  of  the  communications  system 
can  talk  to  anybody  else  on  the  other  end  of  the  communications 
system,  because  there  are  standards. 

That  is  one  of  the  difficulties  that  you  nm  into  w^hen  you  consider 
a  free,  open  interconnection  of  equipment ;  that  is,  will  the  standards 
be  the  same  on  both  ends?  Will  the  signa;l  levels  be  the  same  on  both 
ends  ?  Will  the  maintenance  be  the  same  on  both  ends? 

It  is  not  exactly  the  same  analogy  as  turning  on  your  electric  light- 
bulb.  In  that  case  you  are  taking  from  the  line,  but  you  are  not  put- 
ting anything  back  in  that  affects  your  next-door  neighbor. 

In  communications  you  are  not  only  receiving  information  but  you 
are  giving  it  back  out.  If  your  signal  level  is  low,  for  example,  and 
the  other  person  can't  hear  you  and  he  calls  the  company  and  says, 
"I  can't  hear  him,"  the  telephone  company  doesn't  know  whether  it 
is  their  equipment  or  whether  it  is  getting  a  proper  signal. 

The  only  way  it  knows  it  is  getting  a  proper  signal  is  with  the 
estaiblishment  of  standards. 

Senator  Hruska.  Maybe  they  would  go  to  court  and  resolve  that 
controversy.  And  in  the  meantime,  no  customer  can  hear. 

Mr.  La  Blanc.  And  in  the  meantime  who  bears  the  expense  of  the 
court  battles?  It  is  the  70  million  customers  of  the  Bell  system. 

Senator  Hruska.  Thank  you. 

On  page  11,  Mr.  La  Blanc,  you  say  the  reason  that  the  Long  Lines 
have  been  successful  is  the  close  working  relationship  ^between  Bell 
Laboratories  and  Western  Electric  to  meet  the  needs  of  long-haul 
communication  users  at  prices  that  are  suitable  and  acceptable. 

Now  you  say  further : 

These  benefits  have  been  made  possible  only  by  this  partnership  and  system 
design,  development,  man^lfactu^e,  and  installation  inherent  in  vertical  inte- 
gratiooi. 

Can  those  items  of  system  design,  development,  manufacture,  and 
installation  be  achieved  without  the  mechanism  of  a  vertical  inte- 
gration ?  Is  it  likely  that  that  could  be  achieved  ? 

Mr.  La  Blanc.  In  my  opinion.  Senator,  no.  I  worked  in  the  past 
for  the  Long  Lines  Department  of  A.  T.  &  T.  I  worked  in  the  past 
for  the  New  Yorik  Telephone  Co.,  an  operating  company. 
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I  had  the  opportunity  to  see  the  olose  working  relationship  be- 
tween the  two.  Also  I  spent  considerable  time  working  at  Bell  Tele- 
phone Laboratories. 

Wliat  I  meant  by  the  close  integration  of  Bell  Laboratories  in 
design,  Western  in  manufacture,  and  the  Long  Lines  and  the  operat- 
ing companies  working  together  was  the  fact  that  often  decisions  that 
are  made  in  systems  design  are  decisions  that  are  made  by  systems 
tlliat  will  be  in  use  5  years  or  10  years  hence,  and  that  will  require 
the  obsoleting  of  certain  pieces  of  equipment;  will  require  the  re- 
pilacement  and  reuse  in  other  locations  of  equipment;  will  require 
miajor  economic  studies  as  to  how  these,  will  be  done  and  how  these 
will  be  accomplished  with  the  minimum  amount  of  disruption. 

When  you  consider  what  would  happen  if  each  of  the  operating 
companies  were  an  index)endent  company,  with  its  own  investment 
which  it  had  to  protexjt,  and  long-haul  transmission  of  information 
was  provided  by  a  separate  company  with  an  investment  that  it  was 
protecting,  the  planning  function,  the  manufacturing  function,  the 
systems  design  function  would  necessarily  be  a  year-to-year  thing. 

You  only  need  to  realize  how  long  it  takes,  for  example,  for  stand- 
ards to  get  promulgated  throughout  the  CCITT,  or  through  any 
of  the  other  vc^limtary  mechanisms  that  exist  worldwide  in  com- 
munications to  realize  how  difficult  it  is  to  really  produce  innovation 
in  a  very  complex  system  without  a  common  economic  ownership  that 
says,  "Yes,  I  may  ibe  obsoleting  a  piece  of  equipment  that  is  only  7 
years  old,  but  in  the  long  haul,  in  the  long  pull,  it  will  be  more  eco- 
nomical to  do  that." 

You  cannot  make  that  unilateral  decision  when  you  are  making  the 
decision  for  other  companies  that  have  no  economic  tie  to  you. 

The  fact  that  elect^ronic  switching  offices  'are  in  500  locations  in  the 
United  States  in  the  Bell  System,  and  that  electronic  switching 
offices  are  only  in  albout  a  dozen  locations  in  the  independent  tele- 
phone company  territories  in  the  United  States,  is  a  good  illustration 
of  the  point. 

That  is,  the  independent  te/lephone  companies  have  no  economic 
incentive,  if  you  will,  to  move  to  this  new  technology  and  make  the 
advatages  of  this  new  technology  available  to  the  general-using  pub- 
lic unless  it  is  time  for  them  and  they  have  completely  depreciated  the 
equipment  that  they  already  have. 

Therefore,  I  feel  that  the  common  thread  of  Long  Lines  and  the 
operating  companies,  and  the  Labs  and  Western  Electric,  being 
owned  by  a  single  economic  entity  that  can  make  that  decision  is  an 
advantage  to  the  user  public. 

Senator  Hruska.  Your  comments  in  the  field  of  research,  the  Bell 
Laboratories  part  of  it,  are  interesting. 

The  research  business,  if  there  were  divestiture  along  the  lines 
that  had  been  indicated,  or  that  might  occur,  would  pretty  well  do  up 
Bedl  Laboratories,  wouldn't  it? 

Mr.  La  Blanc.  Yes,  sir;  I  believe  it  would.  I  read  yesterday  where 
it  was  estimated  in  1972  that  there  was  approximately  $1,5  billion 
spent  in  the  United  States  by  both  Government  and  private  corpora- 
tions on  research  and  development  efforts ;  and  of  that,  approximiately 
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half  a  billion  dollars  was  spent  by  the  U.S.  Government  and  $1  bil- 
lion by  private  industry. 

If  you  look  at  the  $1  billion  by  private  industry  and  recognize  that 
of  that,  Bell  spent  approximately  30  percent. 

Mr.  Hruska.  Thirty  percent? 

Mr.  La  Blanc.  Thirty  percent  of  that.  If  you  look  at  the  electric 
industry  todiay  and  recognize  that  the  electric  industry,  if  you  put 
together  all  of  the  research  and  development  speoifioallly  geared  to- 
ward generating  facilities,  transmission  facilities  in  the  electric  field, 
you  come  up  with  something  under  5  percent  of  that.  You  begin  to 
get  a  feeling  that  perhaps  some  of  the  problems  that  we  are  facing 
today  in  the  electric  industry,  the  lack,  really,  of  a  nationwide  grid, 
the  lack  of  sharing  of  power  facilities,  the  inefficiencies  that  obtain 
because  basically  a  generating  plant  only  can  convert  about  40  per- 
cent of  the  Btu  capability  that  it  receives  from  its  source  of  energy 
into  actual  electricity  to  send  out  to  the  user  could  be  very,  very  much 
improved  had  they  had  some  form  of  centralized  research  and  de- 
velopment that  would  have  gone  along  the  same  lines  that  Bell 
Laboratories  had.  They  didn't  because  they  are  a  number  of  smaller 
companies  with  no  central  thrust.  There  was  no  thrust  on  the  part 
of  the  manufacturers  to  make  their  particular  generator  more  efficient 
in  one  means  or  another.  There  basically  is  no  centralized  responsibili- 
ty in  the  electric  generation  community  to  do  a  systems  design  and 
optimize  the  components.  Optimizing  the  components  of  a  systems 
design  may  necessarily  make  one  component  a  little  more  inefficient 
than  the  others  but  in  the  long  run  it  may  make  the  whole  system 
more  efficient.  You  can  get  that  when  you  have  one  operation  doing 
the  design.  You  don't  get  it  when  you  have  got  individual  people 
looking  at  each  component  and  attempting  to  make  that  little  com- 
ponent the  best.  It  just  doesn't  work  that  way. 

That  is  the  marvel  of  the  Bell  Telephone  Laboratories :  That  it  is 
doing  a  systems  design  looking  at  today,  tomorrow,  5  years,  and  20 
years  hence. 

When  I  worked  at  Bell  Laboratories  we  were  working  on  develop- 
ments that  are  only  now  coming  into  use  because  they  were  eco- 
nomically not  feasible  at  that  time. 

Senator  Hruska.  How  long  ago  was  that  ? 

Mr.  La  Blanc.  It  was  1960,  sir;  1960.  That  was  14  years  ago. 
Fourteen  years  ago  we  were  working  on  the  technology,  digital  tech- 
nology to  encode  massive  amoimts  of  information  onto  a  millimeter 
wave  guide.  We  had  no  possible  way  at  the  time  to  do  that  eco- 
nomically, nor  did  we  have  a  way  in  which  we  could  environ  using 
the  1-million-plus  conversation  capability  that  a  millimeter  wave 
guide  would  give  us. 

Today,  14  years  later,  there  is  one  such  system  now  being  installed 
in  field  trial;  and  it  will  be  in  general  use  by  the  late  1970's  in  the 
Bell  System.  Now  cross-sections  exist  of  that  size;  and  'because,  in  the 
meantime,  the  advent  of  integrated  circuitry  has  made  the  provision 
of  the  electronics  on  the  end  economically  feasible.  It  is  the  only  way 
it  could  happen.  Yet  those  developments  were  going  on  then.  It  is  a 
tremendous  resource. 
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Senator  Hruska.  Well,  thank  you  veiy  much. 
That  is  all  I  have. 

Senator  Hart.  Mr.  Hellerman?  •  i       -, 

Mr.  Hellerman.  Mr.  La  Blanc,  is  Salomon  Brothers  considered 
A  T.  «fe  T.'s  primary  investment  banker? 

Mr.  La  Blanc.  No,  sir.  We  consider  ourselves  a  major  investment 
banker  to  A.  T.  &  T.  as  we  consider  ourselves  a  major  investment 
banker  to  virtually  any  corporation  that  needs  to  raise  a  large 
amount  of  money.  There  are,  as  I  know  you  Imow,  perhaps  halt  a 
dozen  to  a  dozen  major  underwriters  on  Wall  Street;  and  between 
those  firms  we  underwrite  perhaps  80,  90  percent  of  all  securities 
tliat  are  underwritten. 

Mr.  Hellerman.  You  mention  that  your  firm  has  managed  securi- 
ties in  the  value  of  $26  billion  over  the  past  5  years.  Could  you  give 
us  an  estimate  as  to  what  percentage  were  represented  by  Bell 
securities  ? 

Mr.  La  Blanc.  Let  me  see.  Let  me  get  just  a  rough  estimaite  as  to 
how  much  financing. 

Eouglily  in  the  last  5  years  the  Bell  System  has  required  on  the 
average  of  roughly  $20  billion  of  external  financing.  Two  of  these  two 
very  large  issiies  were  underwritten  through  the  company  directly  to 
their  own  shareholders,  the  debentures  with  warrants,  and  the  con- 
vertible preferred.  That  laiocks  us  down  to  about  $15  billion. 

Probably  another  $1  billion  of  that  was  done  through  rights  offer- 
ings of  the  individual  operating  company  subsidiaries.  You  are  down 
to  $14  billion.  I  would  say  of  the  $14  billion  of  securities  that  were 
undei-written  we  participated  as  a  manager  or  comanager  or  a  par- 
ticipant in  the  syndicate  on  perhaps  a  third  of  those.  I  would  rouglily 
estimate  $4  or  $5  billion. 

Mr.  Hellerman.  Thank  you. 

In  your  stfitement  you  discuss  the  two  previous  witnesses  who  testi- 
fied before  this  subcommittee  on  the  impact  of  the  structuring  of  the 
Bell  System,  that  they  made  rather  broad  assumptions.  It  is  your 
opinion  that  it  is  questionable  that  no  operational  problems,  or  tech- 
nical difficulties  would  result,  if  in  fact  they  do  exist;  and  do  you 
consider  those  problems  to  be  insunnountable,  particularity  if  the 
Bell  companies  cooperated? 

]\Ir.  La  Blanc.  I  guess  I  have  the  feeling  that  the  country  that  can 
put  a  man  on  the  Moon  can  surmount  virtually  any  problem.  So  to 
say  are  they  insurmountable  is  hidicrous,  really.  You  can  sunnount 
anytliing  you  put  your  mind  to.  The  question  I  have  is  are  they  sur- 
mountable and  provide  some  benefit  to  A.  T.  &  T.  shareholders,  which 
is  what  ]Mr.  Vlachos  and  Mr.  AVliiteman  stated  this  divestiture  would 
provide. 

And,  secondly,  as  my  own  personal  observation,  I  would  say  are 
they  surmountable  only  at  such  a  cost  to  the  TO  million  customers 
that  A.  T.  &  T.  serves  today,  as  to  providing  a  practical,  social 
benefit. 

Mr.  Hellerman.  Talking  about  benefits  to  stockholdei-s.  on  pages 
4  through  8  of  your  testimony  you  speak  of  ways  to  improve  Western 
Electric's  rate  of  return  in  order  to  achieve  glamour  status.   You 
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discuss  raising  the  prices  of  the  equipment  and  expanding  sales.  "Why 
do  you  not  suggest  changing  the  capitalization  ratio— where  you  have 
25  percent  debt,  75  percent  equity  ?  It  seems  to  be  a  pretty  expensive 
way  to  capitalize  a  manufacturing  company  which  is  not  subject  to 
severe  cvclical  pressures. 

Mr.  La  Blanc.  First  of  all,  there  is  the  question  of  whether  West- 
ern  Electric  is  or  is  not  subject  to  cyclical  pressure.  Western  to  some 
degree  is  sheltered  by  being  a  manufacturer  to  the  Bell  System  and 
having  in  advance  pretty  good  ideas  of  the  volume  of  goods  that  they 
will  manufacture.  On  the  other  hand  there  is  no  obligation  on  the 
part  of  the  operating  companies  to  order  from  Western  Electric ;  and 
as  we  have  seen  with  the  slowdown  in  housing  that  started  back  in 
September  and  October  last  year,  the  operating  companies  have  very 
rapidly  been  cutting  back  on  their  purchasing  of  telephone  equipment, 
station  sets,  key  equipment,  switching;  and  that  cutback  has  come 
rather  rapidly,  very  rapidly  to  force  Western  to  lay  off  some  4,500 
people.  I  am  not  prepared  to  say  that  Western  Electric  is  not  correct 
with  an  equity-debt  ratio  of  25  percent.  We  are  one  of  the  two  major 
bankers  to  Western  Electric.  We  raised  all  of  the  capital  they  have 
done  by  debt.  Very  frankly,  Mr.  Hellerman,  if  Western  Electric  were 
a  separate  company,  and  we  were  handling  stock  offerings  for  them 
and  everything  else,  Salomon  Brothers  would  have  a  heck  of  a  lot 
more  business  to  do. 

If  they  decide  to  run  their  debt  ratio  up  to  50  percent,  we  would 
have  a  lot  more  business  we  could  be  doing.  I  am  not  so  sure  a  25- 
percent  debt  ratio,  however,  is  not  proper  for  a  manufacturing  opera- 
tion which,  while  somewhat  sheltered,  still  has  a  lot  more  peaks  and 
valleys  in  its  operation  than  does  the  individual  telephone  operating 
companies. 

I  am  not  also  sure  that  at  today's  cost  of  debt  that  you  would  have 
appreciable  increase  in  profit.  I  could  very  easily  calculate  what  you 
would  run  into  if  you  were  to  have  a  50-percent  debt,  50-percent 
equity  calculation.  I  am  not  at  all  sure  that  you  would  improve  your 
earnings  that  much. 

Mr.  Hellerman.  You  certainly  would  not  have  to  make  the  as- 
sumption you  are  going  to  put  out  all  the  debt  at  this  time,  but  it 
could  have  been  over  a  period  of  years  and  the  average  imbedded 
interest  cost  for  the  full  50  percent  could  have  been  the  same  as  it  is 
today. 

Making  that  assumption  you  might  find  an  increase  of  at  least  20 
percent  on  your  rate  of  return. 

Mr.  La  Blanc.  The  question  is  at  what  price  have  they  been  cap- 
turing equity  dollars  from  A.  T.  &  T.  If  you  look  at  the  price  that 
A.  T.  &  T.,  in  essense,  has  been  getting  by  putting  in  equity  dollars  in 
there  I  am  not  so  sure  that  an  increase  in  the  capitalization  would 
have  a  major  effect  on  the  profitability  of  Western  Electric. 

I  would  be  happy  to  run  the  calculations  for  you.  I  am  not  con- 
vinced personally  that  a  change  to  the  50-percent  from  a  25-percent 
debt  structure,  which  I  feel  is  proper  for  a  manufacturer — it's  twice 
the  level  of  other  industrial  manufacturing  operations  in  the  United 
States. 
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Mr.  Hellerman.  If  you  look  at  public  utilities,  under  the  Public 
Utility  Holding  Company  Act  of  1935,  they  have  a  65-percent  debt 
limit. 

Mr.  La  Blanc.  If  you  look  at  the  state  the  public  utilities  are  m 
today,  where  Columbia  Gas  can't  sell  a  preferred  issue  because  no- 
body will  buy  the  stock 

Mr.  Hellerman.  It's  the  same  point.  You  can  look  at  the  stock  of 
Bell  of  Canada  holding  in  the  stock  market,  where  A.  T.  &  T.  is  not 
holding. 

Going  back  to  the  peaks  and  valleys  of  Western  Electric,  1969  to 
1973,  from  the  annual  report  it's  a  steady  upward  trend  on  sales,  $4.8 
billion  up  to  $7,037  billion. 

It  doesn't  indicate  a  very  cyclical  activity. 

Mr.  La  Blanc.  I  would  like  to  look  at  20  year's  worth  of  sales 
before  I  say  it.  If  you  look  at  the  growth  in  electric  utility  sales  up 
until  last  September  you  could  make  the  same  point,  that  they  could 
be  leveraged  at  60  or  70  percent. 

Today,  when  they  cannot  sell  equity  or  debt,  everyone  with  second 
hindsight  is  sitting  back  and  saying,  "My  God,  we  never  realized 
they  were  price  elastic.  We  never  realized  we  couldn't  support  a_  60- 
or  70-percent  debt  ratio.  We  never  realized  we  couldn't  do  the  things 
we  wanted  to  do." 

Prudent  financial  management  dictates  that  you  think  ahead  for  a 
number  of  exigencies  that  could  possibly  occur  and  not  base  your 
entire  financial  plan  on  2,  3,  or  5  years'  worth  of  data. 

Mr.  Hellerman.  Attached  to  your  statement  is  table  No,  1.  You 
are  using  that  I  take  it,  to  show  there  is  a  correlation  between  P/E 
ratios  and  rate  of  return.  Or  is  there  a  correlation  ? 

Mr.  La  Blanc.  I  would  be  lying  to  you  if  I  said  there  was  any 
predictable  way  of  saying  what  makes  a  glamour  stock  a  glamour 
stock.  You  can  sit  down  and  study  a  glamour  stock.  You  can  sit 
down,  for  example,  as  Mr.  Vlachos  did,  and  say  Polaroid  is  a  glamour 
stock.  It  has  a  key  place  in  the  photographic  industry ;  it  is  new  and 
imaginative,  has  competitive  photographic  products. 

In  spite  of  the  fact  that  their  average  compounded  rate  of  growth 
over  the  1967  to  1972  time  frame  was  a  minus  7  percent  they  still 
commanded  a  72  times  price  earnings  price  multiple.  That  defies  it. 
It  defies  it  until  investors  sit  down  as  they  did  a  week  ago  and  say : 
Where  is  Polaroid  going  ? 

All  of  a  sudden,  Polaroid  dropped  like  a  rocket  in  price  and  is  no 
longer  a  glamour  growth  stock. 

When  we  looked  very  carefully  at  the  characteristics  of  what  makes 
a  stock  a  glamour  growth  stock  we  came  up  with  two  items  that 
appear  to  be  a  common  thread. 

One  is  that  these  stocks  seem  to  enjoy  a  much  higher  return  on 
average  common  equity  than  other  stocks,  general  stocks,  the  425,  the 
500. 

The  second  thing  is  that  these  stocks  seem  to  enjoy  a  growth  in 
earnings  per  share  that  is  far  higher  than  the  average  company. 

This,  with  the  exception  of  some  flulves  such  as  Polaroid  apparently 
was — ^but  obviously  now  is  not — is  the  thing  that  seems  to  distinguish 


3926 

a  glamour  gro^Tth  stock.  AVlien  we  were  examining  "would  Western 
Electric  be  a  glamour  growth  stock?"  we  used  as  our  criteria  the 
same  criteria  that  appeared  to  us  to  be  the  common  thread  with  the 
other  glamour  growth  stocks.  That  is  earnings  growth  on  a  con- 
sistent basis  and  high  return  on  common  equity. 

Mr.  Hellermaist.  Well,  you  certainly  have,  at  least  in  the  last  5 
years,  a  pretty  good  trend  upward  on  sales  as  well  as  in  income. 

Mr.  La  Blanc.  Yes.  The  last  5  years  have  been  an  extraordinary 
period  so  far  as  growth  of  commmiications  has  been  concerned. 

Mr.  HELLERMAisr.  It's  also  been  the  period  of  time  where  there  has 
been  competition,  at  least  the  beginning  of  competition. 

INIr.  La  Blanc.  It  has  been  the  same  tim^;  yes,  sir.  You  are  correct. 
It  has  been  the  same  time. 

]Mr.  Hellerman.  In  other  words,  from  your  statements  about  cor- 
relation between  P/E  ratios  and  rate  of  return,  just  because  a  com- 
pany doesn't  have  a  high  rate  of  return  doesn't  mean  it  will  not  be 
\dewed  by  the  market  as  a  glamour  stock  ? 

Mr.  La  Blanc.  I  do  not  believe  it  will  be  viewed  by  the  market  as 
a  glamour  stock  for  very  long,  as  with  Polaroid. 

Finally,  the  investor  says  the  tune  has  come  when  I  am  no  longer 
willing  to  pay  for  the  promise  when  it  doesn't  come. 

I  think  to  a  large  extent  expectations  of  earnings,  expectations  of 
profits,  ai^  almost  as  important  in  an  investor  viewing  a  stock  as  a 
glamour  stock  as  history. 

They  look  at  history  and  say  histoiy  is  good,  and  histoiy  tells  you 
they  can  do  it;  they  have  the  management  team  to  be  able  to  do  it. 

At  the  same  time  they  must  expect  that  this  will  go  on  in  the 
future.  A^Hien,  as  in  the  case  of  Polaroid,  they  discover  there  were 
problems,  batteries  in  the  film,  packs,  things  like  that,  these  problems 
led  their  expectations  for  future  growth,  for  future  high  returns  on 
equity,  not  to  be  fulfilled.  Then  you  lose  glamour  status. 

Would  the  investor  have  expectations  for  future  positive  growth 
and  proven  return  on  common  equity  for  Western  Electric  miless 
Western  Electric  were  spmi  off  without  any  restrictions,  free  to 
compete,  free  to  capture  as  much  of  the  market  as  they  could  get  out 
there  and  capture;  in  which  case  I  would  say  there  is  a  chance  they 
might  become  a  glamour,  but  at  what  cost?  A  cost  to  the  telephone 
subscribers  of  Mgher  equipment  and  therefore  higher  rate  costs? 
And  at  the  cost  of  probably  the  crushing  of  half  a  dozen  of  the 
companies  that  are  in  the  field  today. 

Mr.  Heller3ian.  You  can  also  see  that  if  Western  Electric  were 
divested  they  could  enter  any  field  they  like?  They  could  use  their 
expertise,  whatever,  and  that  could  be  \dewed  as  making  this  a 
glamour  security  ? 

Mr.  La  Blanc.  Very  definitely. 

If  they  were  free  of  the  consent-decree  constraints,  if  they  were 
free  of  the  constraints  of  only  being  allowed  to  manufacture  goods 
that  wei^e  directly  for  use  in  the  communications  industry,  they  could 
^o  oft'  into  other  fields. 

Eirst,  I  believe,  they  Avould  eft'ectively  stop  most  of  the  other  com- 
petitors in  the  field  for  communications.  The  certainly  is  not  benefit- 
ing competition. 
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Second,  if  thev  moved  into  otlier  fie^lds  and  started  splintcrincr 
tlieir  efforts,  manufactnrinp;  computers,  manufacturino-  cameras,  there 
is  a  question  in  my  mind  whether  tlie  lack  of  focus  on  communications 
would  then  benefit  the  public.  .        ,^  -   n 

]Mr.  Hellerihax.  You  are  talking  aibout  splintering.  You  are  talk- 
ing about  pretty  large  chunks  of  Tvood. 

:Mr.  CiiuinBRTs.  If  counsel  will  yield,  talking  about  having  Western 
Electric  divested  and  made  an  independent  corporation,  if  S.  1167 
became  law,  then  Western  Electric,  itself,  would  be  subject  to  be 
broken  up  because  it  would  dominate  more  than  50  percent  of  the 
market. 

Mr.  La  Blanc.  Then  there  is  a  question  in  my  mind  whether  they 
would  become  a  glamour  growth  stock,  which  was  the  thesis  I  was 
suggesting  before. 

There  is  no  way  they  are  going  to  become  a  glamour  growth  stock 
if  they  are  divested  aiid  put  under  the  same  strictures,  or  essentially 
the  same  kinds  of  strictures,  they  are  operating  imder  today.  In 
which  case  I  see  no  advantage  to  the  A.  T.  &  T.  shareholder.  I  can  m 
fact  see  the  A.  T.  &  T.  shareholder,  and  the  70  million  customers  of 
the  Bell  system  todav,  suffering. 

Mr.  Hellerman.  You  could  have  substantial  businesses,  though,  m 
subscriber  apparatus,  business  communications  systems,  central  office 
switching  equipment,  wire,  cable,  and  transmission  equipment. 

Tliey  can  be  separate  companies.  They  would  be  very  large.  You 
won't  lose  vour  efficiencies,  economies  of  scale. 

Mr.  La'Blaxc.  If  I  understand  the  bill  correctly,  if  they  were 
the  dominant  force  in  switching  they  would  then  be  subject  to  the 
same  constraints.  If  they  were  the  dominant  force  in  cable  they 
would  be  subject  to  the  same  constraints.  Today,  if  you  can  buy  an- 
other crossbar  switching  system  for  50  percent  of  what  a  comnarable 
system  costs  buying  it  from  Stromberg- Carl  son  or  somebody  else, 
don't  you  think  this  new  Western  Electric  switching  company  is 
going  to  dominate  that  field  ?  If  it  does,  aren't  you  putting  them  in 
the  same  position  ? 

Mr.  Hellermax.  Except  that  in  the  proposed  legislation  if  you  can 
show  the  necessity  for  maintaining  that  size,  and  that  if  you  were 
broken  up  that  you  would  lose  economies  of  scales,  then  you  would 
be  exempt  from  that. 

Mr.  La  Blanc.  Then  I  would  propose  that  that  is  probably  the 
situation  that  would  obtain  with  Western  today. 

Mr.  Hellerzmax.  With  respect  to  Western  Electric,  you  say  in  your 
testimony  that  if  Western  Electric  provides  equipment  to  the  Bell 
S;\^tem  operating  companies  at  prices  which  average  GO  to  70  percent 
of  the  trade  prices  paid  by  telephone  companies — independent 

Mr.  La  Blanc.  Where  are  you  ? 

Mr.  Hellerman.  Page  5. 

Mr.  La  Blanc.  Yes. 

Mr.  Hellerman.  Wliere  did  those  figures  come  from  ? 

]\Ir.  La  Blanc.  The  testimony  that  was  filed  last  year  and  from  the 
testimony  that  I  am  familiar  with 

Mr.  Hellerman.  The  A.  T.  &  T.  testimony? 
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Mr.  La  Blanc.  Yes,  sir.  And  the  testimony  filed  in  the  New  York 
State  rate  case  in  which  I  participated. 

Mr.  Hellerman.  Accordin.2-  to  the  A.  T.  &  T.  1973  Annual  Keport. 
the  price  level  of  Western  Electric  conununications  products  ranged 
between  10  and  35  percent  less  than  the  price  of  similar  equipment 
offered  by  other  manufacturers. 

Mr.  La  Blanc.  The  60  to  70  percent,  if  my  memory  serves  me  cor- 
rectly, is  a  weighted  average  which  takes  all  products  that  are  sold 
in  proportion  to  the  number  and  size  that  are  sold  and  compares  them 
against  comparable  outside  prices. 

"l  can  definitely  see  a  10-  to  35-percent  range  if  you  want  to  talk 
about  one  piece  of  gear  against  another  piece  of  outside  gear. 

jNIy  understanding  is  when  you  weigli  the  prices  in  proportion  to 
the  volume  of  goods  that  are  sold  that  the  general  average  is  60  to 
70  percent. 

Mr.  Hellerman.  When  you  buy  a  piece  of  equipment  you  don't 
buy  an  average.  You  buy  a  particular  piece  of  equipment.  Should  it 
be  those  prices  which  should  be  compared? 

Mr.  La  Blanc.  Yes.  If  you  are  buying  a  piece  of  cable,  and  the 
Western  price  is  $10.  and  somebody  else's  price  is  $10.05.  you  are 
cheaper  with  Western  by  a  nickel.  If  the  other  people's  prices  are 
$9.95,  then  the  others  are  cheaper. 

You  should  be  buving  theirs.  If  you  only  buy  one  cable,  or  if  the 
cable  you  buy  is  onlv  worth  $100,  and  the  switching  equipment  you 
buy  is  worth  $1  million,  then  the  saving  of  a  nickel  on  $100  worth 
of  goods,  in  compai'ison  to  tlie  saving  on  a  million  dollars  worth  of 
goods,  is  more  significant.  That  is  why  the  weighted  average  is  used, 
as  I  understand  it. 

]Mr.  Hellerman.  Are  you  saying  the  statement  in  the  nnnual  report 
is  misleading  or  inaccurate? 

Mr.  La  Blanc.  No,  sir.  I  am  saying  that  statement  in  the  amiual 
report  compares  one  piece  of  gear  with  one  piece  of  gear.  The  state- 
ment in  my  testimony  compares  the  overall  weighted  average  of  goods 
bouirht  liy  the  telephone  companies. 

Mr.  Hellerman.  Thank  you. 

Would  you  agree  that  the  main  areas  of  equipment  competition  are 
the  PBX  and  key  system  areas  for  Western  Electric? 

jNfr.  La  Blanc.  Main  areas  ? 

]Mt-.  Hellerman.  Areas  of  competition. 

]Mr.  La  Blanc.  Competition  as  it  is  constituted  today? 

JNIr.  Hellerman.  In  the  equipment  field. 

INIr.  La  Blanc.  I  would  say  the  main  areas  of  competition  today 
would  be  probably  the  PBX  and  key  system  field. 

JNIr.  Hellerman.  According  to  the  testimony  given  by  a  Pacific 
Northwestern  Bell  Co.  representative,  INIr.  Kamps,  in  the  spring  of 
1973,  before  the  Oregon  Public  Utility  Commission,  with  res])ect  to 
the  comparability  of  Western  Electric  prices  with  general  trade  sup- 
pliers, tlie  prices  of  Western  dial  PBX  equipment  are  very  close  to 
100  percent  the  price  of  independent  manufacturers. 

Would  you  care  to  comment  if  Western  Electric  has  their  great 
economies  of  scale,  great  efficiencv.  whv  is  it  that  in  that  Oi-egon 
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proceeding  testimony  to  the  effect  that  prices  for  dial  PBX's  were 
ahnost  equal  to  non- Western- supplied  equipment;  and  why  is  it  that 
the  Bell  Telephone  Cos.  are  themselves  going  outside  of  AVestern 
Elect  lie  to  buy  PBX  equipment? 

Mr.  La  Blanc.  The  operating  companies  have  an  independent  re- 
sponsibility to  buy  the  best  gear  at  the  best  price  they  possibly  can 
to  fulfill  their  needs.  .         .   i  p 

If  new  technoloav  comes  along,  wherever  it  might  come  trom, 
whether  it  be  Northern  Electric,  or  A.E.,  or  Stroniberg,  the  operat- 
ino-  companies  have  a  responsibility  to  buy  it.  I  think  this  is  one  of 
the  marvelous  things  that  goes  on  within  the  Bell  System.  That  is 
that  you  have  got  an  internal  supplier  competing  with  outside  sup- 
pliers; and  if  the  outside  supplier  has  better  or  less  expensive  gear, 
thev  o-'et  it  irrespective  of  the  fact  there  is  a  company  affiliation. 

I  have  no  direct  knowledge  of  the  data  that  was  used  m  the  Pacihc 
Northwestern  Bell  case.  I  am  sure  it  is  the  same  kind  of  data  that 
Mr.  Richard  Wolf  filed  before  the  FCC  on  comparability  of  prices. 

The  principal  reason  that  Western  Electric  has  put  out  tenders  and 
bids  for  outside  suppliers  of  cable  is  that  cable  technology  has  ad- 
vanced to  the  point  where  other  suppliers  of  cable  can,  in  fact, 
supply  cable  at  prices  competitive  with  Western.  When  it  can.  West- 
ern takes  advantage  of  that.  The  operating  companies  benefit.  The 
operatino-  companies  benefit,  and  then  the  users  benefit. 

Mv.  Chumbris.  If  counsel  will  yield  on  this  point  also.  The  in- 
stance of  testimony  at  Oregon  PUC  that  Mr.  Hellerman  just  used 
seems  to  vary  with  the  theory  that  this  hearing  began  last  July  30, 
31,  August  1  and  2,  when  one  of  the  theories  in  breaking  Western 
Electric  away  from  A.  T.  &  T.  was  the  fact  that  Western  Electric 
was  selling  to  the  component  subsidiaries  products  at  a  lower  price 
because  of  the  economies  of  scale  at  Western,  and  the  independent 
manufacturers  were  thus  being  injured  because  they  couldn't  com- 
pete with  Western  Electric's  price.  So  this  reference  to  Oregon  Pub- 
lic Utility  Commission  seemed  to  be  inconsistent  with  the  record  that 
we  developed  last  year. 

Thank  you. 

]\Ir.  Hellerman.  ;Mr.  La  Blanc,  at  the  bottom  of  page  9  and  top  of 
page  10  of  your  testimony  you  indicate  that  the  separation  of  the 
operating  companies  from  the  technologj^,  operating,  financial,  and 
cost  benefits  of  vertical  integration  with  A.  T.  &  T.,  Western  Elec- 
tric, and  Bell  Labs  would  not  be  ^dewed  favorably  by  investors. 

With  respect  to  financial  benefits,  isn't  it  true  that  when  companies 
are  continuously  going  to  the  market  for  large  amounts  of  funcls  that 
it  gets  progressively  more  difficult  to  sell  those  securities?  And  isn't 
there  a  premium  extracted  from  the  market,  say,  in  terms  of  per- 
formance warrants  or  conversion  features? 

Don't  these  kickers,  if  you  will,  translate  into  higher  financing 
costs? 

]Mr.  La  Blanc.  First  let  me  say  that  it  is  difficult  for  me  to  believe 
that  financing  each  of  the  parts  separately  would  be  more  efficient  or 
more  saving  to  the  telephone  customer  than  financing  it  under  the 
Bell  System  umbrella. 


3930 

There  are  many,  many  instances  when  individual  Bell  System  com- 
panies could  not  have  sold  securities  were  they  independent 
companies. 

I  am  well  vereed  on  the  Xew  York  telephone  situation  in  the  1967- 
70  time  frame,  first  having  worked  there,  secondly  having  worked 
with  them  in  attempting  to  raise  capital.  It  would  have  been  virtually 
impossible  for  them  to  have  raised  capital  were  they  an  independent 
company. 

Secondly,  you  referred  to  warrants  and  the  necessity  of  companies 
using  warrants  like  that  because  of  the  size. 

I  would  also  point  out  that  there  are  warrants  outstanding  on 
United  Telecommunications,  which  is  an  independent  telephone  com- 
pany, tliat  used  the  warrants  to  raise  capital  in  the  same  time  frame. 

There  are  warrants  outstanding  in  Continental  Telephone,  which 
used  warrants  during  the  same  time  to  capture  dollars  from  investors. 

I  would  like  to  point  out  that  Bell  has  been  able,  even  in  these  diffi- 
cult times,  to  raise  the  capital  when  other  companies  have  not  been 
able  to,  because  it  has  financial  integrity  and  lias  kept  itself  with  a 
little  bit  of  operating  margin. 

I  do  believe  that  it  would  be  very  difficult  for  a  lot  of  the  smaller 
companies  today  to  come  to  the  market — as  I  said  before,  with  the 
Columbia  Gas  case — not.  getting  a  bid  at  all.  Yet  we  did  not  see  that 
same  difficulty  when  A.  T.  &  T.'recently  marketed  $500  million  worth 
of  its  bonds,  or  the  same  difficulty  when  Pacific  just  marketed  $250 
million  worth  of  bonds. 

Mr.  Hellermax.  If  users  were  able  to  buy  their  own  equipment 
without  having  to  worry  about  problems  with  interface  would  that 
free  enormous  amounts  of  capital  for  A.  T.  &  T.  ? 

Mr.  La  Blanc.  Let's  examine  that  for  a  second :  22  percent  of  the 
capital  investment  in  the  Bell  System  today  is  in  plant  and  equip- 
ment on  customei's'  premises.  That  plant  and  equipment  that  is  on  the 
customers'  ]:>remises — let's  see,  I  am  trying  to  roughly  calculate  in 
my  mind — there  were  5  million  telephones  added  last  year. 

The  gro^^i:h  in  the  PBX  and  station  equipment  market,  which  is 
probably  the  location  that  is  having  the  most  initial  success  in  inter- 
connection types  of  plant,  is  a  market  that  is  roughly  $300  million  a 
year. 

If  Bell  were  completely  relieved  of  100  percent  of  the  responsi- 
bility of  providing  all  station  equipment,  it  would  probably  reduce 
their  external  financing  requirements  by  perhaps  10  percent. 

On  the  other  hand,  I  would  have  to  go  on  and  ask  what  is  the 
earnings  contribution  of  that  equipment  today  ?  Is  the  earnings  con- 
tribution of  that  equipment  proportional  to  the  earnings  contribu- 
tion from  the  rest  of  the  segments  of  the  communications  industry ; 
and  unless  there  were  repricing  effected  that  would  allow  each  of 
the  segments  of  the  business  to  he  earning  comparably,  not  one  pro- 
viding a  greater  contribution  than  the  other,  I  would  have  a  difficult 
time  saying  that  there  would  be  a  tremendous  advantage  so  far  as 
capital  raising  is  concerned. 

Mr.  Hellermax.  Companies  making  10  percent  seems  to  be  awash ; 
but  in  addition,  if  the  Bell  companies  also  offer  their  current  users 
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the  opportunity  of  purchasing  equipment  in  pLace,  that  would  also 
free  up  enormous  amounts  of  capitail.  . 

Mr.  La  Blanc.  It  has  been  interesting  to  me  that  AVcstern  Union 
has  offered  for  the  past  2  years  their  users  the  opportunity  of  pur- 
chasing their  equipment  on  their  telex,  TWX  combined  network. 

There  are  100,000  combined  telex  and  TWX  customers  today,  and 
in  almost  2  years  of  mai'keting  effort  they  have  been  able  to  convince 
5,000  users,  essentially  5  percent,  to  purchase  their  own  equipment 
rather  than  continue  to  lease  it. 

:Mr.  Hellerman.  Is  that  the  equipment  in  place  ? 

Mr.  La  Blanc.  It  is  the  equipment  already  in  place. 

If  the  same  statistics  apply  to  the  Bell  System  I  don't  think  you 
would  make  the  equivalent  of  one  bond  issue  a  year. 

Mr.  Hellerman.  Even  if  it's  part  of  a  bond  issue  a  year,  plus  the 
10-percent  savings  you  indicated  is  possible  on  new  equipment,  that 
would  be  substantial. 

Mr.  La  Blanc.  Only  if  the  contribution  of  tliat  equipment  is  the 
same  as  the  contribution  to  profit  of  the  overall.  If  the  contribution 
of  that  equipment  is  higher  toward  the  total  pot  of  earnings  then  a 
loss  of  10  percent  is  significant,  and  let's  face  it  the  people  who  are 
going  to  be  most  ^atlnerable  to  leave  the  Bell  System  equipment  and 
go  to  their  own  are  the  ones  who  were  on  one  end  of  the  average. 

If  you  liave  an  average,  somebody  is  paying  a  little  more  and  some- 
body'a  little  less.  That  is  how  you  get  an  average.  The  people  paying 
a  little  more  are  the  ones  who  "are  likely  to  immediately  move,  which 
raises  the  burden  and  raises  the  average  on  everybody  else  at  the 
same  time  it  reduces  the  profit  potential  that  is  available  to  the 
company. 

If  it  reduces  the  profit  potential  then  I  cannot  say  you  are  going 
to  get  any  benefit  from  a  reduced  amount  of  dollars  necessary  for  the 
company  to  raise  and  support  this  equipment  base  that  you  priced 
off. 

Mr.  Hellerman.  I  would  like  to  call  your  attention  to  the  two  docu- 
ments provided  to  you  before  you  sat  down. 

Mr.  Chumbris.  Before  you  get  into  that,  would  you  yield  for  a 
moment  ? 

On  the  question  that  you  raised  on  Xew  York  Telephone  Co.,  had 
they  not  been  a  part  of  A.  T.  &  T.,  they  may  have  had  some  problems. 

Xow,  two  parallels  have  been  brought  to  the  attention  of  this  sub- 
committee already;  and  one  of  them  is  the  fact  that  if  the  ilmerican 
railroad  had  a  system  such  as  A.  T.  &  T.,  the  American  railroads 
would  not  be  in  the  financial  problem  they  are  in  today. 

Secondly,  the  one  you  just  alluded  to,  in  the  public  service  field. 
Con  Edison  is  having  its  problems;  and  had  Con  Edison  been  a  part 
of  a  national  power  structure,  and  been  in  a  system  such  as  A.  T.  &  T., 
Con  Edison,  and  a  few  of  the  others  around  the  country  that  might 
be  in  a  similar  position,  Avould  not  have  the  problem  that  they  are 
facing  today. 

I  luiderstand  that  it  is  a  problem  necessitating  possible  Federal 
legislation  to  help  some  of  the  electric  power  companies.  Could  you 
comment  further  on  that  ? 

Mr.  La  Blanc.  Yes,  I  could. 
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It's  been  virtually  impossible  for  any  major  railroad  in  the  United 
States  to  raise  equity  capital  in  the  past,  I  would  say,  15  or  20  years. 
The  majority  of  the  capital  the  railroads  have  needed  for  rolling 
stock  has  come  about  through  the  sale  of  railroad  equipment  trusts, 
which  they  do  not  own  but  only  lease,  lease  the  equipment  to  other 
people  who  own  it.  There  are  special  tax  benefits  deriving  there. 

My  feeling  is  that  unless  you  want  to  get  to  the  point  where  you 
are  selling  crossbar  equipment  trusts,  or  selling  transmission  equip- 
ment trusts,  that  the  best  way  of  raising  capital  is  under  the  present 
means  it  is  operating  under. 

So  far  as  the  New  York  Telephone  point  is  concerned,  the  earnmgs 
that  the  New  York  Telephone  Co.  had  in  the  years  1970,  1971,  and 
1972,  even  with  the  higher  multiple  that  the  inde]:)endent  telephone 
companies  commanded,  would  not  have  been  sufficient  to  put  the 
earnings  above  book  A^alue. 

In  addition,  those  companies  that  operate  in  New  York  State, 
operate  under  a  legal  restriction  that  says  the  company  is  not  al- 
lowed to  sell  stock  below  its  par  value.  Even  at  the  higher  multiples 
of  the  independent  telephone  companies,  what  they  were  trading  at 
at  that  time,  they  would  not  have  been  able  to  have  commanded  a 
market  price,  not  even  assuming  problems  of  market  pressure,  or  the 
cost  to  market,  anything  else,  a  straight  13.2  multiple  times  the 
earnings  would  not  have  brought  you  even  close  to  their  par  value. 

legally,  they  would  have  been  restricted  from  selling. 

It's  my  feeling  that  the  New  York  company  would  have  followed 
the  same  path  that  we  have  seen  being  followed  bv  Consolidated 
Edison,  were  it  not  to  have  been  part  of  the  A.  T.  &  T.  system  at  that 
tiime. 

Mr.  Chumbris.  While  you  are  yielding,  could  I  bring  up  just  one 
point  ? 

Mr.  Hellermax.  Certainly. 

Mr.  Chumbris.  Mr.  Wliitehead,  on  page  12,  made  this  statement: 

Assuming  the  subsidy  exists,  I  question  wlietlier  its  elimination  would  have 
any  noticeable  impact  on  the  rate  paid  by  residential  users,  particularly  since 
the  competitive  markets  involved  here  account  for  only  5  percent  of  the  total 
Bell  System  revenes. 

He  goes  on  and  says — 

Consumers  end  up  paying  for  most  of  the  services  anyway  as  business  users 
pass  on  their  higher  communtications  cost  in  the  form  of  higher  prices  for 
goods  and  services  they  offer  to  the  public. 

Now,  of  course,  the  problem  I  see  here  is  that  it  is  only  5  percent 
of  the  total  Bell  System  revenues  at  this  time,  but  the  terminal  equip- 
ment that  is  the  subject  of  much  debate  in  these  hearings  is  just 
beginning.  We  had  one  witness,  a  Mr.  Kelly,  testify  that  the  first  year 
his  company  did  $400,000  worth  of  business,  and  the  next  year  $4 
million  worth  of  business,  10  times  as  much. 

The  following  year,  his  company  did  $16  million  dollars  worth  of 
business,  which  is  another  four  times  as  much.^  So  it  is  40  times  as 
much  within  a  3-year  period,  which  means  this  is  a  new  and  growing 
business,  because  of  the  Carterfone  decision. 

So  it  would  seem  to  me  that  if  terminal  equipment  is  allowed  its 
full  growth  you  would  not  have  5  percent  of  Bell's  revenues  but  a 
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high  ratio  of  competitive  equipment  to  total  revenues.  Hence,  the 
pnvate  user,  the  house  user  of  telephones  will  benefit  if  that  ratio  is 
no  longer  95  to  5  percent,  but  might  be  say,  80-20,  or  65-35.  Then 
there  would  be  a  great  benefit  to  the  private  house  telephone  user 
because  the  company  would  be  getting  this  competitive  terminal 
equipment  revenue  which  would  have  a  very  significant  effect  on  the 
rate  base;  wouldn't  it? 

Mr.  La  Blaxc.  There  has  been  testimony  submitted  before  the 
Federal  Communications  Commission  in  a  number  of  dockets  recently 
bv  the  USITA,  by  United  Telecommunications. 

'There  has  been  testimony  submitted  before  the  North  Carolina 
Public  Servnce  Commission  by  Southern  Bell,  by  UT,  and  Carolina 
Telephone,  all  of  which  goes  to  the  problems  of  competition  and 
what  it  would  mean. 

The  general  consensus  of  opinion  is  that  the  5  percent  that  is  repre- 
sented so  far  as  competition  today  in  the  private-line  area  would 
cause  major  cost  additions  to  the  user  because  that  5  percent  isn't  5 
percent  in  a  vacuum.  There  is  price  elasticity  between  private-line 
service  and  message  telephone  service. 

There  are  also  various  cost  subsidies  that  take  place  between  inter- 
state and  intrastate.  In  order  to  effectively  compete  the  communica- 
tions industry,  as  we  know  it  today,  would  need  to  adjust  their  pric- 
ing on  a  cost  basis  which  would  in  turn  change  those  subsidies. 

I  have  seen  figures  of  between  $17  and  $50  as  an  estimate  of  what 
the  increased  cost  per  year  per  telephone  subscriber  would  be  with 
these  changes  in  subsidies. 

If  you  then  assume,  which  you  must,  that  a  portion  of  the  equip- 
ment that  is  currently  today  in  use  in  the  home  is  being  supported 
by  the  interstate  rate' base,  and  you  get  rid  of  that  subsidy,  you  are 
affecting  a  great  deal  more  than  just  the  5  percent  that  Clay  White- 
head talked  about. 

Mr.  Chumbris.  Thank  you  very  much. 

Mr.  Hellerimax.  Mr.  La  Blanc,  on  the  first  document  I  gave  you, 
would  you  go  six  pages  from  the  back?  They  are  not  numbered 
pages.  Thei-e  are  two  paragraphs  in  the  middle  that  start  off  "As 
far  as  *  *  *." 

Mr.  La  Blaxc.  I  don't  know  if  I  have  it.  The  paper  is  so  thin. 
T  am  six  from  the  back  on  a  page  that  says  "The  folowing  mattei-s". 
Maybe  I  should  go  one  more. 

Mr.  Hellekmax.  No.  Maybe  as  I  read  it  you  can  pick  it  out.  This 
is  part  of  a  letter  that  Avas  sent  by  a  president,  apparently,  of  one 
of  the  Bell  companies  to  Mr.  Alvin  von  Auw,  A.T.  &  T.  vice  presi- 
dent, April  12,  1973,  suggesting  things  to  be  discussed  at  a  president's 
conference. 

Senator  Hart.  Have  you  found  the  page  yet  ? 

]\Ir.  Hellermax.  It  starts  out,  "Perhaps  another  item  *  *  *." 

Mr.  La  Blaxc.  It  is  about  eight  pages  back. 

]Mr.  Hellermax.  It  reads : 

Perhaps  another  item  would  be  a  reappraisal  of  our  stance  on  competition. 
In  view  of  our  substantial  needs  for  new  capital,  is  there  some  prudent  way 
that  we  can  redefine  the  scope  of  our  responsibility  by  not  trying  to  compete 
in  areas  where  others  can  serve  well  and  in  so  doing  reduce  our  new  capital 
requirements?  Some  equipment  on  a  customer's  premise  offers  this  possibility. 
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111  the  next  document,  a  two-page  document,  not  attached,  at 
the  top  of  the  page  it  says  "President's  Conference  November  9-12, 

1970." 

This  is  apparently  a  summaiy  of  a  meeting  on  competition,  in 
the  third  paragraph  "capital  limitations  have  often  restricted  our 
ability  to  pnrsue  a  program  of  upgrading  customer  services  to  newer 
equipment." 

These  would  appear  to  suggest  that  at  least  there  are  people,  m 
top  management,  A.T.  &  T.  companies,  who  seriously  consider  that 
terminal  equipment  sales,  or  having  other  people  provide  terminal 
equipment,  would  free  np  large  amounts  of  capital. 

Would  vou  care  to  comment  on  that  ? 

Mr.  La*^  Blanc.  I  participated  for  a  number  of  years  in  the  plan- 
ning function  of  the  associated  companies  in  the  Bell  System.  I  can 
unequivocally  say  that  from  an  operating  manager's  standpoint,  he 
never  has  enough  money  to  do  everything  he  wants  to  do,  and  that 
is  true  whether  I  am  an  automobile  dealer,  and  it  is  true  whethei: 
I  am  building  gas  pipelines,  or  refineries,  or  anything  else. 

It  is  equally  true  of  telephone  management.  That  you  fiiid  a  man 
in  marketing  in  the  Bell  System  who  feels  that  he  wants  to  come 
out  with  every  piece  of  gear  in  the  entire  world  on  the  market  is 
not  actually  surprising. 

That  is  the  role  that  he  plays,  and  the  role  that  he  plays  is  to 
get  in  there  and  attempt  to  ferret  out  customer  demands;  look  for 
them ;  try  to  find  products  to  meet  them. 

At  the  same  time  the  management  of  tlie  company  has  a  respon- 
sibility, and  the  responsibility  they  have  is  to  balance  the  needs, 
balance  the  capital  needs,  determine  Avhere  the  efi'ort  should  be  put, 
and  t-o  meet  the  best  overall  responsibility. 

The  trouble  with  pulling  things  out  of  context  from  conference 
notes,  or  suggestions,  topics  for  discussion  to  expand  people's  minds, 
is  that  you  often  go  and  you  get  every  idea  that  you  can  possibly 
think  of,  because  if  you  want  an  alert  management  you  have  to 
challenge  them  with  eveiy  idea  that  a^ou  can  challenge  them  with. 

To  say  shoidd  we  investigate  it  as  a  way  of  possibly  cutting  down 
capital  requirements  does  not  necessarily  say  that  after  you  answered 
the  question,  the  answer  to  the  question  was  yes. 

To  find  a  document  where  a  salesman  proposed  that  more  station 
equipment  would  be  offered  if  we  had  no  capital  limitations  cer- 
tainly is  true.  It  certainly  is  true. 

It  is  true  of  any  business  in  the  world.  The  question  is  the  func- 
tion of  management  is  to  optimize  all  possible  choices  and  to  pro- 
vide the  best  thing.  It  would  be  possible  for  A.T.  &  T.  to  otfer  2,000 
dirterent  colors  and  varieties  of  telephones,  but  would  it  be  an  effi- 
cient thing  for  the  total  overall  balance  of  all  customers'  needs,  all 
shareholders'  needs,  all  employees'  needs? 

The  three   functions  that  management  has   to   continually   look 

at 

Mr.  Hellekmax.  Are  you  aware  the  top  management  of  A.T.  &  T. 
is  also  considering  this  method  to  raise  additional  capital? 

Mr.  La  Blanc.  I  am  not  aware  of  it,  no. 
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Mr.  Hellermax.  Could  you  comparo  switcliingj  equipment  used 
in  tlic  communications  industry  with  computers?  Could  you  say 
they  are  similar  ? 

Mr.  La  Blanc.  Xo.  I  spent  many  years  working  very  closely  with 
the  computer  industry.  My  associate,  ISIr.  Himsworth,  is  a  former 
IBM  employee.  The  two  of  us  have  had  quite  a  close  association 
with  the  computer  companies.  "We  follow  them  as  a  regular  course 
in  our  responsibility  at  Salomon  Brother.  There  am  quite  a  few 
ditferences  between  "switc;liing  machines  and  computers.  First  of  all, 
both  of  them  are  similar  in  that  they  are  operating  on  data  inputted 
to  them,  the  computer  spilling  out  numbers  and  results,  the  telephone 
switching  equipment  operating  on  it  and  connecting  two  people  to- 
gether, if  you  will. 

The  similarity,  however,  insofar  as  reliability  is  certainly  one 
where  that  similarity  ends.  For  example^,  with  a  switching  machine, 
the  system  requirement  that  we  have  for  the  No.  1  ESS  when  1 
worked  at  Bell  Laboratories  was  to  make  that  switching  machine 
operate  40  years  with  only  2  hours  of  downtime.  I  recall  the  fii-st 
installation,'  within  the  first  week,  the  system  had  undergone  2  hours' 
worth  of  downtime.  We  all  went  out  that  night  and  celebrated.  We 
said,  "What  the  hell !  We  have  39  good  years  in  front  of  us  because 
we  have  the  2  hours  out  of  the  way."  That  was,  of  course,  the  iirst 
prototype  model.  They  are  approaching  that  now.  The  current  sta- 
tistics "on  the  500  ESS's  that  are  in  and  operating,  I  believe  I  read 
where  it  was  now  somewhere  around  8  hours. 

The  average  computer  system,  however,  is  down  2  hours  a  day. 
The  ones  that  are  operating  full  time,  24  hours  a  day,  7  days  a  week, 
are  only  operated  that  way  when  they  are  installed  either  in  dupli- 
cate or  triplicate  so  they  can  take  each  individual  component  out 
and  do  routine  time. 

The  similarity  is  the  same,  in  that  the  cost  and  complexity  begin 
to  match  each  other.  The  similarity  ends  when  you  stait  talking 
about  reliability. 

Mr.  Hellermax.  The  computer  industry  depreciates  its  equipment 
usually  over  a  5-  or  6-year  period  of  time. 

Mr.  La  Blaxc.  That's  correct. 

Mr.  Hellermax.  The  telephone  company  depreciates  its  equij)- 
ment  over  a  much  longer  span  of  time. 

Mr.  La  Blaxc.  An  average  of  17.2  years. 

jVIr.  Hellermax.  Wouldn't  you  say  the  depreciation  policy  of  the 
common  carriers  may  present  problems  in  updating  equipment  when 
new  technology  is  available  because  they  are  locked  into  a  long 
payout  ? 

Mr.  La  Blaxc.  I  think  I  quarrel  with  your  words  "locked  in." 
I  have  seen  them  write  off  equipment  that  was  no  longer  practical 
because  a  new  technology  had  come  along  to  replace  it.  On  the  other 
hand,  with  double  digit  inflation  as  we  have  it  now,  there  is  no  doubt 
in  my  mind  depreciation  reserves  are  not  going  to  be  sufficient  to 
cover  costs  and  that  the  industry  should  find  a  way  to  make  it  cover 
costs.  The  cm-rent  proposal  before  the  FCC,  to  move  towards  EOG 
type  of  depreciation,  very  definitely  will  benefit  the  user  and  allow 
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A.T.  &  T,  to  recover  more  of  what  is  likely  to  be  replacemeoit  costs 
when  that  equipment  is  replaced. 

Mr.  Chumbris.  Would  counsel  yield  ? 

Mr.  Hellekman.  Certainly. 

Mr.  Chuivibris.  Are  you  making  a  distinction  between  computers 
used  in  the  commercial  and  nonpublic  utility  aspect  as  against  the 
A.T.  &  T.'s  operations? 

Mr.  Hellerman.  Yes. 

Mr.  Chumbris.  There  would  be  a  difference  there.  The  problem 
there  is  you  have  A.T.  &  T.'s  equipment  as  not  only  a  question  of 
how  it  is  depreciated  to  meet  the  usual  depreciation  the  company 
would  have,  but  you  have  to  have  in  mind  how  it  is  reacting  with 
the  Commission  where  you  appear  for  your  rate  cases;  whereas 
the  ordinary  computer  uses  in  the  private  industry  has  a  different 
approach.  As  long  as  he  wants  to  depreciate  them  in  5  or  6  years, 
as  you  noted  earlier,  Mr.  Hellerman,  and  Uncle  Sam  says  it  is  okay, 
that  is  the  way  you  do  it.  You  have  a  different  problem  in  the 
public  utility.  Do  I  read  that  correctly  ? 

Mr.  La  Blanc.  You  read  that  correctly.  In  addition,  the  one  point 
Mr.  Hellerman  didn't  address  is  the  question  of  whether  the  com- 
puter equipment  is  obsolete  after  the  5  or  6  years  that  the  computer 
companies  choose  to  write  it  off  ? 

I  know  of  instances  where  IBM  equipment  that  is  20  and  25  years 
old  is  continuing  to  be  used.  The  fact  that  IBM  wrote  it  off  in  5  or  6 
years  is  irrelevant  to  the  fact  of  how  long  it  has  been  used.  You 
can  still  find  key  punches,  you  can  still  find  1401's  in  use  today 
on  the  premises  of  customers;  and  it  is  just  as  good  today  as  it  was 
20  years  ago. 

The  question  of  depreciation  and  depreciation  policy  is  a  financial 
one  in  the  computer  industry  to  an  extent  that  they  have  been  able 
to  make  quantum  improvements  in  technology.  They  have  not  been 
willing  to  assume  the  risks  on  their  lease  base  for  that,  but  that  does 
not  mean  the  user  cannot  continue  to  go  ahead  and  use  that  equip- 
ment. 

There  has  been  a  very  good  business  made  by  a  number  of  small 
entrepreneurs  who  have  gone  in  and  through  black  box  attachments, 
if  you  will,  to  IBM's  360  equipment,  made  that  360  equipment  just 
the  same  as  370.  It  is  likely  to  last  another  10  years. 

The  question  is,  is  the  equipment  obsolete  and  is  there  any  appreci- 
able benefit  to  the  user  by  replacing  the  equipment.  If  tomorrow 
a  new  switching  machine  came  along  that  would  provide  considerable 
benefits  to  the  new  user,  benefits  that  he  would  be  willing  to  pay 
more  than  he  is  willing  to  pay  for  equipment  that  he  has  now?  I 
have  no  doubt  the  Bell  System,  and  any  of  the  telephone  companies 
for  that  matter,  would  go  ahead  and  replace  that  equipment.  That 
is,  given  regulatory  approval  to  do  it,  and  given  approval  to  go 
ahead  and  take  a  writeoff  and  be  compensated  for  by  the  rates. 

Mr.  Hellerman.  Mr.  La  Blanc,  I  have  no  further  questions.  Thank 
you  very  much. 

Mr.  Chumbris.  I  have  no  questions,  Mr.  Chairman. 

Senator  Hart.  Mr.  Himsworth,  is  there  anything  you  care  to  add  ? 

Gentlemen,  thank  you  very  much. 
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We  plan  to  go  through  rather  than  recessing  for  hmch.  It  is  my 
understanding  Mr.  Nathan  is  able  to  stay.  Let  us  take  a  5-minute 
recess. 

[A  brief  recess  was  taken.] 

[The  following  was  received  for  the  record.  Testimony  resumes  on 
p.  3954.] 

MATERIAL  RELATING  TO  THE  TESTIMONY  OF  ROBERT  E.  LA  BLANC 

Exhibit  1. — Prepared  Statement  of  Mr.  La  Blanc 

I'KEPARKD  Statement  of  Robert  E.  La  Blanc,  Vice  President,  Manager, 
Technology  Group,  Solomon  Brothers,  New  York,  N.Y.,  on  Behalf  of  Amer- 
ican Telephone  &  Telegrappi  Co. 

the  probable  financial  consequences  of  breaking  up  the  bell  system 

My  name  is  Robert  E.  La  Blanc.  My  business  address  is  One  New  York 
Plaza,  New  York,  New  York  10004.  I  am  a  Vice  President  and  Manager  of  the 
Technology  Group  with  Salomon  Brothers.  I  earned  a  Master  in  Business  Ad- 
ministration at  New  York  University.  I  did  my  undergraduate  work  at  Man- 
hattan College  where  I  received  a  Bachelor  of  Electrical  Engineering  degree. 
Shortly  after  graduation  I  joined  the  Air  Force  and  served  as  a  Base  Communi- 
cations Officer  until  1959.  From  1959  until  early  1969  I  was  employed  by  Amer- 
ican Telephone  and  Telegraph  Company  and  the  New  York  Telephone  Com- 
pany in  various  financial,  technical,  and  managerial  capacities.  I  became  asso- 
ciated with  Salmon  Brothers  in  1969. 

Salomon  Brothers  is  an  investment  banking  firm  with  offices  throughout  the 
United  States  and  a  subsidiary  in  England.  We  are  imderwriters  and  brokers 
in  addition  to  making  markets  at  our  own  risk  in  all  securities  markets.  Our 
firm  deals  almost  entirely  with  institutional  investors,  and  because  of  our 
varied  activities  we  are  in  daily  contact  with  thousands  of  portfolio  managers 
and  traders  from  banks,  corporations,  insurance  companies,  mutual  fimds,  and 
others.  This  gives  us  an  up-to-the-minute  awareness  of  the  thinking.  We  also 
give  advice  to  corporations  as  to  financial  matters  with  respect  to  the  best  way 
to  raise  capital.  In  this  regard,  Salomon  Brothers  has  an  investment  bank- 
ing relationship  with  AT&T,  Western  Electric,  and  a  number  of  the  operating 
subsidiaries.  During  the  last  five  fiscal  years,  Salomon  Brothers  managed  or 
comanaged  612  coi-porate  public  offerings  wdth  a  total  value  of  over  $26  billion, 
ranking  us  third  or  fourth  in  national  standing.  Our  firm  is  also  leader  in  the 
field  of  private  placements.  During  the  last  fiscal  year,  the  firm  placed  61 
financings  with  a  value  of  $863  million  compared  with  77  issues  with  a  value 
of  $560  million  a  year  ago.  Recent  figures  disclose  that  Salomon  Brothers 
ranked  second  in  total  imderwritings  managed  and  first  in  competitive  financ- 
ings during  fiscal  1973.  Our  net  worth  at  the  close  of  our  last  fiscal  year  was 
approximately  $123  million,  ranking  us  second  in  size  among  all  United  States 
securities  firms.  During  our  last  fiscal  year  we  handled  over  $200  billion  in 
purchases  and  sales  of  securities  and  are  among  the  largest  managers  of  new 
debt  issues  in  the  United  States.  We  also  maintained  active  markets  in  all  kinds 
of  corporate  securities  as  well  as  the  bonds,  notes  and  bills  of  the  United 
States  Government,  state  and  local  governments,  and  Federal  agencies. 

In  the  trading  area  our  utility  desk  maintains  an  active  secondary  market 
and  regularly  trades  in  the  debt  securities  of  all  of  the  Bell  System  companies. 
Our  monthly  volume  of  about  $350  million  of  Bell  debt  instruments  equates  on 
an  annualized  basis  to  about  15%  of  all  Bell  debt  outstanding. 

We  provide  a  broad  range  of  bond  market,  money  market,  and  equity  re- 
search services  for  investors  and  issuers  of  securities.  One  of  our  specialties 
in  this  area  is  public  utility  stocks  and  bonds.  As  Manager-Technology  Group, 
I  direct  and  conduct  complete  financial,  manager,  and  technical  research  and 
analysis  of  corporations  in  the  communications,  data  communications,  and 
computer  communications  fields  in  both  public  utilities  and  non-regulated 
companies.  In  the  course  of  my  duties  I  meet  with  and  give  advice  to  financial 
officers  of  these  corporations  and  to  investors.  I  am  responsible  for  writing 
reports  about  these  companies  for  our  clients  and  our  staff.  American  Tele- 
phone and  Telegraph  Company  and  the  associated  Bell  System  operating  com- 
panies are  among  the  companies  I  follow  as  a  regular  matter.  Among  other 
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things,  my  reports  form  the  basis  upon  which  we  and  our  clients  make  invest- 
ment decisions.  In  the  area  of  research,  in  a  survey  of  major  financial  institu- 
tions in  the  United  States  recently  completed  by  Institutional  Investor  Maga- 
zine, I  was  voted  the  leading  communications  industry  analyst. 

American  Telephone  and  Telegraph  Company  has  asked  me  to  comment  from 
my  point  of  view  as  an  inivestment  analyst  on  the  consequences  of  the  pro- 
posals made  to  this  subcommittee  to  break  up  the  Bell  System,  including  a 
divestitur'e  of  Western  Electric,  a  divestiture  of  the  operating  telephone  com- 
panies, the  separation  of  Bell  Telephone  Laboratories,  and  the  separation  of 
AT&T's  Long  Lines  Department.  Two  witnesses  have  testified  that  the  break- 
up of  the  Bell  System  would  be  viewed  positively  by  Wall  Street,  and  would 
basically  be  good  for  the  shareholders.  Both  \\-itnesses  made  rather  broad 
assumptions  in  arriving  at  their  opinions  which  certainly  must  be  called  into 
qiTestion.  For  example,  it  is  my  opinion  that  it  is  questionable  that  no  opera- 
tional problems  or  technical  difficulties  would  result.  Moreover,  on  these 
broad  assumptions  they  asserted  that  the  component  parts  of  the  Bell  System, 
once  divested,  would  achieve  "glamour"'  stock  status  or  at  least  be  evaluated 
by  investors  at  significantly  higher  multiples  than  they  are  today.  My  testi- 
mony will  show : 

(1)  That  there  would  be  no  beniefit  in  such  divestiture  to  AT&T  share- 
holders and  almost  certainly  this  would  be  a  detriment  to  the  over  70  million 
Bell  System  customers  whose  cost  of  service  would  incr'ease  ; 

(1)  The  operating  telephone  companies  separated  from  AT&T,  and  having 
lost  the  cost  advantage  inherent  in  the  present  vertical  integration,  woiild  not 
be  better  off ; 

(3)  It  is  highly  doubtful  that  the  components  (Western  Electric,  Long  Lines, 
and  Bell  Telephone  Laboratories),  once  divested,  would  achieve  "glamour" 
status : 

(4)  These  divestiture  proposals  are  therefore  not  well  founded. 

WESTERN   ELECTRIC 

Previous  testimony  has  characterized  Western  Electric  as  operating  on  its 
own  as  a  "glamo'ur"  company.  We  would  note  that  in  order  for  Western 
Electric  to  become  a  "glamour"  growth  stock,  its  perforlnance  in  terms  of 
both  return  on  equity  and  earnings  growth  would  have  to  be  substantially 
improved.  Table  I  provides  a  basis  for  comparison  of  Western  Electric's  return 
on  equity  and  earnings  gi-owth  for  the  five  year's  ending  1972  ^  with  comparable 
figures  for  a  selected  list  of  glamour  growth  stocks. 

The  quickest  and  easiest  means  of  raising  the  return  on  equity  from  the 
10.4%  achieved  by  Western  Electric  over  the  five-year  period  would  be  to 
increase  the  sale  prices  of  its  products.  Fr'om  the  viewpoint  of  market  demand, 
such  an  increase  appears  feasible  in  light  of  previous  testimony  which  has 
indicated  that  Western  Electric  today  pi'ovides  equipment  to  the  Bell  System 
operating  companies  at  prices  averaging  from  60%  to  70%  of  the  general 
trade  price  paid  by  the  average  independent  telephone  company.  By  oiir  cal- 
culations, to  increase  Westerli  Electric's  return  on  equity  in  1972  to  22.8%  ^ 
would  have  required  a  general  price  increase  of  some  11%.  This  in  turn 
would  have  resulted  in  an  increase  in  both  current  and  future  costs  of  the 
operating  companies  which  would,  therefore,  find  themselves  in  the  difficult 
position  of  earning  less  on  a  greater  investment.  The  companies  would  then 
be  force<l  to  apply  to  the  i-espective  Federal  and  State  authorities  for  in- 
creased telephone  rates,  which  increase  would  fall  upon  the  broad  spectrum 
of  consumers.  Because  such  rate  proceedings  take  considerable  time  to  com- 
plete and  generally  make  inadequate  adjustments  for  inflation,  there  not  only 
would  be  a  lag  period  during  which  earnings  would  lie  adversely  affected,  but 
uncertainty  that  profit  levels  would  be  adequate  even  after'  rate  proceedings 
were  completed.  Inadequate  earnings  put  service  levels  in  jeopardy  and  make  it 
increasingly  costly  for  the  companies  to  finance  large  construction  programs 
needed  to  provide  for  growth  in  demand.  Thus,  with  the  inevitable  decreases  in 
l)rofits,  it  is  difficult  to  see  how  shareholders  could  benefit  if  Wester'n  were  to 
achieve  a  "glamour"  status.  What  is  clear,  however,  is  that  higher  prices  for 


1  This  tinip  period  was  chosen  for  use  thronsrhout  this  statement  to  provifle  compara- 
hility  with  other  data  previously  introduced.  Data  for  period  ending  in  197.3  would  not 
change  the  basic  conclusions. 

"  The  average  return  on  equity  by  the  quoted  "glamours,"  table  I. 


3939 

plione  service  would  almost  surely  result  and  this  could  not  possibly  be  con- 
sidered a  benefit  to  users  of  telephone  service. 

Another  possibility  for  improving  Western  Electee's  earnings  performance 
would  be  to  expand  sales  volume  so  as  to  increase  earnings  growth  to  match 
the  earnings  per  share  growth  achieved  by  the  glamour  stocks.  Converting 
Western  Klectric"s  net  income  figures  for  the  five-year  period  fr'om  1967  to 
1972,  to  a  comparable  earnings  per  share  basis  that  gives  recognition  to  the 
Bell  System  equity  investments  made  during  that  period,  yields  a  five-year 
compound  growth  rate  of  11.2%.^  If  Western  Electric  were  to  have  achieved 
the  14.8%  growth  rate  achieved  by  the  average  glamour  growth  stock  shown  in 
Table  I,  we  estimate  that  its  sales  volume  in  1972  would  have  to  have  been 
18%  higher  tliau  was  actually  realized.  Since  virtually  all  of  Western  Electrlc's 
sales  currently  are  to  the  Bell  operating  companies,  future  expansions  of  this 
magnitude  would  require  new  and  expanded  marketing,  sales,  and  engineering 
organizations,  as  well  as  additional  investment  in  plant,  equipment,  and  in- 
ventories. It  then  becomes  doubtful  if  current  profit  levels  could  be  main- 
tainetl  without  a  price  increase,  thus  again  bringing  pressure  on  operating 
company  profits. 

several  other  questions  concerning  the  feasibility  of  Western  Electric's 
divestiture  also  would  have  to  be  answered.  For  example,  would  competition 
in  telecommunications  supply  be  stimulated  by  allowing  a  divested  Western 
Electric  to  aggressively  attempt  to  expand  its  market  share  at  the  expense  of 
other  manufacturers  in  the  industry?  Since  Western  Electrlc's  prices  now  are 
about  60%  to  70%  of  the  general  trade,  there  would  be  room  for  substantial 
price  increases  (that  would  be  paid  for  by  telephone  users).  On  the  other 
hand,  the  continuation  of  such  price  differences  would  enable  Western  to 
dominate  the  independent  market.  It  is  pr'oblematical,  however,  that  a  divested 
AVestern  Electric  would  be  able  to  achieve  the  profits  necessary  to  give  its  stock 
a  "glamour"  status.  A  look  at  a  diversified  group  of  companies  against  which 
a  divested  Western  Electric  might  compete  shows  why  this  is  so.  As  shown  in 
Table  II.  the  average  price/earnings  ratio  and  return  on  average  common 
equity  for  such  companies  for  the  periods  indicated  was  13.2  times  and  11.1%,* 
respectively,  of  the  "glamours"  shown  in  Table  I. 

In  addition,  since  the  mid-1960s,  IRS  regulations  have  allowed  taxes  on 
profits  on  sales  between  Western  Electric  and  the  oper'ating  companies  to  be 
flowed  back  to  the  operating  telephone  companies,  thus  reducing  the  depre- 
ciable rate  base  by  some  $750  million  as  of  December  31,  1972.  This  net  reduc- 
tion in  consolidated  income  tax  liability  is  currently  aggregating  approximately 
$60  million  per  year  and  is  thus  benefitting  AT&T  telephone  customers.  A 
separated  Western  Electric  would  for'eclose  these  benefits. 

For  these  reasons,  I  feel  that  the  suggestion  that  Western  Electric  would 
become  a  "glamour"  .stock  is  tenuous  at  liest,  and  that  its  divestiture  would 
not  benefit  either  today's  AT&T  shareholders  or,  more  importantly,  its  cus- 
tomers. 

OPERATING    COMPANIES 

As  mentioned  above,  a  divestiture  of  Western  Electric  could  have  serious  con- 
sequences on  the  profitability  of  the  operating  companies,  assuming  Western 
Electric  were  to  raise  its  prices.  This  disadvantage  not  withstanding,  two  pre- 
vious financial  witnesses  have  testified  that  the  separation  of  the  23  Bell 
operating  companies  from  the  Bell  System  would  be  viewed  favorably  by  the 
stock  market,  and  that  their  price/earnings  ratios  would  likely  exi^and  to 
match  today's  price/earnings  ratios  of  the  independent  telephone  companies. 

Table  III  compares  the  five-year  earnings  performance  of  the  eight  largest 
independent  telephone  companies  with  the  six  publicly  traded  Bell  System 
companies.  On  a  return-on-equity  basis,  the  relative  valuations  of  the  inde- 
pendents and  the  publicly  traded  Bell  System  companies  appear  to  be  about 
right.  The  Bell  companies'  five-year  average  was  8.7%,  while  the  independents' 
average  was  r'oughly  double  that  figure.  The  Bell  System  market-to-book  ratio 
was  approximately  l.OX  and  the  independent  companies  1.7X,  or  roughly  the 
same  proportion  as  the  ratios  of  return  on  equity.  When  the  price/earnings 
statistics  are  examined,  however,  there  appears  to  be  a  disparity  between  the 
independent  companies  and  the?  Bell   System  companies.   Here  the  Bell   com- 


3  This  11.2  percent  assumes  that  the  .?575  million  Invested  by  A.  T.  &  T.  in  Western 
Electric  between  1968  nnd  1972  was  invested  at  a  "glamour"  stock  multiple  of  ,"0  times 
previous  year's  earnings. 

*  The  return  on  equity  for  the  10  years  ending  in  1972  was  13.0  percent. 
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panies'  five-year  compounded  growth  fate  was  1.6%  and  the  1972  price/ 
earnings  ratio  was  12.3X,  while  the  average  of  the  eight  largest  independent 
telephone  companies'  five-year  compounded  rate  of  earnings  growth  was  9.7%, 
and  their  price/earnings  ratio  was  only  13.7X.  If  anything,  this  would  lead 
me  to  believe  that  the  independent  companies  are  undervalued  relative  to  the 
Bell  System  companies,  and  if  these  six  Bell  companis  are  repr'esentative 
of  the  23  operating  companies.  Bell's  price/earnings  ratio,  and  hence  its 
relative  market  value,  would  likely  decline  relative  to  the  existing  independent 
companies  upon  the  divestiture  of  such  Bell  operating  companies. 

In  my  opinion,  the  only  way  these  divested  Bell  companies  could  become 
like  independent  telephone  companies  in  the  investors'  eyes  would  be  if  they 
achieved  comparable  earnings  per  share  growth  rates  and  comparable  returns 
on  equity.  This  in  turn  would  necessitate  rate  increases  again  putting  the 
burden  on  the  telephone  user.  I  also  find  it  difficult  to  believe  that  separation 
of  the  operating  companies  from  the  technological,  operating,  financial,  and 
cost  benefits  of  vertical  integration  with  AT&T,  Western  Electric,  and  Bell 
Telephone  Laboratories  would  be  viewed  by  investors  as  enhancing  earnings 
per  share  or  return  on  equity  and  thus  deserving  of  a  higher  price/earnings 
multiplier. 

Obviously,  then,  any  further  decline  in  Bell's  pi'ice/earnings  ratio  would 
exacerbate  a  very  serious  problem  facing  the  Bell  System  today,  i.e.,  the 
company's  inability  to  sell  common  equity  above  book  value.  Sale  below  book 
value  dilutes  present  shareholders'  equity,  unfavorably  impacts  earnings 
growth,  makes  it  more  difficult  for  the  company  to  sell  its  securities,  and 
thus  increases  the  cost  of  capital.  These  increased  costs  not  only  decrease 
the  attractiveness  of  the  securities  to  the  shareholders  and  bondholders,  but 
must  be  passed  on  to  the  user — ^the  rate  payer,  the  over  70  million  Bell  Sys- 
tem customers.  From  time  to  time  some  operating  companies  experience 
temporarily  poor  earnings  performance  and  must  rely  on  their  association 
with  the  Bell  System  to  help  them  with  financing  until  adequate  earnings  are 
restoi-ed.  It  is  doubtful  that  during  such  times  those  operating  companies 
operating  independently,  without  Bell  System  association,  could  raise  com- 
mon equity  at  all.  For  example,  during  the  1968-72  period  the  New  York 
Telephone  Company  experienced  difficulty  in  meeting  the  service  demands  of 
customers.  Earnings  fell  precipitously,  and  even  at  the  higher  price/earnings 
ratios  afforded  the  independent  telephone  companies,  it  would  have  been 
virtually  impossible  to  sell  stock  above  book  value.  Had  New  York  Telephone 
not  been  associated  with  the  Bell  System  during  those  yeai's,  when  AT&T 
invested  equity  irrespective  of  current  earnings,  I  venture  to  say  the  com- 
pany would  be  in  serious  financial  difficulty  today.  This,  in  fact,  has  been 
noted  by  the  New  York  State  Public  Service?  Commission  in  its  deliberations 
involving  the  company's  rates. 

For  these  reasons,  I  believe  the  hypothesis  that  the  divestiture  of  the  Bell 
System  oper-ating  companies  from  AT&T  would  benefit  AT&T  shareholders  is 
not  well  founded,  would  not  result  in  the  operating  company's  achieving  a 
higher  market  valuation  than  they  are  afforded  today,  and  would  definitely 
result  in  an  increase  in  the  cost  of  telephone  service  to  the  user. 

LONG   LINES    DEPARTMENT 

Another  point  addressed  in  the  previous  testimony  was  that  AT&T's  Long 
Lines  Department,  if  independent,  would  also  be  viewed  as  a  "glamour"  stock 
because  of  its  exposure  to  rapidly  changing  technology,  good  profits,  and  high 
international  growth.  The  reason,  in  my  opinion,  that  Long  Lines  has  been 
successful  is  the  close  working  relationship  between  Bell  Telephone  Labora- 
tories and  Western  Electric  to  meet  the  needs  of  the  long  haul  communications 
user,  at  prices  that  have  encouraged  vsdde-ranging  usage.  These  benefits  have 
been  made  possible  only  by  this  partnership  in  system  design,  development, 
manufacture,  and  installation  inherent  in  vertical  integration.  The  integration 
between  Long  Lines  and  the  operating  companies  has  resulted  in  increased 
innovation,  improved  long  range  planning,  and  has  resulted  in  a  reduction  of 
duplicate  equipment,  thus  reducing  costs.  It  is  my  feeling  that  a  separated 
Long  Lines  would  not  enjoy  such  economies.  I  therefore  find  it  diflBcult  to 
believe  that  the  separation  of  AT&T's  Long  Lines  Department  would  benefit 
either  AT&T's  shareholders  or  customers. 
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BELL  TELEPHONE  LABORATORIES 

Lastly,  I  would  like  to  addi'ess  the  idea  that  a  separate  Bell  Telephone 
Laboratories  could  be  a  viable  entity.  I  know  of  no  other  in-house  research 
organization  on  the  scale  of  Bell  Labs,  much  less  an  independent  organiza- 
tion, organized  to  sell  either  pure  or  applied  research  at  a  profit.  In  fact,  the 
only  way  a  research  and  development  operation  for  a  particulai"  industry 
could  be  viable  would  be  to  attempt  to  optimize  short-term  profits  in  any 
technological  discipline,  not  just  the  particular  industry  area.  In  my  mind, 
strict  adherence  to  the  profit  motive  forces  research  and  development  into 
a  product  orientation  not  directed  solely  towards  satisfying  telecommunica- 
tiones  industry  needs.  Upon  divestiture,  Bell  Labs  would  seek  to  become  all 
things  to  all  men,  its  expertise  would  become  scattered,  intermittent  and 
unfocused,  and  it  would  probably  lack  the  funding  support  which  is  necessary 
for  major  product  innovation.  In  a  word,  it  would  become  a  generalized 
"think  tank,"  and  lose  the  expertise,  funds,  and  commitment  to  continuing 
innovations,  including  product  innovations,  which  it  has  contributed  to  the 
advancement  of  communications  for  so  many  years. 

One  needs  only  to  look  at  the  problems  of  today's  electric  utilities  industry 
to  understand  what  this  lack  of  a  strong  research  and  development  organization 
can  mean.  In  fact,  I  have  heard  many  prominent  electric  utilities  executives 
bemoan  the  lack  of  a  Bell  Telephone  Laboratories  counterpart  for  the  electric 
industry.  It  is  through  the  ability  of  AT&T  to  devote  annually  $170  million 
of  its  resources  to  fund  Bell  Telephone  Laboratories'  basic  communication 
research  without  specific  product  orientation  that  has  enabled  America  to 
have  the  finest  communications  system  in  the  world.  This  $170  million  is  in 
addition  to  the  over  $250  million  expended  in  1973  by  Western  Electric  on 
product-oriented  research  and  development  at  Bell  Telephone  Laboratories. 

It  is  therefore  in  my  opinion  as  a  long-time  participant  in,  and  student  of, 
the  communications  industry  that  a  forced  divestiture  of  Western  Electric, 
Bell  Telephone  Laboratories,  and  the  creation  of  independent  operating 
companies  and  an  independent  Long  Lines  Department  1)  would  not  be 
beneficial  to  AT&T's  shareholders  or  the  over  70  million  Bell  System  cus- 
tomers; 2)  would  not  result  in  any  benefits  to  the  Bell  operating  companies; 
3)  would  not  result  in  the  component  parts  achieving  the  highly  touted  "glamour" 
status  ;  and  4)  are  not  well  founded  proposals. 

TABLE  l.-FIVE  YEAR  EARNINGS  PERFORWIANCE  OF  20  GLAMOUR  GROWTH  STOCKS' 
[In  percent] 


Average  compound 

growth  rate  of 

Price/earnings    Average  return  on  earnings/share 

ratio  (6/73)      equity  (1968-72)  (1967-72) 


American  Home  Products 

American  Hospital  Supplies -.. 

Avon  Products 

Burroughs 

Coca  Cola - 

Disney 

Eastman  Kodak 

IBM - 

Int'l  Flavors  and  Fragrances 

Johnson  &  Johnson.. 

Kresge 

Lilly  (Eli) 

McDonalds 

Merck 

Minnesota  Mining 

Polaroid.. .-- 

Schering  Plough 

Tampax 

Upjohn 

Xerox 

Average 42.2X  22.8  14.8 

'  A  selected  list  of  generally  recognized  "glamour  growth"  stocks,  all  with  price/earnings  ratios  in  excess  of  30  times  in 
mid-1973. 


34X 

43.5 

10.1 

32 

11.0 

12.9 

48 

37.6 

13.9 

38 

13.9 

17.2 

39 

26.2 

12.5 

45 

12.4 

21.5 

35 

20.2 

9.2 

31 

18.6 

13.6 

73 

20.1 

13.6 

45 

17.1 

23.0 

34 

17.1 

23.6 

39 

22.2 

16.8 

44 

31.6 

36.2 

40 

25.8 

9.5 

33 

19.1 

9.7 

72* 

15.0 

(7.0) 

40 

27.3 

18.0 

42 

39.0 

16.4 

39 

14.6 

8.4 

41 

24.6 

17.7 

Source: Standard  &  Poor's,  Moody's. 


3942 


TABLE 


-RETURN  ON  EQUITY  AND  PRICE  EARNINGS  RATIOS  OF  COMPANIES  AGAINST  WHICH  A  DIVESTED 
WESTERN  ELECTRIC  MIGHT  COMPETE 


Price/earnings 

ratio  Aug.  17, 

1973 


Return  on  average 

common  equity 

1968-72  (percent) 


American  Chain  &  Cable 

AMP  lnc_.. 

Beckman  Instruments 

Collins  Radio 

Cutler-Hammer 

Essex  International 

General  Cable 

Gene ral  Electric 

General  Instrument 

Gen.  Telephone  &  Electronics 

Globe-Union 

Hewlett-Packard 

Admiral  Corp 

Avnet,  Inc 

Corning  Glass  Works 

EG&G,  Inc 

Emerson  Electric. 

Fairchild  Camera  &  Instrument 

Allegheny-Ludium  Steel  (True  Temper  Corp.). 

Allis-Chalmers 

Aluminum  Co.  of  America 

Amerace-Esna.- 

Akzona  Inc 

American  Machine  &  Foundry 

Anaconda  Co 

Arvin  Industries 

Bell  &  Howell 

Bendix  Corp 

Bulova  Watch 

Burroughs  Corp 

Cerro  Corp 

Cessna  Aircraft 

CopperweldCorp 

Eagle- Richer 

Englehard  Minerals  &  Chemicals 

ESB  Inc.. 

Ex-Cell-0  Corp 

Foxboro  Co 

General  Dynamics 

Harris- 1  ntertype 

Honeywell,  Inc 

Kennecott  Copper 

Keystone  Consolidated  Industry 

National  Cash  Register 

International  Telephone  &  Telegraph 

Leeds  &  Northrup 

Mallory(PR.) 

M otorola,  I  nc _ _ 

Radio  Corp.  of  America 

Sangamo  Electric 

Internat'l  Business  Machines 

Sp rague  Electric 

Square  D  Co 

Tsktronix,  Inc 

Texas  I nstru ments 

Triangle  Industries 

Varian  Associates 

General  Signal 

North  American  Philips 

Robertshaw  Controls 

Westinghouse  Electric 

Zenith  Radio 

Lear  Siegler 

Ling-Temco-Vought 

Litton  Industries 

Magnavox  Co 

McGraw- Edison 

Northrop  Corp 

0 hio  Brass 

Perkin-Elmer 

Phelps  Dodge 

Raytheon  Co 

Reynolds  Metals 

Sanders  Associates 

SCM  Corp. _. 

Singer  Co 

Sperry  Rand 


7X 

5.4 

42 

21.6 

16 

6.9 

17 

(38.  0) 

8 

8.3 

7 

16.8 

7 

11.6 

19 

14.8 

15 

5.1 

10 

12.6 

7 

6.6 

47 

14.0 

5 

.9 

5 

27.3 

28 

13.3 

21 

8.7 

30 

24.3 

16 

(6.1) 

6 

7.5 

10 

.5 

13 

8.7 

6 

46.3 

9 

12.5 

8 

20.9 

8 

5.3 

13 

9.9 

9 

10.3 

7 

12.4 

8 

9.2 

43 

13.9 

4 

7.3 

7 

13.5 

5 

10.5 

8 

14.9 

11 

18.1 

8 

8.5 

9 

9.1 

27 

5.2 

6 

4.3 

11 

11.9 

22 

11.7 

8 

11.5 

6 

3.9 

19 

2.2 

7 

27.9 

19 

7.8 

9 

9.8 

21 

10.8 

10 

16.0 

6 

5.0 

32 

18.6 

9 

(6.3) 

19 

21.6 

20 

11.8 

35 

11.6 

7 

5.7 

13 

2.5 

17 

13.5 

6 

10.4 

7 

11.0 

15 

11.1 

11 

17.4 

7 

25.6 

4 

17.5 

8 

12.5 

15 

19.4 

9 

11.4 

6 

12.3 

10 

5.6 

39 

12.9 

10 

13.5 

8 

13.8 

27 

4.3 

12 

(11.6) 

7 

6.1 

9 

14.8 

16 

10.4 
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Price/earnings      Return  on  average 

ratio  Aug.  17,  common  equity 

1973       1968-72  (percent) 


Stewart- Warner 

Studebaker-Worthington  (Tung-Sol  Electric) 

Sunbeam  Corp --- 

TRW,  Inc 

United  Aircraft 

Victor  Comptometer 

Whittaker  Corp 

Average 


Source:  AT&T  Co.,  Compustat. 


8 

12.1 

4 

14.7 

13 

10.1 

8 

40.8 

5 

6.4 

10 

10.0 

9 

19.3 

13.2 

11.1 

TABLE  111.— BELL  SYSTEM  AND  INDEPENDENT  EARNINGS  COMPARISONS 


E.P.S.  growth 

Price/earnings      rate  (1967-72) 

ratio  (1972)  percent 


Average  return 

on  equity 

Market/book  (1968-72) 

ratio  (1972)  percent 


Central  Telephone  &  Utilities 

Continental  Telephone 

Florida  Telephone 

General  Telephone  &  Electronics 

Lincoln  Telephone _.- - 

Mid-Continent  Telephone 

Rochester  Telephone 

United  Telecommunications 

Independent  Telephone  Average 

Cincinnati  Bell 

Mountain  States  Telephone 

Mew  England  Telephone 

Pacific  Northwest  Bell 

Pacific  Telephone 

Southern  New  England  Telephone 

Public  Bell  subsidiary  average.. 


12.2X 

7.7 
9.4 
17.4 
4.4 
12.5 
11.6 
9.9 
4.9 

1.7X 

1.9 

1.7 

1.4 

1.2 

1.9 

1.9 

1.8 

15.5 

10.7 

19.2 

19.1 

9.6 

11.2 

11.5 

9.2 

21.5 

13.6 

16.8 

15.8 

11.3 

13.6 

31.5 

13. 2X 

9.7 

1.7X 

17.1 

10.  8X 

1.2 
5.7 

2.4 
0.8 

l.OX 
1.0 
1.1 
1.0 
.9 
1.0 

9.4 

9.9 

9.8 

14.1 

8.1 

11.5 

8.3 

12.6 

7.7 

15.1 

8.9 

12. 3X 


1.6 


l.OX 


8.7 


Source:  Salomon  Brothers  &  Company  Reports. 

Exhibit  2.— Letter  from  Mr.  La  Blanc  Transmitting  Selected  Financial  Data 

on  Western  Electric 

Salomon  Brothers, 
New  York,  N.Y.,  July  24,  1974- 
Mr.  Ger-\ld  Hellerman, 
Antitrust  and  Monopoly  Subcommittee, 
U.S.  Senate,  Washington,  B.C. 

Dear  Mr.  Hellerman  :  I  efnjoyed  seeing  you  in  Washington  on  July  Oth 
and  look  forward  to  your  calling  me  next  time  you  are  in  New  York. 

Attached  is  some  selected  financial  data  on  Wester^i  Electric  Company, 
using  figures  for  the  year  ending  December  31,  1973.  The  first  column  shows  the 
actual  performance  for  the  company  during  the  year  and  indicates  a  return 
on  equity  of  10.46%,  with  pretax  interest  coverage  of  11.41  times.  The  debt 
ratio  as  of  year  end  w^as  just  under  24%.  The  second  column  shows  the  effect 
on  the  company  assuming  a  50%  debt  ratio  and  a  pr'oportional  increase  in 
interest  etxpense  (this  works  out  to  be  6.26%  on  year  end  debt— the  actual 
embedded  cost  of  debt  at  year  end  was  8.23%).  Under  these  assumptions,  the 
return  on  equity  would  have  been  14.24%  and  interest  coverage!  before  taxes 
would  have  dropped  to  5.46  times,  all  other  things  being  equal. 

The  last  column  shows  the  effect  assuming  that  the  additional  debt  needed 
to  bring  the  debt  capitalization  up  to  50%  had  an  average  cost  of  10%.  Re- 
turn on  common  equity  in  this  case  would  be  13.25%,  and  interest  coverage 
would  be  4.17  times. 
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To  get  to  the  point  of  your  question,  I  doubt  vei"y  seriously  whetlier  in- 
creasing Western  Electric's  debt  ratio,  thereby  using  added  leverage  to  in- 
crease the  return  on  equity,  would  make  Western  Electric  a  "glamour  stock" 
in  investors'  minds.  Of  the  20  glamour  growth  stocks  in  Table  I  of  my  testi- 
mony, only  two  had  debt  ratios  over  20%,  one  being  MacDonald's"  whose 
debt  consists  primarily  of  mortgages  on  their  hamburger  stands.  The  average 
debt  ratio  of  all  these  companies  is  only  a  little  over  12%.  It  is  also  interesting 
to  note  that  the  average  debt  ratio  of  all  of  the  companies  against  which  a 
divested  Western  Electric  might  compete,  as  shown  in  Table  2,  is  onlv  a  little 
over  33%.  . 

I  therefore  continue  to  feel  that  the  investment  community  would  view  a 
50%  debt  ratio  as  imprudent  for  Western  Electric.  I  continue  to  feel  that 
it  is  doubtful  that  Western  Electric  would  become  a  glamour  in  investors' 
minds  were  it  divested  from  AT&T. 

If  I  can  be  of  any  further  help,  please  do  not  hesitate  to  ask. 
Sincerely, 

RoBEiRT  E.  LA  Blanc, 

Vice  President. 

WESTERN  ELECTRIC  CO. 
[In  thousands  of  dollars] 


Year  ended 
Dec.  31, 1973 


Assuming 


50  percent  debt 
at  6.26  percent 


50  percent  debt 

(24  percent  at 

6.26  percent;  26 

percent  at  10 

percent) 


Gross  income: 

Total  sales 

Other  income 

Total  gross  income 

Costs  and  expenses: 

Costs  of  products  and  services 

Development  expenses 

Merchandising  and  general  expenses 
I nterest  expense _. 

Total  costs  and  expenses 

Income  before  income  taxes 

Total  income  taxes 

Net  income 

Capitalization: 

Long-term  debt 

Total  equity  capital 

Return  on  equity  (percent). 

Interest  coverage  before  tax 


$7,  037,  290 
35,771 


7,073,061 


5, 177,  796 

574,  344 

642, 812 

59,  432 


10.46 
11.41X 


$7,  037,  290 
35,771 


7,  073,  061 


5,177,796 
574,  344 
642, 812 
124, 135 


14.24 
5.46X 


$7,  037,  290 
35,  771 


7,073,061 


5, 177,  796 
574,  344 
642,  812 
162,  750 


6,  454,  384 

6,  519,  087 

6  557  702 

618,677 
303. 372 

553,  974 
271,669 

515,359 
252,  732 

315  305 

282.  305 

262  627 

949, 000 

1,982,176.5 
1,982,176.5 

1,982,176.5 

3.015,353 

1,  982, 176.  5 

3, 964,  353 

3.  964,  353.  0 

3,  964,  353.  0 

13.25 
4. 17X 


Exhibit   3. — Prepared  Statement   of  Mr.   Hallingly   Re   Market   Reaction   to 
Restructuring  of  Bell  System 

Statement  of  Paul  Hallingby,  Jr..  on   Behalf  of  American  Telephone  & 

Telegraph  Co. 


BACKGROUND 

First  may  I  offer  a  brief  siimmary  of  my  background.  I  am  a  native  of 
Los  Angeles,  California,  and  have  lived  and  worked  in  New  York  sincei  enter- 
ing the  investment  banking  business  in  1946.  I  graduated  from  Stanford 
University  in  1941,  majoring  in  engineering,  and  attended  the  Graduate 
School  of  Business  Administration  of  Harvard  University  before  going  on 
active  duty  as  an  officer  in  Naval  Aviation  in  mid-1942.  From  1946  to  1952  I 
was  in  the  investment  banking     business  in  New  York.  Thereafter  I   spent 
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six-year's  as  Financial  Vice  President  of  Middle  South  Utilities,  Inc.,  a  large 
public  utility  holding  company.  Beginning  February  1,  1958,  I  was  a  General 
Partner  of  White,  Weld  &  Co.,  New  York  for  fourteen  years.  Since  incorpora- 
tion of  the  firm  on  February  1,  1972.  I  have  been  President  and  a  Director 
of  White,  Weld  &  Co.  Incorporated. 

My  firm  is  engaged  in  the  field  of  international  investment  banking  and 
securities  brokerage.  We  are  members  of  the  New  Yor'k  Stock  Exchange,  the 
American  Stock  Exchange,  and  other  principal  securities  exchanges.  In  in- 
vestment banking  our  company  acts  as  manager  or  co-manager  of  a  sub- 
stantial volume  of  public  offerings  of  bonds,  preferred  stocks  and  common 
stocks  of  electric,  gas  and  telephone  utilities  as  well  as  companies  in  many 
other  industries.  We  also  participate  as  an  underwriter  and  distributor  of 
securities  offerings  underwritten  by  groups  managed  by  other  investment  bank- 
ing firms,  and  we  are  active  in  negotiating  direct  placements  of  security  issues 
with  institutional  investors.  In  point  of  dollars  of  securities  offerings  managed, 
onr  firm  typically  r-anks  among  the  top  seven  or  eight  in  the  investment  banking 
industry  from  year  to  year. 

The  valuation  of  companies  and  their  securities  is  central  to  all  the'  invest- 
ment services  which  my  firm  provides.  As  a  major  investment  banker,  our 
firm  is  continuously  involved  in  determining  the  valuation  for  new  public  offer- 
ings, in  advising  companies  on  the  desirability  and  terms  of  exchange  for 
acquisitions  and  divestitures  as  well  as  on  other  developments  which  will 
impact  the  market  price  of  their  stock.  Similarly,  in  our  Research  Division, 
the  principal  activity  is  analyzing  the  effect  of  anticipated  future  events  on 
the  market  value  of  publicly  traded  securities.  In  both  our  Research  and  In- 
vestment Banking  areas  we  have  senior  staff  members  with  more  than  12 
years  experience,  as  well  as  associate  members,  specializing  in  evaluating 
the  operations  and  securities  of  telephone  and  electric  utility  companies.  Thus 
the  topic  to  which  I  speak  here  today  is  similar  in  many  respects  to  the  as- 
signments which  my  firta  undei'takes  on  a  regular  basis. 

My  own  responsibilities  are  in  the  investment  banking,  or  corporate  financ- 
ing area  of  the  firm,  and  in  overall  management.  I  served  for  several  years 
as  Chairman  of  the  Public  Utility  Securities  Committee  of  the  Investment 
Bankers  Association  of  America.  I  was  Governor  of  the  American  Stock  Ex- 
change for  several  years  and  am  a  director  of  several  corporations. 

SUMMARY 

My  understanding  is  that  the  Subcommittee  has  designated  the  communi- 
cations industry  for  study  to  ascertain  whether  or  not  it  could  be  restructured 
to  the  benefit  of  the  American  public.  My  testimony  shall  concern  itself  sole- 
ly with  the  Bell  System  and,  specifically  what  the  stock  market's  reaction 
would  be  to  such  a  restructuring.  The  Subcommittee  has  heard  from  two 
financial  witnesses — Messrs.  Vlachos  and  Whitman — who  asserted  that  the 
divestiture  from  American  Telephone  &  Telegraph  (AT&T)  of  Western  Elec- 
tric Company.  Bell  Telephone  Laboratories,  Long  Lines  and  the  telei)hone 
operating  companies  of  the  Bell  System  would  benefit  shareholders  of  AT&T. 
They  predicted  that  such  entities,  if  divested  from  AT&T,  would  in  aggregate 
command  a  higher  market  valuation  than  AT&T  as  one  consolidated  company 
and  that  several  divested  entities  would  become  glamour  stocks.  This  overt 
optimism  on  the  part  of  the  two  previous  witnesses,  in  my  opinion,  was  based 
largely  on  certain  arbitrary  and  superficial  conclusions  with  respect  to  both 
stock  market  reaction  and  stock  price  performance.  It  is  my  feeling  that 
their  conclusions  underplayed  the  uncertainty  of  judging  the  future  value 
of  marketable  equity  secux*ities  and  conveniently  ignored  the  considerably 
more  comprehensive  approach  to  evaluating  investments  through  analysis, 
particularly  security  analysis,  which  present-day  investors  require.  Moreover, 
they  did  not  appear  to  give  sufficient  weight  to  the  financial  and  operationnl 
problems  incident  to  the  break-ups  they  considered.  Finally,  and  very  important, 
neither  witness  seemed  to  take  adequately  into  account  the  consequences  wliich 
their  proposals  would  impose  on  customers  using  the  110  million  telepliones 
served  by  the  Bell  System. 

In  sum,  I  disagree  with  the  opinion  of  the  two  previous  witnesses  and  sum- 
marize my  conclusions  briefly  as  follows  : 

1.  I  do  not  believe  that  (a)  the  separate  units  of  AT&T  would  sell  at  a 
higher  aggregate  market  value  than  AT&T  as  it  is  presently  constituted,   or 
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that  (b)  any  of  the  AT&T  operating  entities  would  become  glamour  stocks, 
i.e.  sell  at  a  price  earnings  ratio  of  more  than  two  times  the  average  market 
multiple.  Consequently,  it  is  my  judgement  that  investors  would  not  derive 
any  material  benefit  from  a  break-up  of  AT&T  and  I  believe  there  is  a  fair 
probability  that  in  the  event  of  divestiture  the  sum  of  the  separate  parts  would 
be  worth  less  to  investors  than  AT&T  as  a  unified  whole. 

2.  Most  importantly,  any  unlikely  but  possible  modest  near  term  benefits  to 
investors  from  divestiture  would  be  exceeded  by  cost  increases  to  the  millions 
of  Bell  System  customers  as  well  as  by  a  possible  diminution  in  the  rate  of 
improvement  in  customer  service. 

GENERAL   DISCUSSION 

In  my  opinion,  the  proper  way  to  judge  the  wisdom,  or  lack  of  it,  with  re- 
spect to  any  proposed  i^estructuring  of  the  corporate  framewoi'k  of  the  Bell 
System  is  by  the  test  of  whether  it  would  be  of  benefit  to  both  investors  and 
consumers.  Moreover,  to  be  truly  meaningful  to  both  investors  and  consumers 
any  benefits  of  restructuring  must  endure  beyond  the  short  term  and  continue 
over  the  longer  term. 

My  testimony  today  shall  feature  thi-ee  principal  points,  viz:  (1)  evaluating 
the  stock  market's  reaction  to  a  divestiture  of  key  corporate  entities  of  the 
Bell  System  involves  a  high  degree  of  uncertainty  owing  to  both  lack  of  prece- 
dent and  to  inherent  difiiculties  in  anticipating  market  evaluations;  (2)  the 
degree  of  uncertainty  inherent  in  such  evaluation  can  be  reduced  considerably 
through  the  type  of  comprehensive  analysis  which  my  firm  has  undertaken 
here;  and  (3)  any  divestiture  program  must  be  of  benefit  to  both  investors 
and  consumers  over  the  longer  term. 

In  the  business  of  investing  in  common  stocks  the  art  of  analysis,  particularly 
secur'ity  analysis,  has  become  an  essential  ingredient  to  investors  with  even 
a  small  degree  of  sophistication.  I  r'efer  to  security  analysis  as  an  art  since, 
despite  the  progress  of  the  last  twenty  years,  it  involves  too  large  an  element 
of  uncertainty  to  qualify  as  even  a  quasi-science.  Yet.  evaluation  of  invest- 
ments through  security  analysis  is  widely  accepted  by  professional  money 
managers  responsible  for  the  investment  of  countless  billions  of  dollars — it  is 
done  daily  by  several  thousand  qualified  and  experienced  analysts  who  influence 
the  evaluation  of  investments  in  common  stocks.  Security  Analysis  goes  deeply 
into  the  study  of  all  factors  that  affect  the  trend  of  both  sales  and  earnings 
as  well  as  the  dividend  paying  capability  of  the  company  in  question.  The  pat- 
ter^ of  these  factors  must  be  considered  for  not  only  the  past  and  the  present, 
but  also  anticipated  reasonably  for  the  future.  Some  of  the  more  important 
of  these  factors  are  set  forth  in  Appendix  I. 

In  approaching  the  valuation  of  a  posisble  break-up  of  the  Bell  System 
through  divestiture  of  the  major  corporate  entities  by  AT&T,  my  firm  made 
statistical  comparisons  of  these  entities  with  comparable  corporations  and 
with  AT&T  itself  and  othei"  AT&T  subsidiaries,  where  appropriate.  We  have 
attempted  to  apply  basic  analytical  reasoning  to  a  break-up.  its  effect  on  pros- 
pective market  prices,  and  collaterally  to  identify  the  basic  consequences  of 
such  a  break-up  to  customers  of  the  Bell  System.  In  so  doing,  we  have  attempted 
to  narrow  the  uncertainties  inherent  in  anticipating  market  valuation  of 
common  stocks  of  companies  that  presently  are  privately  held. 

Before  discussing  our  assessment  of  the  effects  of  divesting  the  various 
oper'ating  units  from  AT&T,  I  will  briefly  summarize  my  understanding  of  how 
they  fit  into  the  Bell  System  organization.  As  presently  structured  the  parent 
company,  ATdT.  is  the  source  of  broad  policy  guidance  and  overall  co- 
ordination of  all  the  corporate  entities.  AT&T  furnishes  technical  and 
other  services  to  the  telephone  operating  companies  pursuant  to  license  con- 
tracts. Bell  Laboratories  provides  the  research,  development  and  design  work 
for  the  Bell  System  and  is  50%  owned  by  Western  Eleetric  which  is  the  manu- 
facturing and  supply  unit  for  the  System.  Western  Electric  purchases  materials 
and  components  and  produces  communications  apparatus  and  equipment, 
cables  and  other  products  used  by  the  associated  telephone  companies.  Long 
Lines  plans,  develops,  engineers  and  manages  the  inter-city  network  and.  addi- 
tionally, concerns  itself  with  advanced  technology  in  developing  and  expand- 
ing the  Bell  System  to  provide  efficient  service  at  the  lowest  possible  cost  to 
customers.  The  24  telephone  operating  companies  provide  the  local  and  intra- 


3947 

state  telecommunications  services  to  customers  and  jointly  with  Long  Lines 
interstate  telecommunications  services.  At  the  top  of  the  pyramid,  AT&T,  m 
effect,  commits  to  support  the  financing  of  all  the  entities  in  the  Bell  System. 

WESTEEN    ELECTRIC 

An  item  of  principal  consequence  in  a  vertical  break-up  of  the  Bell  System 
is  the  valuation  the  stock  market  would  assign  to  the  equity  of  Western 
Electric,  a  companyy  with  1973  sales  over  $7  billion,  97%  of  which  were  made 
to  AT&T  or  directly  to  the  U.S.  Government.  The  two  previous  financial  wit- 
nesses predicted  that  earnings  of  Western  Electric  would  be  priced  m  the 
marketplace  at  a  much  higher  multiple  relative  to  the  market  than  now  is 
accorded  to  AT&T.'  I  do  not  share  these  views.  While  the  novelty  of  public 
ownership  for  a  company  of  W'estern  Electric's  size  (r'anked  10th  in  Fortune 
500),  financial  strength,  and  market  standing  would  certainly  generate  con- 
siderable investor  interest  at  the  time  of  the  offering  and  could  lead  to  a 
temporary  P/E  premium,  I  believe  such  a  premium  would  be  modest  at  best 
once  the  enthusiasm  for  the  distribution  passed.  My  reasons  include  the 
following : 

il)WE's  record  of  earnings  grotvth  has  'been  below  the  industrial  average. — 
As  mentioned  in  Appendix  I,  the  most  important  consideration  in  valuing  a 
stock  is  earnings  growth.  While  Western  Electric's  earnings  growth  over  the 
past  five  years  appears  above  average  at  first  glance,  after  making  necessary 
adjustment  for  substantial  amounts  of  new  equity  from  AT&T  (see  note 
below)-  its  compound  earnings  per  share  growth  was  slightly  less  than  6%, 
or  about  in  line  with  the  6%  compound  growth  registered  by  AT&T  itself. 
This  growth  rate  was  below  the  10%  compound  rate  of  total  corporate  profit 
growth  and  the  9%  compound  rate  of  the  Standard  &  Poors  (S&P)  425 
companv  average  during  the  same  period.  (The  S&P  is  a  broad  based  and  widely 
accepted  index  of  stock  market  activity  and  corporate  operating  performance). 

(2)  WE's  return  on  equity  is  not  high  enough  to  support  above  average 
internal  growth  in  future. — An  important  determinant  of  a  company's  internal 
growth  potential  is  its  return  on  average  equity,  or  more  specifically  its  annual 
retained  earnings  (after  deducting  dividends)  as  a  percent  of  average  equity.^ 
Western  Electric's  return  on  equity  before  dividend  distributions  averaged 
10.8%  for  the  past  5  years  (10.0%  in  1973),  which  was  moderately  ahead  of 
AT&T's  5  year  average  of  9.2%,  slightly  below  the  S&P  average  of  11.3%, 
and  well  below  the  20%  average  for  leading  glamour  stocks. 

Since  Western  Electric  distributes  roughly  one  half  of  its  earnings,  then  its 
retained  earnings  as  a  percent  of  average  equity  (or"  said  another  way,  its  new 
equity  capital  available  for  future  growth)  is  about  5.5%.  Because  Western 
Electric's  primary  customers,  the  Bell  System,  are  regulated  as  to  allowable 
return  on  equity  and  would  resist  attempts  by  major  suppliers  to  increase  their 
profit  margin  at  the  Bell  System's  expenses,  it  is  doubtful  that  Western  Electric 
would  be  able  to  significantly  increase  its  pre-dividend  return  on  equity  (i.e. 
above  15%  or  7.5%  after  dividends).  This  could  only  be  achieved  by  raising 
product  prices  substantially  which  would  be  to  the  detriment  of  telei^hone 
customer's.  Consequently,  I  do  not  believe  that  Western  Electric's  growth 
potential  is  significantly  better  than  the  6%  rate  it  has  exhibited  in  the  past, 
which  is  well  below  the  typical  glamour  growth  company. 

(3)  WE's  dependenee  on  outside  financing  to  meet  capital  requirements  is 
a  negative  consideration. — Western  Electric's  capital  requirements  exceeded 
its  own  internally  generated  funds  by  a  considerable  margin  during  the  past 
5  years  and  AT&T  provided  additional  equity  of  $575,000,000  to  meet  those 
needs.  Because  Western  Electric's  retained  earnings  generate  less  than 
40%    of   its   capital    requirements,    even    a    higher   possible   future   return    on 


1  Stocks  typically  are  valued  on  a  "times-annual-earnings  per  share"  basis  -nhich  is 
most  commonly  referred  to  as  the  price/earnings  ratio  (P/E)  ;  AT&T  is  selling-  on  the 
New  York  Stock  Exchange  at  ten  times  earnings  per  share  reported  for  the  most  recent 
twelve  montlis. 

2  This  adjustment  makes  allowance  for  the  it;575  million  infusion  of  new  equity  capital 
made  by  AT&T  into  Western  Electric  for  which  no  additional  shares  of  stock  were 
issued  or  interest  charged  to  earnings.  The  terms  of  this  equity  financing,  it  was  assumed, 
were  similar  to  those  which  would  have  applied  to  AT&T  itself. 

3  A  company's  internal  growth  rate  longer  term  will  approximate  the  sum  of  (a)  its 
retained  earnings  as  a  percent  of  equity,  (b)  plus  or  minus  the  average  change  in  its 
retained  earnings  return  on  equity. 
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equity  would  not  significantly  lessen  Western  Electric's  need  for  outside 
financing  in  the  future.  Typically,  companies  which  are  dependent  on  large 
amounts  of  outside  capital  to  finance  growth  objectives  of  less  than  10% 
do  not  sell  at  premium  P/E  ratios  because  of  the  risk  that  unfavorable  stock 
market  conditions  could  affect  its  per  share  earnings  results  and  because  the 
additional  shares  issued  absorb  buying  interests  in  the  stock  which  otherwise 
would  bid  up  the  P/E  ratio  for  existing  shares. 

(4)  Based  on  key  performance  variables,  WE  is  most  comparable  to  market 
averages  and  not  to  the  glamour  stock  group. — Western  Electric's  growth  rate, 
return  on  equity,  and  financial  self  sufl3ciency  do  not  compare  favorably  with 
the  typical  glamour  growth  company.  As  shown  in  Appendix  II  the  average 
company  in  White,  Weld's  Index  of  50  growth  companies  reported  earnings 
gains  of  2.5  times  the  rates  of  Western  Electric  for  the  past  5  years,  they 
earned  twice  as  much  on  their  equity,  and  retained  nearly  three  times  the  per- 
cent of  earnings  to  finance  growth  as  Western  Electric.  Western  Electric's 
results  and  prospects  are  more  in  line  with  the  market  averages,  which  cur- 
rently sell  at  9.8  times  earnings,  than  they  are  with  glamour  growth  com- 
panies. My  firm  projects  that  glamour  stocks  earnings  growth  and  retained 
earnings  will  continue  to  outpace  Western  Electric  by  at  least  a  2  to  1  margin. 
Consequently,  I  do  not  believe  that  the  stock  of  divested  Western  Electric 
would  deserve  or  be  accorded  a  premium  price  earnings  ratio. 

(5)  Yield  considerations  argue  against  WE  being  accorded  a  premium  P/E 
ratio  over  AT&T  and  the  market  averages. — If  Western  Electric  were  separated 
from  AT&T,  investors  naturally  would  continually  compare  the  two  stocks  to 
determine  which  one  was  the  more  attractive  on  a  combined  return  basis  (i.e. 
dividend  yield  plus  stock  appreciation).  Currently,  AT&T's  yield  of  6.4%  is 
almost  as  high  as  its  projected  longer  term  growth  rate  and  hence  yield  is  an 
important  investment  consideration  in  evaluating  the  combined  return  from  the 
stock.*  Since  AT&T  has  a  higher  payout  ratio  than  Western  Electric  (62% 
vs.  53%)  then  the  two  stocks  could  have  the  same  yield  only  if  Western  Electric 
sold  at  a  lower  P/E  ratio.  Conversely  an  increase  in  the  P/E  ratio  of  Western 
Electric  over  AT&T  would  further  widen  the  yield  gap.  I  would  not  expect 
Western  Electric's  stock  to  sell  at  a  significantly  lower  yield  than  AT&T 
and  consequently  believe  that  comparative  yield  considerations  wonld  nrgue 
against  Western  Electric's  stock  selling  for  a  premium  P/E  ratio  over  AT&T. 

(6)  WE^s  supplier  relationship  and  reliance  on  one  industry  rediicea  nuw- 
ket  appeal. — Another  important  investment  consideration  is  the  fact  Western 
primarily  performs  a  supplier  function  and  sells  its  products  primarily  to  one 
market — the  telephone  companies.  Our  investigation  indicates  glamour  growth 
companies  in  almost  all  cases  produce  final  goods  and  services  rather  than 
provide  a  supplier  function  and  sell  to  a  large  number  of  buyers.  For  example, 
there  are  no  glamour  growth  companies  we  are  aware  of  whose  principal  cus- 
tomer is  the  automobile  industry  even  though  autos  are  the  largest  single  non- 

■  food  industry  in  the  country.  Similarly,  in  the  White,  Weld  Growth  Stock 
Index  of  50  companies  which  was  compiled  before  my  involvement  in  this 
testimony,  all  but  one  company  is  a  producer  of  final  goods  or  services  and 
every  company  sells  to  a  large  number  of  customers.  Since  Western  Electric 
essentially  is  a  supplier  to  one  market.  I  believe  that  Western  Electric  if 
divested  would  not  be  accorded  a  premium  price  earnings  ratio.  On  the  other 
hand,  if  at  that  time  for  some  reason  Western  could  exert  pressure  on  the 
telephone  companies,  then  AT&T  and  its  subscribers  and  stockholders  would 
suffer. 

My  firm's  analysis  indicates  that  a  significant  degree  of  improvement  in 
price  earnings  ratio  would  not  persist  for  Western  Electric  unless  it  were 
successful  in  making  basic  changes  in  its  modus  operandi  aimed  at  improved 
Iirofitability  and  a  predictably  stronger  growth  trend  thereof.  As  suggested  by 
previous  witnesses,  Messers.  Vlachos  and  Whitman,  this  might  posibly  be 
brought  about  by  taking  steps  which  would  remove  Western  Electric  from 
indirect  regulation  as  to  profitability  by  the  state  and  federal  commissions 
and  by  broadening  its  product  lines  and  markets  served  both  at  home  and 
abrond.  While  diversification  has  conceptual  appeal,  it  would  be  difficult  to 
achieve  in  a  meaningful  way  for  three  basic  reasons,  viz  : 


*  .\  stofk's  Yield  mar  hf>  cnlonl.Tted  either  by  (1)  diviflinsr  the  current  dividend  by 
the  cnrront  price  or  (2)  dividing  the  current  payout  ratio  by  the  current  price  earnings 
ratio.  Both  produce  the  same  result. 
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1.  Western  Electric  does  not  generate  sufficient  capital  internally  to  satisfy 
the  growth  requirements  of  its  existing  operations  and  the  cost  of  external 
capital  for  major  new  endeavor's  would  significantly  diminish  their  attraction. 

2.  Western  Electric  is  a  large  company  in  its  own  right  (ranked  10th 
largest  in  the  U.S.  and  3rd  largest  outside  of  the  U.S.  according  to  Fortune 
Magazine).  Excluding  the  major  automobile  and  oil  producers  (two  markets 
Western  Electric  is  not  likely  to  enter)  it  is  one  of  the  four  largest  U.S.  indus- 
trial corporations.  Consequently,  the  opportunities  for  expansion  by  Western 
Electric  into  markets  which  would  have  a  meaningful  impact  on  earnings 
and  where  it  has  applicable  exijertise  appear  quite  limited. 

3.  Because  of  Western  Electric"s  size  and  position,  diversification  raises 
obvious  antitrust  questions.  This  concern  would  diminish  the  possible  but 
limited  attraction  of  diversification  to  investors. 

While  Western  Electrie's  sales  and  profits  are  large  compared  to  other  U.S. 
and  foreign  corporations,  they  are  still  a  relatively  small  part  of  the  total 
Bell  System.  Based  on  reported  1973  results.  Westei'n  Electrie's  income  was 
10.5%  of  AT&T's  total  income  of  $3.0  billion.  If  Western  Electric  and  Bell 
Labs  were  separated  from  AT&T,  it  is  reasonable  to  assume  that  the  price 
earnings  ratio  of  AT&T,  the  parent,  would  not  increase  and  most  likely 
decrease  relative  to  other  market  multiples.  Since  Western  Electric  is  only  one- 
tenth  of  total  earnings,  even  a  temporary  P/E  premium  for  Western  Electric 
would  probably  not  be  sufficient  to  offset  the  likely  contraction  in  market 
value  for  AT&T's  other  operations.  Consequently,  I  do  not  believe  that  existing 
AT&T  shareholder's  would  benefit  from  a  divestiture  of  Western  Electric. 

It  also  seems  likely  that  steps  taken  by  Western  Electric  to  improve  profit- 
ability— both  through  price  increases  and  expansion — would  reasonably  be 
expected  to  be  harmful  to  customers  of  the  Bell  System.  Removal  of  regula- 
tion as  to  profitability  and  operating  in  a  way  that  would  maximize  profits 
surely  would  mean  higher  prices  for  Western  Electric  products ;  such  higher 
prices,  as  they  relate  to  equipment  for  the  Bell  System,  ultimately  would  have 
to  be  borne  by  the  Systems'  customers.  Moreover,  expansion  of  operations  in 
pursuit  of  investor  favor  and  a  higher  P/E  ratio  is  frought  with  peril.  Diver- 
sion of  significant  resources  by  Penn  Central,  RCA.  Westinghouse.  and  so 
many  other  large!  companies  toward  more  fashionable  endeavors  and  new 
markets  unquestionably  impaired  the  technological  progress,  the  level  of  com- 
mitment, and  quality  of  sei^^ice  in  their  basic  business  to  existing  customers. 

BELL  LABS 

Another  important  ingredient  of  a  vertical  break-up  of  the  Bell  System 
would  be  divestment  of  the  stock  of  Bell  Telephone  Laboratories,  the  research 
company.  Witnesses  preceding  me  here  have  laid  claim  that  this  entity,  like 
Western  Electric  Company,  would  turn  out  to  be  a  relatively  high  price/earn- 
ings ratio  stock,  fitting  into  the  so-called  glamour  group  of  high-flying  equities. 

I  strongly  disagree  with  the  logic  behind  their  conclusion: 

First,  any  assessment  of  the  potential  market  valuation  of  Bell  Labs  is  com- 
plicated by  the  fact  that  it  has  always  been  operated  as  a  non-profit  entity  and 
as  such  has  no  earnings.  Bell  Labs  obviously  would  not  be  attractive  to  "inves- 
tors unless  it  earned  a  profit ;  but  to  do  so  the  cost  of  its  operations  would  have 
to  lie  increased  to  include  a  profit  element  and  this  added  cost  would  have  to 
be  borne  by  the  ultimate  consumer — primarily  the  telephone  ratepayer.  I  seri- 
ously question  whether  this  is  likely  to  occur  or  whether  it  would  be  in  the 
public's  interest  if  it  did. 

Second,  almost  by  definition  an  unavoidable  problem  of  R&D  operations  is 
that  they  are  working  on  new  projects  and  processes  whose  costs  cannot  be 
accurately  predetermined.  This  condition  makes  profit  forecasts  all  the  more 
difficult  and  we  believe  would  prevent  investors  from  developing  sufficient 
confidence  in  Bell  Lal)s  profit  growth  to  accord  it  a  high  price/earnings  ratio. 
Moreover,  low  or  questionable  profit  forecasts  could  impair  its  ability  to  raise 
increased  capital  at  acceptable  rates  for  growth. 

Third.  I  am  not  aware  of  any  sizable  company  (sales  over  $100  million) 
who.se  primary  activity  is  re.seareh  and  development  which  is  currentlv  or 
has  consistently  been  a  member  of  the  so-called  glamour  stock  group.  I  believe 
the  lack  of  such  representation  is  not  accidental  but  rather  points  up  the  im- 
practicality  of  separating  research  and  development  from  manufacturing  and 
marketing,  and  also  the  reluctance  of  substantial  companies  from  funding  re- 
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search  and  technological  work  which  subsequently  could  be  utilized  by  and 
benefit  competitors  using  the  same  research  firm. 

For  illustrative  purposes,  though,  if  one  were  to  assume  that  Bell  Labs  could 
earn  5%  after  taxes  on  its  gross  billings  of  roughly  $500  million,  then  its  net 
income  would  amout  to  only  $25  million  or  less  than  1%  of  AT&T's  1973  total. 
In  other  words,  the  divestiture  of  Bell  Labs  would  not  piroduce  any  bonanza 
to  AT&T  stockholders— its  just  too  small  and  too  dependent — but  shareholders 
could  suffer  a  contraction  in  AT&T's  market  value  resulting  from  the  divesti- 
ture of  its  research  arm. 

I  lielieve  that  Bell  Labs  could  appeal  to  performance  investors  only  if  it 
significantly  altered  its  objectives  from  the  single  purpose  of  improving  the 
quality  and  efficiency  of  telecommunications  to  one  where  the  profit  motive 
became  paramount  and  the  welfare  of  the  telecommunications  customer  was 
relegated  to  the  position  of  providing  a  means  to  that  end.  Then  the  Bell  Sys- 
temcustomers  would  be  called  upon  to  bear  the  higher  cost  of  profit-oriented 
research,  and  possibly  a  slower  rate  of  technological  development  owing  to 
the  distraction  of  other  activities  undertaken  by  an  independent  Bell  Telephone 
Laboratories.  This  would  undoubtedly  have  an  adverse  impact  on  the  valuation 
of  AT&T's  stock. 

LONG    LINES 

Another  major  component  that  would  wind  up  in  public  hands  as  a  part  of 
a  vertical  break-up  of  the  Bell  System  is  Long  Lines.  This  totally  unique  divi- 
sion provides  leadership  In  the  Bell  System  with  respect  to  planning,  design- 
ing, engineering,  constructing  and  operating  the  inter-city  telecommunications 
network.  It  is  difiicult  for  me  to  find  the  logic  of  considering  seriously  a  divesti- 
ture of  this  essential  ingredient  to  providing  the  highest  quality  service  to 
Bell  System  users  at  the  lowest  reasonable  cost.  AVhile  I  share  in  the  thought 
expressed  by  others  here  that  the  stock  of  Long  Lines  would  make  an  interest- 
ing holding  to  the  long-term  investor,  I  seriously  question  the  logic  of 
disintegrating  the  nationwide  network  which  is  provided  jointly  by  Long  Lines, 
the  Bell  oi>erating  companies,  and  the  Independent  Telephone  Companies,  and 
which  has  resulted  in  the  world'  finest  telecommunications  system  for  such 
a  singularly  speculative  possibility.  One  of  the  major  achievements  of  Long 
Lines  to  date  has  been  to  construct  and  operate  a  nationwide  interactive  net- 
work which,  with  an  optimal  number  of  facilities,  allows  each  of  the  Bell 
Telephone  companies  to  interconnect  with  one  another  and  with  all  of  the 
independent  telephone  companies  as  well  as  with  telecommunications  systems 
elsewhere  in  the  world.  While  the  investment  in  the  required  facilities  presently 
stands  at  around  $17  billion,  there  has  been  a  continuing  declining  unit  cost 
which  has  resulted  in  stabilized  rates  despite  substantial  inflation.  The  prob- 
lems associated  with  having  Long  Lines  attempting  to  provide  the  same  quality 
of  service  on  an  independent,  nonpartner  basis  can  only  result  in  diseconomies 
of  scale,  wasteful  duplication  of  facilities,  plant  equipment  and  higher  charges 
to  the  users. 

Electric  utilities,  over  the  years,  have  been  working  continually  toward 
more  effective  nationwide  interconnection  of  their  grids  for  purposes  of  both 
emergency  interchanges  of  power  and  energy  and  economy.  It  has  been  my 
direct  experience  that  common  ownership  is  the  best  vehicle  that  permits  ob- 
taining the  most  complete  benefits  for  both  investors  and  consumers  through 
planning,  engineering,  and  building  the  properties  as  one  system.  While  the 
benefits  of  interconnection  can  be  obtained  among  cooperative  utilities  under 
separate  ownership,  deriving  full  advantages  for  the  good  of  both  investors 
and  consumers  requires  integration  to  which  common  ownership  lends  itself 
so  naturally.  If  Long  Lines  were  to  be  separated  from  the  operating  companies 
of  AT&T,  they  would  have  to  obtain  the  overall  centralized  planning  and  engi- 
neering now  performed  by  Long  Lines  from  the  independent  Long  Lines—-  at  a 
higher  cost — or  some  other  source  since  no  one  company  has  the  resources  or 
knowledge  to  perform  this  essential  function.  In  either  event,  this  centralized 
planning  and  engineering  function  would  become  more  costly  and  less  efficient 
than  if  performed  by  Long  Lines  as  part  of  the  integrated  system.  This  would 
not  benefit  either  AT&T's  shareholders  or  customers.  Accordingly,  it  is  hard 
for  me  to  make  sense  of  a  proposal  to  break-up  the  Bell  System's  successful 
integrated  network.  Moreover,  since  Long  Lines  would  continue  to  be  a 
regulated  utility,  even  if  divested,  it  is  difiicult  to  see  on  what  basis  glamour 
stocks  status  can  be  predicted. 
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TELEPHONE  OPERATING  COMPANIES 

The  two  financial  witnesses  proposed  that  the  24  regional  telephone  operating 
companies  likewise  be  candidates  for  divestiture.  My  study  of  these  leads  me 
to  the  general  conclusion  that  they  would  evoke  price/earnings  ratios  in  the 
stock  market  typically  in  line  with  or  a  little  less  than  that  accorded  AT&T. 
Six  of  these  companies  have  minority  shares  owned  by  the  investing  public. 
Experience  in  this  area  has  demonstrated  that  these  affiliates  have  consistently 
sold  at  price/earnings  ratios  comparable  to  AT&T.  During  the  past  5  years  the 
high  and  low  P/E  ratio  for  each  affiliate  telephone  company  has  averaged  with- 
in a  two  point  range  of  AT&T's  P/E  ratio  (see  Appendix  III).  The  stocks  of 
smaller  independent  telephone  companies  typically  sell  at  a  higher  price/ 
earnings  ratio  than  does  AT&T  (11-12  vs.  9-10)  because  such  companies  typi- 
cally have  a  smaller  earnings  base,  do  not  operate  in  more  stagnant  urban 
markets,  and  are  thought  by  investors  to  offer  faster  rates  of  earnings  growth. 
Also,  most  of  them  are  regarded  as  acquisition  candidates  for  the  larger  inde- 
l)endent  systems,  and  acquisisitions  usually  mean  market  premiums.  The 
smaller  independent  telephone  companies  also  generally  have  lower  payout 
ratios  than  the  Bell  System  affiliates.  The  higher  percentage  of  retained  earn- 
ings facilitates  more  rapid  growth  by  these  independents  but  results  in  a  lower 
current  yield  to  shareholders. 

In  reviewing  the  operating  characteristics  of  the  publicly  held  Bell  regional 
telephone  companies,  I  can  not  agree  with  the  opinion  that  the  24  operating 
companies  as  separate  entities  would  in  aggregate  command  a  higher  market 
valuation  than  they  now  do  as  part  of  AT&T.  However,  some  operating  units 
will  sell  at  higher  price/earnings  ratios  than  others,  depending  on  their  pro- 
spects. We  estimate  that  8-10  could  command  price  earnings  ratios  higher  than 
that  of  AT&T,  but  that  the  majority  would  sell  at  equal  or  lower  multiples. 
The  major  electric  utilities,  all  of  which,  of  course,  operate  in  definitive  geo- 
graphical regions,  have  typically  showed  an  average  price/earnings  ratio  ap- 
proximately equivalent  to  that  of  AT&T  at  the  time. 

While  it  is  hard  to  find  advantages  to  investors  through  divestment  of  the 
Bell  System  companies,  such  a  move  would  make  the  consumers  of  these 
companies  vulnerable  to  several  basic  disadvantages. 

First,  if  the  proposed  divestitures  occurred,  AT&T  no  longer  would  have  an 
economic  function  to  perform  and  the  telephone  operating  companies  would 
have  to  individually  provide  the  many  services  now  provided  for  economically 
on  a  centralized  basis.  I  refer  to  such  activities  as  research,  development, 
procurement,  warehousing,  financing,  accounting,  budgeting,  engineering,  con- 
struction and  operating  policies  and  programs. 

A  second  disadvantage  relates  to  cost  of  capital  raised  through  financing  by 
the  telephone  operating  companies,  most  of  which  is  done  through  imblic 
sales  of  long-term  debentures.  In  most  cases  these  securities  are  rated  AAA, 
which  is  the  highest  possible  credit  rating  by  the  two  major  rating  services, 
Moody's  and  Standard  &  Poor's.  It  is  well  known  in  the  financial  community 
that  the  quality  of  the  investment  in  the  operating  companies  is  enhanced 
by  the  presence  of  the  AT&T  umbrella,  so  to  speak,  over  the  Bell  System  Com- 
panies with  respect  to  financial  strength  and  continuity.  The  ability  of  AT&T 
to  cor^rdinate  the  timing  of  debt  issues  is  also  helpful  in  raising  funds  in  an 
orderly  fashion.  At  present  even  though  an  operating  company  from  time  to 
time  may  experience  temporarily  poor  earnings,  it  receives  funds  from  AT&T 
if  there  is  reasonable  expectation  that  earnings  will  be  restored  to  adequate 
levels.  However,  were  the  operating  companies  to  be  cast  adrift  and  left  to 
finance  solely  on  their  own,  poor  earning  firms  would  be  unable  to  raise 
equity  capital  and.  consequently,  their  debt  ratios  and  interest  coverage  w^ould 
no  longer  support  a  top  quality  credit  rating.  Under  these  circumstances,  it  is 
reasonable  to  expect  the  existing  ratings  of  the  poor  earning  companies  would 
l)e  moved  down.  This  would  increase  their  cost  of  capital,  an  essential  com- 
ponent to  product  pricing  by  the  telephone  operating  companies ;  higher  capital 
costs,  of  course,  mean  higher  rates  for  telephone  service  to  customers. 

A  final  disadvantage  to  separation  of  the  Bell  System  companies  is  the  loss 
of  centralized  research  (Bell  Telephone  Laboratories)  and  product  develop- 
ment (Western  Electric)  which  to  date  has  worked  so  well  for  AT&T's  custo- 
mers in  point  of  both  cost  and  technological  advancement.  As  a  graduate  of 
the  electric  utility  industry,  I  am  especially  interested  in  recent  happenings 
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there  with  respect  to  moving  away  from  total  dependence  upon  various  inde- 
pendent manufacturers  for  research  and  product  development.  In  1971  the 
electric  power  industry  adopted  plans  to  form  and  finance  Electric  Power 
Research  Institute  to  fill  a  void  that  has  existed  because  research  and  develop- 
ment has  never  been  a  part  of  electric  utility  operations.  In  other  words, 
electric  utilities  are  moving  toward  integration  of  research  and  development 
within  themselves.  The  newly-formed  arm  will  have  a  mission  of  centralized 
reasearch  along  the  line  of  that  which  Bell  Labs  has  provided  so  successfully 
to  the  Bell  System  in  particular  and  the  telecommunications  industry  in  gen- 
eral. 

CONCLUSION 

It  is  my  strong  conclusion  that  the  effects  of  a  vertical  break-up  of  the  Bell 
System  would  clearly  not  be  beneficial  to  consumers  or  investors  on  balance.  I 
do  not  believe  that  the  divestiture  of  the  operating  entities  of  AT&T  would 
result  in  a  material  advantage  to  AT&T's  shareholders  and  feel  the  possibility 
even  exists  that  the  sum  of  the  market  values  of  the  separated  parts  could  be 
less  than  the  existing  whole.  Steps  taken  to  improve  the  longer  term  invest- 
ment posture  of  these  entities  could  only  come  through  removing  existing  re- 
straints as  to  profits,  prices,  products,  market  served,  etc.  of  both  Western 
Electric  and  Bell  Telephone  Labs.  If  these  restraints  were  done  away  with, 
however,  the  result  no  doubt  would  be  higher  profits  derived  from  higher  prices 
which,  in  turn,  would  have  to  be  borne  in  large  part  by  Bell  System  customers. 
These  same  customers  likewise  would  need  to  bear  the  brunt  of  higher  costs 
of  telephone  service  necessitated  by  removal  of  centralizd  AT&T  management 
services  and  by  the  loss  of  the  economic  advantages  of  the  major  coordination 
function  of  Long  Lines.  Additionally,  higher  rates  to  Bell  System  customers 
would  emanate  from  an  expected  rise  in  costs  of  capital  to  the  telephone  oper- 
ating companies  financing  without  benefit  of  the  AT&T  umbrella.  Finally,  re- 
search and  development  expenses  of  these  companies  would  be  expected  to  up 
ns  their  benefits  from  present  intra-family  relationships  \\'ith  Bell  Telephone 
Labs  and  Western  Electric  were  phased  out  and  restructured  over  the  longer 
terms. 

In  short,  an  unlikely  but  modest  short  run  gain  for  investors  would  be  offset 
and  exceeded  by  cost  increases  to  the  million  Bell  System  customers  for 
telephone  service  and  possible  diminution  in  the  quality  of  such  service. 
Gentlemen,  I  thank  you. 

Appendix  I 

Cbiteeia  for  Common  Stock  Evalution 

The  most  important  variables  affecting  the  P/E  ratio  of  a  common  stock 
relate  to  its  future  earnings  prospects — specifically : 

1.  The  anticipated  future  rate  of  earnings  growth  (growth  in  markets  served, 
ability  to  penetrate  existing  market  and  open  new  markets). 

2.  The  quality  of  earnings  (conservatism  of  accounting,  operating  versus  non- 
operating  income,  balance  sheet  or  price  changes  versus  unit  volume  growth, 
domestic  versus  foreign  source  income,  cash  sales  versus  long  term  receivables, 
etc.).  ■ 

3.  Consistency  of  earnings  (sensitivity  of  operations  to  economic  cycles  and 
interest  rate  shifts). 

4.  Controllability  of  earnings  (company's  ability  to  cope  with  internal  and 
external  pressures  such  as  competition,  regulation,  inflation  in  maintaining 
growth  objectives). 

o.  Predictability  of  earnings  (confidence  of  investors  in  assessing  future 
earnings  levels). 

Other  important  but  secondary  factors  affecting  a  stock's  valuation  include: 

a.  Its  financial  strength  and  dividend  paying  capability. 

b.  The  ability,  quality,  continuity  and  motivation  of  management. 

c.  The  understandahility  and  social  acceptability  of  the  company  to  investors. 
A  company  can  be  ranked  highly  in  the  latter  three  categories   (a,  b,  c)  but 

due  to  lackluster  earnings  prospects  still  be  accorded  a  low  P/E  ratio.  Many 
stocks  in  the  Dow  Jones  Industrial  Average  are  examples  of  blue  chip  com- 
panies with  superior  management  and  financial  resources  but  which  do  not 
carry  premium  price/earnings  ratios   (General  Motors,  Exxon,  Ford). 
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APPENDIX  II.-COMPARATIVE  STATISTICS,  APRIL  1974 
|ln  percent] 


Western 

Electric         A.T.  &  T. 


S.  &  P.  All 

425        companies 


50 

glamour 
stocks 


S-vear  compound  earnings  growth 
(1963-73).. -- 

5-year  average  return  on  equity  (1968- 
73) — - 

Latest  12  months  P/E  ratio 

Current  payout  ratio 

Current  yield 


6.0 

6.0 

9 

10 

16.0 

10.8 

9.2 

11.3 

11.5 

19.7 

NA 

10.2 

11.4 

9.1 

27.5 

53 

62 

39.7 

40.2 

41.2 

NA 

6.0 

3.7 

4.1 

1.5 

COMPARATIVE  PRICE/EARNINGS  RATIOS  AND  YIELDS  OF  AT&T  VERSUS  ITS  TELEPHONE  AFFILIATES 


Cincinnati 

Mountain 

New 

Pacific 

Pacific 

Southern 

Year 

A.T.  &  T. 

Bell 

States 

England 

Northwest 

Telephone 

New  England 

High  P/E  ratio: 

1973 .- 

11.0 

-1.9 

-1.5 

+3.9 

+0.6 

+0.8 

+0.3 

1972       

12.3 

-0.5 

-1.5 

+3.8 

0.0 

-1.9 

-0.7 

1971 

13.7 

-1.6 

-2.0 

+1.6 

+0.1 

+0.9 

+0.5 

1970 

13.5 

-1.5 

-1.9 

0.0 

-0.8 

+0.5 

-2.6 

1969 

14.5 

+0.7 

-1.7 

+1.9 

+0.5 

+1.2 

+0.1 

1968.... - 

15.6 

-2.0 

-0.4 

+0.2 

+1.1 

+3.9 

+1.4 

Low  P/E  ratio : 

1973 

9.6 

-1.9 

-1.1 

+1.6 

+0.8 

+0.5 

-1.0 

1972 

9.5 

+0.2 

-0.5 

+2.6 

+1.2 

-1.5 

+0.4 

1971 

10.4 

+1.0 

-0.7 

+2.3 

+0.6 

+0.3 

+0.4 

1970 

10. 1 

-1.3 

-0.4 

+1.2 

+0.4 

+1.3 

-1.3 

1969    

12.0 

-1.9 

-1.3 

-0.2 

-0.5 

-0.1 

-1.9 

1968 

12.8 

-1.5 

-0.2 

+1.3 

+  1.8 

+4.2 

+1.5 

Comparative  yields: 

High  yields: 

1973 

+1.3 

+0.8 

+1.5 

+1.8 

+1.1 

+1.5 

1972 

+0.2 

+0.5 

+1.1 

+0.6 

+1.0 

+1.0 

1971 

+0.6 

+0.9 

+1.6 

+1.6 

+1.6 

+1.9 

1970 

+0.8 

+0.5 

+1.5 

+1.2 

+0.8 

+1.7 

1969 

+1.9 

+1.0 

+2.6 

+1.9 

+1.7 

+2.5 

1968 

+0.7 

+0.8 

+0.9 

+0.9 

+0.3 

+1.1 

1973 

+0.8 

+0.9 

+0.3 

+1.3 

+0.8 

+0.7 

1972 

+0.4 

+0.7 

+0.7 

+1.2 

+1.1 

+0.9 

1971 

+0.1 

+0.7 

+1.3 

+1.0 

+0.6 

+0.9 

1970 

+0.5 

+1.0 

+1.8 

+1.5 

+1.1 

+1.7 

1969 

+0.5 

+0.9 

+1.4 

+1.2 

+0.9 

+1.2 

1968 

+0.6 

+0.9 

+1.2 

+1.0 

+0.5 

+1.0 

Exhibit  4. —  Letter  Frotn  Mr.  Whitman  Transmitting  His  Comments  Concern- 
ing Exhibits  2  and  S  Supra 

M.  J.  Whitman  &  Co.,  Ixc, 
Neio  York,  N.Y.,  July  30, 197.',. 
Mr.  Gerald  Hellerman, 
Antitrust  and  Monopoly  Subcommittee, 
Washington,  D.C. 

Dear  Gerry  :  You  asked  me  to  commeut  on  the  Robert  LaBlanc  letter  to  you 
of  July  24th  and  the  Paul  Hallingby  submission  of  July  19th. 

The  basic  point  in  bringing  up  debt  ratios  was  to  show  that  in  Mr.  LeBlanc's 
original  submission  of  returns  on  equity,  his  figures  were  pretty  meaningless 
unless  you  took  account  of  the  finance  factor.  I  guess  he  now  agrees  based 
ou  his  July  24th  letter  which  contains  forty  per  cent  (40%)  swings  in  return 
on  equity  based  on  the  assumptions  used  about  how  a  company  finances. 

In  arriving  at  how  much  debt  a  company  can  carry,  stock:  debt  ratio  is  only 
one  measure.  Graham  &  Dodd  use  seven  measures  and  in  my  forthcoming 
hook  I  use  eight.  You  should  note  that,  according  to  Mr.  LeBlanc,  if  WE  had 
fifty  per  cent   (50%)   debt  ratio,  at  various  interest  costs,  earnings  coverage 
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would  still  be  4.17  times  to  5.46  times  before  taxes.  Over-all,  I'd  bet  WE  bonds 
would  still  be  stronger  than  most  of  bis  comparables.  I  haven't  checked  the 
arithmetic.  The  investment  community  would  hardly  be  likely  to  view  a  fifty 
l>er  cent  (50%)  WE  debt  ratio  as  imprudent. 

Also,  Mr.  LeBlanc's  analysis  gives  no  room  for  other  than  two-tier  financing. 
For  example,  WE  could  do  things  in  part  with  convertibles  which  would 
change  ratios.  That's  the  kind  of  thinking  he  would  engage  in  if  Salomon  were 
'WE's  investment  banker  and  WE  were  investor-owned. 

On  page  7  of  Mr.  Hallingby's  report,  his  six  per  cent  (6%)  growth  rate  for 
WE  is  nonsensical.  What  the  pro  forma  growth  rate  would  be  when  done  on  a 
per  share  basis  (which  is  what  he  does),  rather  than  a  total  company  basis, 
depends  on  the  terms  under  which  a  company  finances.  Thus,  if  WE  sold  stock 
publicly  at  forty  times  earnings  for  new  financing,  growth  rate  might  be 
thirty  per  cent  (30%)  compounded  or  twenty  per  cent  (20%)  or  some  such 
figure  rather  than  ten  per  cent  (10%)  or  Mr.  Hallingby's  six  p,er  cent  (6%). 

Insofar  as  growth  stocks  are  concerned,  the  one  key  element  Mr.  Hallingby 
misses  is  the  ability  to  create  new  technological  innovations.  Who  could  deny 
that  WE  is  a,  if  not  the,  leader?  The  argument  that  WE  is  only  a  two  customer 
company  is  facetious  on  its  face.  If  anything,  it  is  a  slrong  argument  for 
having  Telephone  divest  W^E  for  the  benefit  of  the  shareholders.  WE  is  a 
two  customer  company  only  because  that  is  required  by  the  1956  Consent  De- 
cree. Were  WE  not  part  of  Bell,  it  could  be  a  multi-customered  company  and 
truly  benefit  both  itself  and  its  stockholders  from  its  ability  to  innovate 
technologically. 

Mr.  Hallingby  is  absolutely  wrong  in  postulating  that  there  is  anything 
unique  about  WE  needing  outside  financing.  I'll  bet  it's  true  for  at  least 
eighty  per  cent  (80%)  of  the  companies  in  his  50  company  samiile,  including 
IBM  if  it  is  in  the  list.  Darn  few  expanding  businesses  in  the  U.S.  are  any- 
thing but  cash  consuming.  The  economy  as  a  whole,  except  in  a  depression,  is 
cash  consuming. 

A  detailed  critique,  if  you  want  one,  will  have  to  wait  until  I  return  in 
September. 

Regards. 

Sincerely  yours, 

Martin  J.  Whitman. 

Senator  Hart.  The  committee  will  resume.  With  apologies  not 
lOnly  for  delaying,  but  for  having  us  knocked  out  of  the  box  a 
couple  of  weels  ago  when  the  full  committee  scheduled  a  meeting, 
we  welcome  ]\Ir.  Robert  Nathan. 

STATEMENT    OF    ROBERT    R.    NATHAN,    ROBERT    R.    NATHAN 
ASSOCIATES,  INC.,  WASHINGTON,  D.C. 

Mr.  Nathan".  Thank  you  very  much,  Mr.  Chairman.  What  I  would 
like  to  do  is  submit  my  full  statement  for  inclusion  in  the  record 
and  then  merely  to  summarize  what  I  feel  are  the  highlig'hts  of  its 
particul ar  contents. 

Senator  Hart.  It  will  be  printed  in  full  in  the  record. 

[The  prepared  statement  of  JNIr.  Nathan  appears  as  exhibit  1  at 
the  end  of  his  oral  testimony.] 

Mr.  Nathan.  Mr.  Chairman,  I  would  like  to  take  one  moment 
to  indicate  that  this  testimony  in  some  degree  deiives  not  merely 
from  studying  some  of  the  testimony  that  has  been  presented  and 
some  of  the  data  prepared  for  submission  before  this  commitee,  but 
also  from  my  own  personal  experience  over  a  considerable  number 
of  years  of  ser\dng  in  some  expert  witness  capacity  for  the  telephone 
company,  the  Bell  System.  I  did  testify  some  years  ago,  Mr.  Chair- 
man, before  the  FCC  concerning  one  of  the  early  rate  of  return 
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oases  after  the  inflation  began  to  take  its  toll  in  the  public  utility 

aIso  I  had  the  opi>ortunity  to  testify  for  A.  T.  &  T.  before  a 
congressional  committee  on  the  matter  of  accelerated  depreciation 
and^'the  whole  problem  of  flow  through.  Further,  I  testified  on  be- 
half of  A.  T.  &  T.  before  the  price  commission  in  the  early  days 
when  the  inflation  was  being  attacked  in  a  direct  mamier. 

Then  in  addition  thereto,  I  have  testified  in  a  considerable  number 
of  jurisdictions,  with  respect  to  rate  of  return.  All  this  has  given  me 
an  opportunity  to  study  and  achieve  some  degree  of  familiarity  with 
economic  issues  of  this  particular  company  and  of  the  industry. 

That  is  part  of  the  basis  of  my  observations. 

First,  I  would  like  to  draw,  as  an  economist,  a  rather  marked  dis- 
tinction between  tlie  regulated  and  nonregulated  sectors.  I  state  in 
my  written  testimony  that  I  very  strongly  favor  competition.  I 
believe  in  the  enterprise  system.  I  believe  in  reliance  to  the  extent 
we  possibly  can  on  the  marketplace  function. 

I  think  we  should  have  no  illusions,  however,  that  the  marketplace 
is  something  less  than  perfect:  in  our  society  and  has  been  something 
less  than  perfect  for  a  rather  considerable  period  of  time. 

Nonetheless,  I  do  believe  that  in  terms  of  reconciling  full  employ- 
ment and  price  stability  and  stimulating  innovation  and  bringing 
aliout  quality  perfoi-mance  and  adequate  supplies  in  relationship  to 
demand,  and  all  of  the  other  positive  elements  to  which  we  attribute 
the  functioning  of  the  free  enterprise  system — and  I  believe  these 
are  terribly  useful — we  ought  also  -to  recognize  that  within  our 
society,  for  a  long  time,  we  have  recognized  that  public  utilities  do 
play  a  distinct  function  and  are  subject  to  different  rules  and  regu- 
lations. 

In  a  sense,  where  there  are  utilities,  and  where  there  are  monop- 
olies, and  where  prices  and  profits  and  activities  must  be  controlled, 
we  do  provide  for  regulations  in  order  to,  I  think,  try  to  stimulate 
the  competitive  system  and  get  the  maximum  benefits  of  the  compe- 
titive system,  and  at  the  same  time  to  prevent  and  avoid  any  abuses 
that  could  derive  out  of  a  monopoly  function,  the  monopolistic  con- 
ditions, or  monopoly  control. 

Here  we  do  have  a  problem  in  this  particular  instance  with  respect 
to  natural  monopolies,  I  believe  most  economists — I  don't  know  of 
anybody  who  would  take  exception — practically  all  economists  would 
agree  that  the  basic  telephone  system  is  a  natural  monopoly. 

It  is  certainly  a  natural  monopoly  in  the  very  real  sense  that  if 
we  try  to  duplicate  the  telephone  facilities  in  this  country  we  would 
be  involved  in  a  rise  in  costs  and  prices  of  tremendous  magnitude. 
There  are  vei*y  grave  doubts  we  could  have  the  services  we  now  have. 

I  happen  to  have  gone  to  school  long  enough  ago  in  Philadelphia, 
at  the  Univei-sity  of  Pennsylvania,  to  have  been  in  that  city  when 
there  were  two  telephone  companies.  The  Bell  System  and  the  Key- 
stone System. 

Senator  Hart.  Yes. 

Mr.  Nathan.  That  was  not,  I  am  sure,  a  very  desirable  set  up. 
JNIany  people  had  problems.  As  of  today,  when  one  wants  to  use  the 
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telephone  one  wants  to  get  everybody.  I  don't  know  whether  you 
remember  that  also  ? 

Senator  Hart.  Yes ;  and  I  thought  you  must  be  a  lot  older  than  i 

am. 

[Laughter.] 

Senator  Hart.  I  didn't  remember  the  second  system   until   you 

spoke  of  it. 

Mr.  Nathan.  Yes. 

Senator  Hart.  We  lived  out  in  the  suburbs.  The  only  difference  I 
saw  when  we  went  into  the  system  was  two  telephone  booths:  one 
Bell  and  one  Keystone.  We  were  on  the  Keystone. 

Mr.  Nathan.  Well,  this  was  an  interesting  period.  I  think  as  of 
now  v.-e  all  pretty  much  agree  that  in  terms  of  the  basic  communica- 
tions services  provided  by  the  telephone,  that  it  is  a  natural  monop- 
oly, and  the  thing  that  I  would  emphasize  before  looking  at  the 
performance  of  the  industry  is  that  in  essence  what  we  have  today 
is  the  telephone  iiidustry,  which  is  a  system. 

It  is  a  unified,  integrated  system  of  natural  monopolies.  There- 
fore it  is  subject,  properly,  to  regulation,  which  regulations  concern 
themselves  with  the  whole  problem  of  how  you  maximize  that  serv- 
ice, how  you  insure  adequacy  of  performance,  how  one  assures 
quality,  how  one  establishes  a  structure  of  rates  which,  I  would  say, 
on  the  l>asis  of  my  own  obser\-ations,  as  not  just  subject  to_  economic 
considerations,  but  also  social  and  even  to  some  extent  political  con- 
siderations. 

It  is  a  system  wherein  there  are  very  careful  surveillances  of  stand- 
ards, of  performaiice,  of  equipment,  of  maintenance,  and  where  in  a 
veiy  real  sense  I  believe  we  have  achieved,  through  this  regulatory 
process  with  the  initiative  of  the  company,  what  I  keep  hearing  over 
and  over  again  and  what  I  certainly  as  a  seasoned  traveler,  and  espe- 
cially in  the  less-developed  companies  of  the  world,  can  attest  to  is 
by  far  the  best  connnunications  system  that  prevails  anywhere. 

I  h,ad  an  oppoituinty  to  work  in  countries  like  Burma,  Afghanis- 
tan, Nepal,  places  like  that.  Even  in  the  more  advanced  countries  of 
Western  Europe.  I  come  home  and  recognized  quickly  what  we  have 
here  and  what  sometimes  we  take  for  granted,  is  an  extremely  ef- 
fective, efficient,  and  moderate  price  system. 

We  also  have— as  I  can  testify  very  directly  and  I  think  strongly — 
a  very  modest  rate  of  return  in  relation  to  the  equity  capital  used, 
and  i  believe  that  this,  too,  is  attributable  to  regulation.  In  my  own 
judgment  the  rate  of  return  is  inadequate  really  to  provide  a  con- 
thiuity  of  the  kinds  of  performance  we  have  been  able  to  enjoy  in 
the  past. 

The  real  question,  Mr.  Chairman,  I  guess  what  we  face  in  this 
kind  of  hearing  is  whether  there  really  is  a  need  for  more  regulation. 
That  is  one  of  the  main  questions.  Would  that  provide  improved  per- 
formance ? 

Tlie  second  aspect  is,  how  does  one  look  upon  competition  and 
regulations ;  and  where  are  the  interfaces  in  this  particular  industry 
that  would  possibly  improve  performance  and  reduce  costs? 

Here,  I  think,  we  must  recognize  very  carefully  that  we  are  deal- 
ing not  with  A.T.  &  T.  as  a  corporation  alone;  we  are  dealing  with  a 
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system,  a  telephone  system  not  only  involving  A.T.  &  T.,  but  also  1,800 
independent  companies  interconnected  and  integrated  in  many,  many 

ways. 

i  recognize,  and  just  mention  this  briefly,  that  it  is  a  horizontal 
integration  in  terms  of  one  network  for  the  entire  country,  for  all 
of  the  users,  and  total  compatibility  in  a  meaningful  sense  in  temis 
of  planning,  investment,  structure,  procedures,  pricing,  and  planning. 

We  have  a  horizontally  integrated  communications  system  through 
the  Nation — this  network  or  this  system. 

It  is  also  vertical:  and  I  must  say  as  an  econoniist  that  I  have 
been  tremendously  impressed  with  the  functioning  of  the  Bell 
Laboratories.  Sometimes  I  wonder  how  in  this  competitive  system  of 
ours  we  get  a  degree  of  emphasis  and  a  degree  of  quality  in  the  Bell 
Laboratories  operation  that  I  think  one  can  accurately  say  is  hardly 
paralleled  in  any  other  company,  let  alone  any  other  industry. 

AVe  are  dealing  with  a  ciuality  of  research,  and  a  scope  of  research, 
and  a  time  perspecti\'e  of  research  that  one  might  expect  in  listing- 
all  the  virtues  of  the  vigorous  competitive  sectors  of  the  economy, 
and  which  one  does  not  find  elsewhere,  in  my  judgment. 

I  think  the  nature  of  the  research  undertaken  by  Bell  Labs  is  re- 
markably excellent  in  its  quality,  its  scope,  and  its  results. 

It  is,  of  course,  vertically  integrated  with  a  production  compo- 
nent— "Western  Electric— where  you  combine  research  and  develop- 
ment along  with  demand  and  with  engineering  and  production  and 
procurement.  Then,  of  course,  you  have  the  Boll  installation?  and 
maintenance  and  operation. 

What  you  have  is  a  very  impressive  vertical  as  well  as  horizontal 
integration.  Finally,  I  think  we  have  time  integration  where  you 
have  time  perspective  in  planning  long  periods  ahead. 

I  believe  that  one  can  say  without  qualification  that  the  Bell  Sys- 
tem— ^the  A.T.  &  T. — has  over  the  years,  been  remarkably  possessed 
of  vision  in  respect  to  anticipating  and  adjusting  and  adapting  to 
changing  reciuirements  of  our  society. 

Also,  of  course,  this  is  the  kind  of  an  integrated  system  in  the 
sense  of  regulation,  too,  because  you  have  the  Federal  Communica- 
tions Commission  at  the  Federal  level.  You  have  the  regulatory  agen- 
cies throughout  the  United  States;  and  in  some  degree,  while  they 
don't  always  get  together,  or  don't  always  reconcile  their  differences, 
there  is  a  commonality  of  approach:  and  some  considerable  amount 
of  cooperative  participation. 

I  run  over  these  features  mainly  to  say  that  we  are  dealing  here 
with  a  meaningfully  integrated  system  that  has  been  tremendously 
successful  and  has  had  remarkable  responses  to  opportunities  and 
needs. 

Tills  leads  me  in  the  paper — and  I  am  going  to  summarize  this 
briefly — ^to  a  series  of  tables  and  a  series  of  observations  as  to  just 
how  this  industry  has  performed  over  the  years. 

Without  going  through  the  text,  I  think  one  can  see  this  in  the 
tables,  starting  with  table  1  which  shows  the  astounding  rate  of 
growth  that  the  Bell  System  has  achieved  in  the  approximatelj'  35 
years  since  the  immediate  prewar  period. 

[For  the  table  referred  to,  see  exhibit  L  ] 
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Mr.  ISTatiian.  I  don't  think  there  are  many  people  in  this  country 
who  realize  that  the  Bell  telephones  in  service  haA^e  gone  from  liter- 
ally 18  million  only  34  years  ago  to  114  million  last  year,  which  is  a 
i-ate  of  growth  that  exceeds  that  of  most  sectors  of  the  economy  and 
certainly,  I  would  say,  practically  every  sector  except  those  of  the 
very,  very  new  products  or  processes. 

We  find  in  this  table  1  a  whole  variety  of  communications  serv- 
ices, including  what  has  happened  to  households.  It  is  a  little 
shocking  to  me  to  recall  that  in  1940  only  37  percent  of  the  U.S. 
liouseholds  had  telephone  service;  today,  for  all  intents  and  pur- 
poses, it  is  almost  a  universal  service,  except  in  the  extremely  remote 
areas. 

It  is  interesting  to  see  how  prices  in  the  economy  have  more  than 
tripled  since  1940,  whereas  the  interstate  long  distance  tolls  in  that 
juniod  have  gone  down.  They  have  gone  up  a  little  bit  recently,  but 
over  the  whole  period  they  went  way  down. 

Local  calls  have  had  an  increase  to  1973  of  88  percent,  as  com- 
pared with  216  percent  in  all  consumer  prices;  namely,  only  about 
40  percent  as  much  of  an  increase  as  happened  in  the  total  Consumer 
Price  Index. 

You  know,  when  one  looks  at  these  provisions,  or  standards,  or 
measurements  of  i)erformanc«  I  think  one  would  find  it  rather 
difficult  to  come  to  any  other  conclusion  than  what  has  happened 
here  is  a  perfonnance  that  is  about  the  best  one  could  expect  from 
the  truly  vigorous  competitive  system. 

I  show  in  table  2  a  whole  other  variety  of  series  of  percentage 
chan'T^s  in  telephone  service  in  different  periods  since  pre-World 
War  II. 

[Table  2  appears  in  exhibit  1  following  Mr.  Nathan's  oral  testi- 
mony.] 

^Ir.  Nathan.  There  we  show  three  periods :  The  whole  period  from 
1940  to  1973;  one  period  from  1940  to  1953;  another,  1953  to  1967; 
and  the  recent  years.  This  break  in  1967  has  its  usefulness  because 
that  is  really  when  inflation  begin  to  get  rather  serious. 

Mr.  Chairman,  I  was  just  referring  to  some  of  these  tables  to  in- 
dicate what  has  happened  in  the  performance  of  this  industry.  I  had 
gone  over  table  1  which  showed  the  remarkable  and  phenomenal 
growth  of  this  industry,  where  plant  value  had  gone  up  seventeen- 
fold,  and  the  telephones  in  use  sixfold,  and  the  percentage  of  house- 
holds with  telephones  going  up  from  less  than  40  percent  to  over 
90  percent. 

Now,  I  was  referring  to  table  2  which  again  shows  some  of  the 
rather  remarkable  changes  that  have  occurred  in  this  period,  1940- 
1973,  with  breakdowns  for  the  interim  periods. 

We  see,  for  instance,  such  an  item  there  as  the  fact  that  the  prices 
for  the  telephone  services  have  increased  relatively  insignificantly 
when  compared  with  the  whole  price  level.  Consumer  Price  Index; 
and  how  over  that  period  the  interstate  toll  service  has  gone  down 
tremendously. 

As  I  said,  Mr.  Chaii-man,  that  manifests  the  kind  of  expectations 
•of  economic  behavior  at  its  very  best  one  would  attribute  to  vigorous 
and  dynamic  competitive  conditions. 
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Rising  procluctivitv  is  shown  on  table  3. 

[See  exhibit  1  at  the  end  of  Mr.  Nathan's  oral  testimony.] 

Mr.  Xathax.  Here  we  see  again  a  remarkable  rate  of  change  for 
a  sector  that  is  not  a  brand  new  industry.  The  telephone  industry  was 
not  nearly  at  its  present  magnitude  and  size  and  had  not  yet  per- 
meated the  economy  in  1940  to  the  degree  it  has  at  the  present  time, 
but  certainly  it  was  not  an  infant  industry.  Yet,  we  see  output  per 
man-hour  more  than  doubling,  we  see  total  output  increasing  in 
major  measure;  we  see  employment  practically  triplhig;  we  see 
telephones  per  employees  going  way  down. 

Again,  there  are  manifestations  of  progress  that  one  would  erpect 
only'^of  a  vei-y  innovative,  imaginative,  and  vigorous  managerial 
capabilitv  subjected  to  hard  competition. 

In  table  4  there  are  some  measures  of  comparative  industry  per- 
formance. We  liave  just  selected  a  few  industries.  This  is  not  a 
sample,  but  some  of  the  larger  industries. 

[Table  4  appears  in  exhibit  1  at  the  end  of  Mr.  Nathan's  testi- 

monv.] 

Mr.  Nathan.  Here  I  will  merely  summarize  by  saying  that  when 
we  compare  the  rate  of  increase  in  output,  the  telephone  industry  is 
a  rapidly  growing  industry.  Of  course,  radio,  TV,  air  transport 
were  Aery,  very  new  in  1940.  You  do  not  get  as  much  of  a  rate  of 
growth  in  the  telephone  industry  as  in  these  new  ones. 

Compared  with  most  industries,  the  combination  of  prices — of 
productivity,  of  man-houre,  of  output,  of  output  per  man-hours,  of 
employment  growth — all  reveal  very  impressive  records. 

At  the  same  time  the  rate  of  return  on  equity,  I  think,  does  indi- 
cate rather  impressively  that  these  remarkable  growth  and  efficient 
performances  were  not  associated  with  a  phenomenal  rate  of  return 
and  very  high  profits  as  one  might  have  expected  out  of  such  growth 
and  improvement  in  activity,  but  were  associated  with  a  very  modest 
rate  of  return  on  equity  capital. 

Table  5  merely  shows  total  productivity  as  compared  with  man- 
hour  productivity.  Here  again  the  industry  has  done  very,  very  well, 
except  for  a  couple  of  new  ones  like  air  transport.  It  w^as  a  little  bit 
lower  than  electric  and  gas  utilities,  which  also  had  a  phenomenal  ex- 
pansion over  this  period. 

[Table  5  appears  in  exhibit  1  at  the  end  of  Mr.  Nathan's  oral 
testimony.] 

Mr.  Nathax.  I  would  just  take  one  moment  and  refer  you,  if  I 
may,  Mr.  Chairman,  to  page  29  of  my  full  statement.  There  we  have 
taken  some  of  these  selected  industries  and  ranged  what  has  hap- 
peiied  to  these  industries  compared  with  the  telephone  sector. 

Here  we  see,  in  terms  of  growths  of  various  measures,  over  these 
periods  of  years  from  1940  to  1973,  or  1947  to  1973,  depending  upon 
the  data  availability,  telephones  were  way  above  the  national  aver- 
age, and  exceeded  only  by  air  transport,  radio  and  TV,  and  also 
by  gas  and  electric  utilities. 

I  do  not  mean  to  imply,  Mr.  Chairman,  that  there  are  not  also 
other  industries  one  could  find  that  have  grown  faster.  We  did  take 
a  few  of  the  larger  ones  for  which  we  could  readily  get  data. 
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In  terms  of  price  change,  the  telephone  industry  has  had  a  good 
performance,  less  than  the  U.S.  average.  We  see,  even  in  employment, 
despite  productivity  improvement,  better  performance  than  the 
average.  . 

We  see  in  the  output  per  man-hour,  growth  that  is  way  up  high 
as  compared  with  the  U.S.  a^^erage  on  any  other  industry. 

Then  I  think  the  fascinating  parallel  is  the  rate  of  return,  where 
it  is  way  below  most  industries. 

In  sort  of  a  summary,  looking  at  these  tables,  Mr.  Chairman,  I 
would  say  that  what  we  seem  to  have  seen  here  is  a  performance  by 
a  monopoly  industry  which  has  pretty  much  all  of  the  characteristics 
one  would*  expect  from  dynamic  competitive  enterprise. 

I  must  say  as  an  economist,  it  is  hard  to  explain  this  entirely.  I 
have  even  talked  with  some  of  the  leaders  of  the  A.T.  &  T.  about  this. 
I  have  asked  them  how,  in  an  industry  where  the  profit  potentials 
are  limited  as  a  result  of  regulation — where  the  rate  of  return  has 
ceilings  set  by  regulation — they  have  been  able  to  achieve  so  much 
in  productivity,  so  much  in  innovation,  and  so  much  in  new  research 
and  development. 

Wliether  out  of  modesty,  or  Avhatever  it  is,  I  have  not  been  able 
to  get  a  very  definitive  answer.  It  is  my  view  that  the  management 
of  this  industry,  over  a  considerable  period  of  years,  has  revealed  a 
vision  and  a  perspective  and  a  set  of  goals  that  are  quite  admirable. 
Ha^'ing  started  from  the  very  beginning  with  the  idea  of  developing 
a  national  system  with  the  purpose  of  getting  as  nuich  coverage  as 
possible  so  that  the  fundamental  services  of  this  communications 
system  would  be  very  fully  served  universally;  namely,  that  com- 
munication would  make  it  possible  for  the  maximum  portion  of  the 
people  and  firms  in  the  community  to  contact  each  other. 

By  the  way,  this  problem  of  performance  and  the  problem  of  uni- 
versal access.  jVIr.  Chairman,  I  couldn't  help  but  think  about  when 
I  heard  ]\Ir.  Whitehead  this  morning  saying  quite  blatantly  that  any- 
body ought  to  be  able  to  buy  any  equipment  they  want  in  the  open 
market  at  any  time. 

Now  I  share  some  concern  with  him ;  but  I  am  shocked  that  he  does 
not  recognize  that  you  are  here  dealing  with  a  network;  and  it  is  a 
little  different  from  other  industries  in  the  sense  that  unless  there 
are  protective  devices,  in  the  sense  that  one  is  precluded  from  doing 
things  that  may  hurt  others,  one  can  diminish  the  benefits  to  others 
rather  than  enhance  total  benefits. 

In  the  telephone  system  it  is  different  from  the  electricity  system. 
If  I  want  to  be  foolish  in  my  own  home  and  install  certain  things 
contrary  to,  say,  a  building  code;  and  I  take  a  chance  on  fuses  blow- 
ing-— by  the  way,  some  of  this  does  not  happen  out  of  poor  design  or 
poor  quality,  but  by  bad  decisions  by  the  consumers. 

I  have  a  house,  and  I  do  not  know  why  they  put  so  much  equip- 
ment on  one  fuse.  It  seems  to  be  blowing  all  the  time.  We  are  having 
the  system  wiring  changed  because  of  that. 

We  are  hurting  ourselves  by  this  kind  of  situation ;  whereas,  here 
we  are  dealing  with  a  communications  system  where  you  have  two- 
way  passage;  where  one  can  really  bring  about  a  breakdown  in  an 
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area,  or  in  a  whole  sector  or  a  whole  community.  There  I  think  it  is 
a  much  different  kind  of  problem.  One  must  exercise  controls  over 
compatabilitv,  quality  and  performance. 

Now  it  may  be  petty  to  say  this,  but  I  look  upon  my  telephone  as 
not  just  an  opportunity  for  others  to  contact  me,  but  also  for  me  to 
contact  others.  ... 

To  the  extent  that  others  may  engage  m  activities  whidi  preclude 
continued  service  of  quality  in  my  getting  in  touch  with  them,  I 
re^-ard  this  as  a  diminution  of  my  service  as  well  as  theirs. 

This,  in  a  sense,  is  why  I  believe,  Mr.  Chairman,  we  have  to 
recognize  that  this  industry  has  some  different  characteristics  and 
diffe*rent  facets  relative  to 'other  kinds  of  services  and  even  other 
kinds  of  utilities. 

Now,  basicallv  what  we  have  to  do  then  is  to  face  the  fact  that  on 
the  one  hand  we  have  had  a  veiy  satisfactory  and  a  very  remarkable 
groAvth,  and  a  very  impressive  quality  and  scope  of  services  that 
have  evolved  over  the  past.  We  have  had  very  important  links  be- 
tween technology,  operations,  maintenance,  equipment,  prices,  and 
the  like. 

AVe  have  had  good  performance,  we  have  had  good  compatability, 
and  we  have  had  good  quality. 

Now  the  question  is,  A^Hiat'kind  of  problem  or  opportimity  does 
this  issue  of  competition  pose,  in  this  particular  area? 

I  think  we  really  have  to  ask  ourselves  whether  competition  can 
or  may  make  a  further  contribution  and  where?  Is  it  necessary?  Do 
the  new  technologies  require  that  we  have  competition  where  we 
haven't  had  it  in  the  past? 

Again  I  would  say,  Mr.  Chairman,  that  I  certainly  favor  the  in- 
troduction of  competition  to  the  extent  it  can  be  done  without,  in 
any  way,  affecting  quality  and  affecting  performance  and  affecting 
pri<"ing  and  affecting  other  objectives. 

This  is  in  a  sense  what  I  would  like  to  contribute  here,  observa- 
tions about  this  pwblem.  I  would  like  to  discuss  it  very  briefly,  Mr. 
Chairman,  with  respect  to  two  aspects.  One  is  the  interconnecting 
devices,  the  tenninal  de^nces.  The  other  has  to  do  with  specialized 
carriers. 

As  far  as  interconnecting  and  terminal  devices  are  concerned  I 
think  the  most  important  single  criterion  that  one  has  to  emphasize 
concerns  compatibility  and  performance  and  maintenance.  This  is 
the  issue,  fundamentally.  If  somebody  wants  to  put  in  a  squawk  box 
for  conference  calls  in  the  office  I  see  certainly  no  objection  to  that, 
provided  this  two-way  system,  whose  continued  performance  is  of 
such  great  need  if  we  are  going  to  have  a  modern  communication 
ca'pability,  and  a  modem,  highly  developed  expanded  society,  is  not 
interrupted,  as  long  as  we  can  be  confident  to  a  very  high  degree 
that  there  will  not  be  any  compromises  with  quality. 

As  I  read  ]Mr.  Whitehead's  statement  this  morning,  as  I  read  the 
statement  of  the  National  Association  of  Regulatory  Officials,  as  I 
read  the  report  some  time  back  of  the  task  force  of  the  National 
Academy  of  Sciences,  as  I  have  looked  at  other  materials,  it  seems 
to  me  quite  clear,  Mr.  Chairman,  that  there  is  a  recognition  that 
we  are  dealing  with  an  extremely  complex  problem. 
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This -fe^vv^liat  worried  me  about  Mr.  Whitehead  this  moriiing.  I 
thought  his  emphasis  was  that  tliis  is  nice,  simple  matter;  and  all  we 
need1:o  do  is  let  anybody  put  any  equipment  on  the  end  of  each  line, 
with  very  little  recognition  of  the  complexity  of  the  problem,  very 
little  recognition  of  the  need  for  compatibility,  very  little  recognition 
of  the  need  for  quality. 
"   I  emphasize  those  words. 

''  What  makes  this  system  important  to  you,  to  me,  and  important 
to  people  in  political  life,  social  life,  economic  life,  whatever  we  are 
dealinir  with,  is  that  we  have  a  very  real  problem  of  quality. 

I   find   it  less  than   helpful  to   ignore   the   complexities  of   this 

situation.  .  -n      • 

Xow,  some  people  say  the  answer  lies  in  certification. 

Senator  Hart.  I  was  going  to  say  that  I  think  that  is  what  he  said. 

Mr.  Nathan.  Well,  it  was  sort  of  implied,  but  there  are  real  ques- 
tions of  who  certifies?  If  I  were  the  Bell  management,  A.T.  &  T.,  to 
be  honest  with  you,  Mr.  Chairman,  I  never  said  this  to  any  of  them, 
I  am  not  so  sure  how  proper  it  w^ould  be  for  them  to  accept  the 
responsibility  for  certification  if  that  were  the  route  that  were  to 
be  taken. 

All  they  have  to  do  is  not  certify  some  poor  little  fellow  out  in 
Athens,  Ohio,  who  comes  up  with 'a  fancy  de^doe  and  they  are  in 
troul^le.  They  will  be  in  trouble  all  the  time  on  questions  of  whether 
the  test  is  serving  their  own  purpose  and  whether  they  are  trving 
to  ])rotect  their  own  productive  capabilities  and  revenues  and  what- 
ever it  is. 

The  main  emphasis.  Mr.  Chairman,  is  what  we  have  here  is  a 
problem  of  compatibility;  and  the  difficult  questions  are  who  de- 
cides it;  who  enforces  the  specs;  what  are  the  tolerances? 

Anotlier  question  is,  Can  the  regulatory  process  handle  this  issue? 
V\^\o  will  pay  the  cost  to  Who  controls  the  maintenance?  Who  con- 
trols that  interconnecting  device? 

I  certainly  have  no  basis  whatsoever,  Mr.  Chairman,  nor  any 
inclination  to  say  that  certification  is  not  possible.  But  I  say  that,  we 
must  assure  com]>atibility — having  the  kind  of  a  communications  sys- 
tem we  have  with  the  quality  and  performance  we  have.  I  just  think 
that  the  other  side  of  what  Mr.  Whitehead  said  makes  sense  in  a 
rather  considerable  degree;  namely,  that  we  better  be  deliberate— I 
think  he  used  the  word  "deliberate'' — in  making  these  changes. 

I  thought  there  was  some  inconsistency  in  what  he  said  at  one 
point  with  the  other.  I  don't  think  we  ought  to  just  do  nothing  about 
it.  A  great  deal  of  deliberation  is  needed  in  view  of  the  quality  we 
have  and  also  the  problems  that  derive  would  require  a  considerable 
amount  of  care  and  assurances  in  thinking  though  proper  proce- 
dures. 

As  far  as  the  other  side  of  the  picture  is  concerned — ^namely,  spe- 
cialized carriers,  as  I  have  testified,  Mr.  Chairman,  before  regula- 
tory utility  commissions  in  more  than  a  half  a  dozen  States — I 
suppose  including  power  companies  and  the  like  it's  been  10  or  12 
States — and  it  is  only  fair  to  say  that  these  commissioners,  being 
elected  or  selected  through  the  representative  democratic  process  in 
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our  society,  cannot  help  but  think  of  the  public  interest,  at  least  as 

thev  interpret  it.  .  .  „       .        .        .•.•, 

I  do  believe  there  is  very  significant  averaging  of  prices  m  utility 
rates  especially  telephone  rates.  I  don't  think  one  can  say,  as  Mr. 
Whitehead  said,  that  since  the  special  instruments  today,  or  the  spe- 
cial carriers  would  provide  onlv  about  5  perecnt  of  the  total  revenue, 
their  decrease  in  dense-route  rates  won't  result  m  a  shifting  price 
structure  of  significance. 

This  is  totally  unrealistic  in  an  economy  where  you  hate  constant 
cliano-es  in  rate*^  patterns,  in  rate  structure. 

If  "anybody  honestlv  thinks,  Mr.  Chairman,  that  if  there  were 
croinc^  to  be  deaveraging  as  a  result  of  the  cream  skimming  on  the 
hiirh-density  routes  by  new  specialized  carriers  and  that  deaveraging 
was  not  going  to  go*  in  throughout  the  process,  then  I  think  they 
are  really  unrealistic  alwut  the  world  in  which  we  live. 

If  I  am  not  mistaken  I  think  Mr.  Wliitehead  said  that  you  can 
have  the  deaveraging  of  the  nonbasic  system,  and  then  you  will 
not  have  to  have  a  deaveraging  of  the  basic  system.  I  just  cannot 
believe  you  could  have  such  a  nice,  neat  line  of  demarcation  between 
the  basic  system  and  these  specialized  services,  and  that  the  deaver- 
aging, or  tiie  unbundling,  or  whatever  you  want  to  call  it,  isn't  going 
t*o  tSke  place  all  across  the  board. 

I  believe  if  we  ever  move  to  allocated  costing  in  this  industry  we 
are  iroing  to  have  very,  very  major  trouble.  I  am  not  saying  this 
shoiiidn'r  be  done.  All'  I  am  saving  is  in  this  process  we  better  be 
pretty  clear  what  we  are  doing,  how  far  we  are  going,  and  anticipate 
where  these  changing  policies  may  eventuate. 

In  conclusion,  I  think  efficiency  is  the  most  important  objective. 
We  have  to  estimate  the  cost  to  society  of  risking  efficiency  and 
quality. 

In  the  telephone  industry,  by  the  way,  Mr.  Chairman,  as  dis- 
tiniiuished  fi-om  other  kinds  of  public  utilities,  I  do  believe  that  we 
have  an  external  problem;  namely,  efficiencies  that  flow  out  of  this 
system  and  that  flow  bade  and  forth  to  the  degree  you  don't  have  in 
practically  any  other  public  utility.  That  needs  to  be  tnlTen  into  ac- 
count. I  believe  that  when  the  early  developers  of  the  Bell  System 
came  up  with  what  appears  to  be  a  ^fairly  clear  objective,  namely,  to 
maximize  the  coverage  and  to  get  a  system  as  nearly  universal  as 
possible  so  that  the  benefits  would  be  there  for  all  persons  involved 
in  that  system,  they  made  a  tremendous  conti-ibution.  It  seems  to 
me  that  if  we  are 'going  to  move  toward  deaveraging  rates  with 
rising  costs  of  basic  service  we  better  consider  very  carefully  what 
the  implications  are  going  to  be. 

In  my  judgment,  Mt.  Chairman,  we  are  dealing  here  with  what  I 
say  in  iny  testimony  is  a  seamless  web  of  very  complicated  rates.  It 
is  not  vei-y  helpful  to  just  brush  this  off  as  a  minor  and  insignificant 
factor  as  some  have  done. 

Finally,  I  believe  that  what  we  have  involved  here  ahead  of  us 
is  a  very  real  problem  of  how  to  deal  with  this  competitive  problem 
and  at  the  same  time  maximize  benefits  of  the  system, 

]SIr.  Chairman,  I  would  be  the  last  one  to  say  there  are  no  aspects 
of  this  telephone  communications  system  that  might  not  lend  them- 
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selves  to"' competition.  Our  society  just  does  not  operate  that  way, 
either  in  the  sense  of  beina:  rigid  or  welcomincr  no  innovations. 
Chano-e  is  always  prevalent.  There  are  those  who  don't  like  chancre, 
bnt  chano-e  is  the  verv  essence  of  our  lives  and  will  continue  to  be; 

but  I importantly— would  add  that  as  changes  are  made  we  ought 

to  try  to  see  ahead  what  these  changes  are  likely  to  yield  and  cost. 

In  judging  how  we  go  about  these  changes,  Mr.  Chairman,  we  have 
to  verv  carefully  consider  costs  and  benefits. 

I  don't  believe  in  competition  for  the  sake  of  competition.  It  is 
not  necossarilv  desirable  to  move  from  a  public  utility  monopolistic 
position  to  competition.  But  I  think  where  it  can  be  demonstrated 
that  competition  does  add — and  by  and  large  it  does — and  it  gives 
to  mankind  the  best  economic  benefits  relative  to  any  other  kind  of 
svstem  that  has  been  devised.  We  should  welcome  it.  But  I  believe 
we  should  not  ignore  the  fact  that  on  the  whole  our  regulatory 
process  has  not  done  badly. 

I  say  that  despite  the  fact  that  I  am  very  critical  myself  of  the 
many  aspects  of  regulatory  process.  I  think  the  IOC  is  an  example  of 
encrusted  regulations  with  old  concepts  and  principles  that  were 
not  adjusted  and  adapted  to  changing  technological  circumstances, 
and  changing  needs  for  allocation  of  resources. 

As  a  matter  of  fact,  Mr.  Chairman,  I  am  critical  today  of  many 
regulatory  commissions.  I  don't  think  they  have  adjusted  and 
adapted  t)o  the  miserable  inflation  we  are  suffering  and  which  have 
put  utilities  in  almost  an  impossible  position. 

I  think  the  regulatory  agencies  of  this  country  have  done  a  terri- 
ble job  on  mass  transit.  This  was  an  area  where,  whether  we  like  it 
or  not,  there  vrere  all  kinds  of  benefits  flowing  to  private  activities. 

From  an  environmental  economic  point  of  view  T  am  not  at  all 
sure  that  our  society  is  better  off  with  everybody  driving  cars,  and 
often  one  person  in  a  car.  rather  than  using  mass  transit.  In  part, 
this  is  attributable  to  regulatory  inadequacies.  On  the  other  hand, 
some  people  could  say  it  was  too  much  regulation. 

"WHiatever  it  is,  Mr.  Chairman.  I  think  we  are  today  dealing  with 
an  extremely  complex  problem  here.  I  foresee  an  enhancement  of 
competition  in  terms  of  the  purchases  by  Western  Electric  or  the 
access  of  other  producers. 

But  we  have  got  to  be  awfully  sure  that  we  don't  destroy  that 
which  is  very  good,  in  trying  to  make  changes,  to  get  competition. 
Now  let  me  just  make  one  final  observation,  Mr.  Chairman.  That  is 
this:  I  honestly  cannot  see  how  the  divestiture  of  the  operating  Bell 
companies  would  contribute  to  competition.  I  cannot  see  how  mak- 
ing 28  Bell  companies  into  separate  companies  would  contribute  to 
our  society.  I  have  seen  how  the  personnel  in  the  Bell  System 
handle  themselves.  I  have  seen  changes  of  management.  I  have 
seen  the  procedures  and  practices  learned  and  moved  and  passed 
across  the  board  among  the  companies.  I  have  also  worked  with 
electric  companies  that  are  independent. 

I  do  believe  where  we  have  an  important  and  excellent  national 
system,  I  cannot  believe  there  would  be  any  improvemeiit  through 
breaking  up  the  corporate  entity  of  the  Bell  System.  I  honestly 
cannot  believe  there  would  be  a  maintenance  of  the  kind  of  research 
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and  development  that  has  been  done  if  we  were  to  follow  some  of  the 
earlier  recommendations  that  we  should  take  all  the  operating  com- 
panies and  make  them  into  separate  companies ;  and  keep  Long  Lmes 
separate,  and  make  Western  Electric  completely  independent,  and 
Bell  Labs,  too.  . 

I  just  cannot  conceive  of  Bell  Labs  ever  operating  the  way  it 
has  were  it  a  totally  divested  entity.  I  would  end  up,  Mr.  Chairman, 
by  saying  that  I  hope  the  vigor  of  competition  may  be  introduced 
here  and  there,  but  I  believe  there  would  be  greater  danger  and  cer- 
tainly greater  cost  relative  to  benefits  if  it  is  not  done  well  and  care- 
fulh-: 

I  will  use  the  words  of  Mr.  Whitehead;  namely,  do  it  with  real 
deliberation  and  care.  We  now  have  something  good;  let's  not  risk 
it  and  take  a  chance  of  cutting  it  up  and  cannibalizing  it  before 
we  know  where  we  are  going. 

Senator  H.\irr.  Thank  you  for  the  very  effective  sumniary.  Now 
you  are  an  old  enough  hand  around  here  to  know  that  I  did  not  dig 
iip  this  quotation  I  am  about  to  give:  and  it  is  not  yours.  But  follow- 
ing what  you  have  just  told  us  about  the  sensitivity  of  the  system, 
and  the  need  to  safeguard  it  from  blowing  up  because  some  fellow 
overloads  the  fuse  box;  if  I  didn't  know  you  so  well  and  have  such 
great  respect  for  you  professionally  I  am  not  even  sure  I  would  read 
the  quote. 

I  am  comfortable  in  saying  that  it  comes  from  a  speech  made  by 
a  fellow  who  used  to  be  the  FCC  Common  Carrier  Bureau  Chief, 
Mr.  Strassburg.  It  was  delivered  at  the  74th  Annual  Conference  of 
the  North  American  Telephone  Association.  Here  is  what  he  says: 

The  time  is  long  overdue  for  relegating  to  the  trashcan  the  economic  hocus- 
pocus  which  is  deliberately  being  used  to  fog  up  the  interconnect  services.  Let 
us  face  the  realities  that  the  interconnect  market  is  not  a  natural  monopoly 
and  that  it  is  logically  and  inherently  a  competitive  market,  that  interconnect 
is  doing  the  job  for  the  public,  and  that  interconnect  should  no  longer  be  used 
as  a  whipping  boy  for  the  frustrations  of  the  regulator  in  coping  with  the 
more  critical  issues  involved,  for  telephone  service. 

Xow  he  says  that  this  repeated  counseling,  that  while  competition 
has  appeal,  and  would  seem  to  be  desirable  that  I  as  a  user  be  free 
to  buy  any  kind  of  terminal  service  I  wanted  and  could  get,  that 
that  really  isn't  true  because  we  have  a  system  which,  as  you  have 
described,  is  superior  to  any  in  the  world,  and  my  private  decision 
to  use  another  communications  box  may  put  out  of  commission  the 
Avhole  of  the  northwest  side  of  town. 

How  do  you  react  to  Mr.  Strassburg's  statement? 

^Ir.  Nathax.  Well,  I  know  him.  I  have  a  lot  of  respect  for  him. 
I  would  just  say  that  the  question  is  one  of  compatibilty.  Often  it  is 
a  question  of  what  one  means  by  a  word.  The  question  as  to  whether 
or  not  the  terminal  equipment  in  interconnection  is  a  natural  monop- 
oly, I  think  that  is  not  debatable.  Obviously  it  is  not  a  natural 
monopoly.  Tliere  is  no  natural  monopoly  about  a  squawk  box  or 
somebody  wanting  equipment  to  record  a  call — legally.  I  think  the 
question  is,  A^^lat  does  this  do  in  relation  to  the  natural  monopoly? 
Now  I  think  if  we  can  develop  devices — and  A.T.  &  T.  has  done 
this  where  thev  have  these  interconnectina:  devices  and  where  the 
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device  prevents  abuses  within  a  home  system  from  going  out  beyond 
it — I  sav  this  is  perfectly  proper. 

It  is  not  entirely  proper  because  as  I  say,  Senator,  when  I  buy  or 
use  a  telephone  system  I  like  to  have  access  to  everybody.  Basically  I 
think  that  if  an  individual  really  wants  to  use  this  equipment,  then 
I  think  there  ought  to  be  a  provision  that  that  individual  has  to 
permit  or  provide  an  mterconnecting  safety  device. 

Some,  people,  of  course,  are  smart  enough  to  get  aroimd  that.  I 
happen  to  have  a  car  that  can't  be  started  unless  you  fasten  the 
^seatbelt.  They  say,  ''Oh,  I  know  exactly  what  you  do  to  avoid  using 
the  safety  belt.  You  reach  mider  here  and  take  this  fuse  out  and 
then  you  do  whatever  you  want.''  "Well,  if  a  person  wants  to  cut 
his  head  off,  ma3'be  we  can't  stop  it,  except  I  don't  like  cars  to  hurt 
otliers.  There  can  be  adverse  consequences  to  others. 

Fundamentally  I  think  the  problem  is  how  does  one  do  this,  Mr. 
Chairman,  without  interfering  with  the  compatibility  and  quality 
and  assurance  of  performance?  That  is  where  the  issue  lies.  I  am 
sure  that  o\er  the  years  we  are  going  to  develop  instruments,  devices, 
controls,  or  standarization.  or  certification,  that  will  permit  us  to  do 
this. 

I  have  looked  in  the  New  York  Times  on  Sundays  where  I  can 
find  advertisements  for  telephones.  As  I  recall  I  have  seen  them 
as  low  as  $8  and  $9  and  as  high  as  $55  or  ST5.  ^laybe  an  $8.98  in- 
strument can  be  put  into  a  jack  and  work.  Maybe  it  won't  work. 

I  think  it  is  perfectly  proper  for  the  system  [)eopLe  to  say  if  one 
is  going  to  introduce  any  kind  of  device  he  must  take  steps  to  pro- 
tect the  system  from  that  device. 

Certification  may  be  the  answer.  All  I  am  saying,  Senator  Hart, 
is  that  let's  be  sure  w^hen  we  accept  that  answer  that  it  will  work. 
We  can't  be  totally  sure;  nothing  is  sure  in  life.  Let  us  try  to  make 
deminimus  those  risks  that  modern  technology  permits  us  to  avoid. 

What  bothers  me  about  Whitehead's  statement  was  that  anybody 
ought  to  be  able  to  buy  anything  he  wants.  I  have  been  around  long 
enough  to  know  you  can  buy  junk  and  sometimes  you  can  get  hurt. 

It  is  like  medicines.  Without  the  FDA  you  know  what  happens. 
Some  people  put  stuff  in  medicine  that  will  blow  your  head  off  unless 
there  are  regulations. 

There  are  not  just  risks  in  foods  and  medicines.  We  can  get  all 
kinds  of  things  that  can  be  harmful.  I  remember  back  when  people 
said  that  the  SEC  was  the  worst  denial  of  human  freedom  man 
ever  concevied.  You  could  go  out  and  sell  a  sucker  something  for 
$10  a  share  that  wasn't  worth  anything.  It  was  contended  that  was 
freedom. 

We  have  learned  how  to  provide  protection  and  still  afford  oppor- 
tunities. 

Senator  Hakt.  We  are  in  agreement  it  is  not  a  natural  monopoly. 

You  would  agree,  I  know,  that  when  a  sophisticated  commercial 
enterprise,  after  a  study,  determines  that  someone's  system  other  than 
Bell's  best  serves  their  business  need  that  Bell  and  everybody  else 
should  respect  that  judgment  in  terms  of  facilitating  the  achieve- 
ment of  it;  don't  you? 
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Mr.  Xatiiax.  With  the  provision.  Senator,  that  there  are  safe- 
guards of  that  choice,  no  matter  what  happens,  tliat  it  will  not  inter- 
fere with  the  basic  operation  of  the  system. 

Senator  Hart.  If  that  condition  was  not  implicit  in  my  sugges- 
tion it  was  meant  to  be — and  that  the  system  was  manned  by  persons 
skilled  in  communications. 
Mr.  Nathan.  Yes. 

Senator  Hart.  We  have  had  testimony  that  that  doesn't  happen. 
Sophisticated  and  knowledgeable,  sound  device  communication  com- 
panies have  sought  to  make  a  substitution.   Some  of  the  devices 
tended  to  prevent  them  achieving  it,  some  almost  pre-SEC,  in  fact. 
Mr.  Xatiiax.  1  am  sure  there  are  people  who  are  overly  eager — — 
Senator  Hart.  You  do  not  favor  that? 
Mr.  Natiiax.  Certainly  not. 

On  the  other  hand,  I  must  say  there  has  to  be  somebody  who  makes 
the  decision.  You  know,  the  thing  that  shocks  me,  Senator  Plart — 
and  this  involves  your  State,  and  involves  our  economy — is  liow  we 
make  mistakes  in  cai's.  General  Motors  is  not  an  insignificant  com- 
pany. I  bought  a  Vega  for  my  son,  and  he  kept  telling  me  how  it 
was  getting  hot  out  there  in  California  whem  he  lives. 

I  said,  well,  you  better  take  it  in.  He  didn't  seem  to  be  getting 
anywhere.  Suddenly,  the  Yega  was  recalled.  This  is  a  big  company, 
an  old  company,  lots  of  resources,  a  lot  of  talent,  a  lot  of  technology. 
All  I  say  is,  let  anybody  use  what  they  want,  provide  that  any 
cost  are  relatively  contained.  That  means  somehow  you  have  to  have 
a  kind  of  i)rotecti\e  device  in  the  use  of  devices  for  telephones. 

Senator  Hart.  I  was  around  here  when  that  company  was  telling 
us  we  were  out  of  our  minds  to  intrude  to  the  degree  of  having  them 
obligated  to  recall. 

]Mr.  Xatiiax.  Yes.  I  remember. 
Senator  Hart.  Mr.  OT^eary? 

Mr.  O'Leary.  Mr.  Chairman,  we  have  a  few  documents  that  we 
would  like  to  put  in  the  record.  I  think  I  might  like  to  get  Mr. 
Nathan's  reaction  to  at  least  one  of  them. 

These  are  documents  which  have  been  furnished  to  us  with  respect 
to  the  Bell  System.  The  first  is  a  letter  from  a  Mr.  Hubner  of  the 
Southern  New  England  Telephone  Co.  to  a  Mr.  Bonsack  of  A.T.  &  T. 
dated  January  12,  1972. 

Mr.  O'Leary.  Doctor,  if  you  will  glance  at  the  second  paragraph 
on  t^ie  first  page  of  that  letter  you  will  see  that  it's  a  discussion  of 
why  Southei-n  New  England  Bell  has  purchased  some  PBX  equiij- 
ment  from  the  Nippon  Electric  Co.  and  it  compares  some  of  the  fea- 
tures and  some  of  the  reasons  why  it  bought  that  equipment  as  op- 
posed to  equipment  manufactured  by  Western  Electric. 

On  the  second  page  a  number  of  considerations  are  listed  The 
second  is  the  Western  Electric  Co.  vehicles  do  not  at  this  time  oifer 
a  significant  advantage  as  regards  the  features,  maintenance,  opera- 
tions, or  cost.  '■ 

Given  the  testimony  that  we  have  received  from  vou  and  from 
otJiei-s  about  the  economies  of  scale  that  Western  Electric  possesses, 
how  do  you  react  to  the  suggestion  that  Nippon  Electric  is  able  to 
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offer  a  product  which  apparently  New  England  Bell  finds,  in  some 
res]:)Pots,  better  and  at  least  costing  no  more  when  you  take  into 
consideration  that  Western  does  not  bear  the  added  cost  of  a  mar- 
ketijio-  or  sales  force? 

Mr.  Nathan.  Well,  I  think,  Mr.  O'Leary,  the  answer  is  quite 
clear.  Japan  is  often  in  an  exceptionally  good  competitive  position 
with  the  simple  beneficial  relationship  of  their  technology  relative 
to  their  labor  costs.  Japan  has  very  low  wage  rates. 

They  have  the  capacity  to  copy  and  adopt  and  even  enhance  tech- 
nological elements  from  other  countries.  This  is  what  has  given 
Japan  a  tremendous  expansion  in  exports  over  the  years.  I  welcome 
it  as  one  who  favors  high  levels  of  trade.  I  say,  Senator  Hart,  this 
is  why  I  parted  company  with  my  labor  friends  on  trade  policy. 

Senator  Hart.  Put  a  little  in  the  record  to  protect  my  friends 
there. 

Mr.  Natitax.  I  think  we  tend  to  get  too  protective.  I  am  afraid 
our  friends  in  the  trade  union  movement  have  been  in  the  forefront 
of  that  area.  I  favor  competition. 

Look,  what  we  have  in  the  world,  Mr.  O'Leary,  is  a  constant  shift- 
ing of  trade  and  product  benefits  where  a  country  gains  or  loses 
competitive  advantages  as  conditions  change.  I  have  done  a  lot  of 
work  in  Korea.  Korea  has  increased  its  exports  40  percent  a  year 
compounded  in  the  last  15  years. 

In  1060,  Korea  exported  $30  million  a  year.  This  year,  they  will 
achieve  over  $2  billion  in  exports,  because  they  learned  how  to  adapt 
and  adjust,  technologically,  and  even  how  to  move  ahead  on  new 
products  and  processes,  and  with  low  wages. 

As  far  as  I  can  say  on  this  particular  letter,  I  think  it  is  admir- 
able tliat  this  subsidiary  company  said  to  Western  Electric  that  you 
do]i't  have  this  particular  qualification  and  we  are  going  to  take 
something  else.  As  long  as  they  were  confident  of  the  compatibility 
anrl  the  quality  and  the  performance,  that  was  commendable. 

I  think  this  was  an  entirely  proper  move. 

Mr.  O'Leart.  It's  my  nnderstanding  that  when  New  England  Bell 
installed  that  Nippon  Electric  PBX,  it  does  not  insert  an  interface 
device.  Yet,  at  the  present  time,  if  someone  else  offers  a  user  that 
same  equipment,  an  interface  device  is  required.  Doesn't  that  strike 
you  as  somewhat  unfair? 

Mr.  Nathan.  I  have  no  idea  of  what  their  markup  is  on  this 
PBX  and  whether  there  is  proAdsion  for  maintenance  so  that  the 
maintenance  service  is  covered. 

You  see,  one  of  the  problems  we  must  recognize  is  that  when 
people  get  into  trouble  with  equipment,  whether  it's  provided  by 
the  Bell  System,  or  the  local  company,  or  whether  it's  provided 
independently,  almost  invariably,  as  I  understand  it.  the  main- 
tenance people  from  the  telephone  company  will  be  called  to  come 
out  to  service  it. 

Sometimes  I  have  heard  they  refuse  to  provide  maintenance  on 
the  equipment  with  whidi  they  had  nothing  to  do.  It  is  entirely 
possible  that  where  the  PBX  of  the  Japanese  company  is  provided 
direct  to  a  user,  the  New  England  Bell  may  not  want  to  be  re- 
sponsible for  maintenance  of  that  equipment  because  of  cost. 
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It's  perfectly  understandable;  not  that  they  couldn't  do  it,  be- 
cause if  they  are  putting  in  the  same  equipment  themselves  they 
can  certainly  maintain  it.  They  may  not  want  to  service  it  without 
added  charges,  and  therefore  may  insist  on  some  kind  of  inter- 
comiecting  device, 

^h\  O'Leary.  The  second  document  that  has  been  furnished  you, 
if  vou  would  turn  to  the  last  page — ^this  is  an  agenda  of  items  for 
discussion.  This  being  the  last  one,  entitled  "Paradox  of  Bell-Owned 
Service  Customer-Owned." 

Underneath  that  "Bell  marketing  of  Japanese  PBX  and  Maxicall, 
no  connecting  arrangement  required.  Customer  purchase  of  equip- 
ment from  supplier  comiecting  arrangement  required." 

As  an  economist  doesn't  that  seem  somewhat  unfair  given  the 
fact  that  it  is  the  same  equipment;  and  if  the  Bell  System  installs 
it,  there  is  no  connecting  device  ?  Yet  if  you  buy  it,  the  same  equip- 
ment, from  an  independent  company  one  is  required  ? 

The  user  has  to  pay  that  additional  cost. 

Mr.  Xathan.  I  agree.  On  the  surface  this  looks  unfair  and  im- 
proper trade  practices.  But,  as  I  said  before  I  have  no  idea  what 
the  maintenance  problems  may  be.  Mr.  O'Leary.  That  is  one 
question. 

I  will  raise  another  problem.  I  am  not  a  technician.  My  wife  is 
a  much  better  mechanic  than  I  am.  What  if  there  are  installation 
problems?  Somebody  installing  this  may  not  be  as  careful  as  the 
Bell  telephone  personnel.  Often  we  find  this.  We  bought  a — I  won't 
mention  the  brand — refrigerator  for  our  office.  We  have  a  kitchen 
where  our  employees  eat.  We  never  could  get  ice  out  of  it.  We  spent 
$50  or  $60  for  the  ice  compartment. 

Finally,  I  raised  so  much  cain,  and  I  called  the  president  of  the 
of  the  company  whom  I  knew.  They  said  they  would  check  it.  They 
found  somebody  had  fixed  this  darn  thing  by  putting  the  insulator 
piece  below  the  plate  and  right  on  the  coils.  The  result  was  that 
between  this  insulation  piece  and  the  coils  we  got  a  layer  of  solid 
ice.  The  result  was  that  it  never  functioned. 

Finally,  when  we  raised  enough  complaints  they  came  and  found 
out  there  had  been — I  think  it  was  done  by  the  first  repairman — 
a  completely  wrong  installation. 

If  the  Bell  installer  did  something  wrong,  I  think  he  ought  to 
be  required  do  it  right  and  without  cost  if  Bell  installed  it,  but  not 
if  others  did  the  installing  of  a  piece  of  non-Bell  equipment. 

I  am  not  saying  that  you  cannot  overcome  these  kinds  of  prob- 
lems. On  the  surface  this  would  appear  wrong,  but  then  I  would 
have  to  ask  you,  Mr.  O'Leary,  how  much  is  the  cost  of  this  con- 
nector that  was  involved  here,  and  connecting  arrangement,  and 
is  that  relatively  reasonably  related  to  maintenace  provisions  and 
the  like? 

I  don't  know. 

]Mr.  O'Leary.  Let  me  ask  you  this  question.  Doctor :  do  you  think 
the  FCC  decided  the  Garterfone  case  the  right  way?  As  an  econo- 
mist do  you  think  that  was  a  right  decision  ? 
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Mr.  Na-than.  Well,  I  tliink  that  wasn't  a  very  good  case,  the 
fact  that  the  case  came  up  on  that  particular  device.  I  didn't  read 
any  technical  descriptions.  If  it  had  to  do  with  teclinical  matters 
relating  to  that  particular  instrument,  I  see  no  reason  why  putting 
a  hush  intrument  on  was  wrong  and  I  would  let  it  go  ahead,  as 
was  decided. 

If  there  were  evidence  of  possibly  serious  technological  pixyblems, 
that  would  be  one  problem.  But  "if  it  was  clear  this  device  had 
nothing  to  do  with  compatibility  or  performance,  I  would  say  fine. 

Mr.  O'Leart.  Would  you  agree  that  the  Bell  System  has  been 
more  innovative  in  bringing  newer  products  to  the  markets  since 
the  Carterfone  decision? 

Mr.  Nathan.  I  honestly  don't  know. 

I  have  got  to  say,  Mr.  O'Leary,  that  I  have  had  contact  with 
them  over  the  last  8  or  10  years  and  have  been  tremendously  im- 
pressed with  their  innovative  performance. 

A  lot  of  people  bave  said  they  don't  bring  new  equipment,  new 
devices  into  operat.ion  quick  enough.  All  I  can  say  is  that  from  an 
economic  point  of  view  if  you  make  changes  faster  it  can  cost  more. 

The  question  is :  what  is  appropriate  ? 

I  have  sat  before  regulatory  agencies.  They  say  we  are  not  going 
to  raise  the  depreciation  rate.  We  don't  care  aibout  new  instruments 
or  technology,  we  don't  want  to  grant  a  higher  charge. 

If  you  don't  raise  the  depreciation  rate  where  are  you  going  to 
get  the  means  to  permit  a  more  accelerated  rate  of  technology  inno- 
vation ? 

On  tlie  whole  I  don't  know  whetlier  what  you  say  is  correct  or  not. 
I  am  just  not  aware  of  it. 

Mr.  O'Leart.  Recently  the  North  Carolina  Commission  has  come 
down  with  a  decision  banning  the  sale  of  interconnect  equipment  ? 

Mr.  Nathan.  Yes. 

Mr.  O'Leart.  Would  you  agree  that  is  a  wrong  decision  ? 

Mr.  Nathan.  I  happen  to  know  that  commission.  I  will  be  there, 
as  a  matter  of  fact,  in  Raleigh,  tomorrow,  meeting  with  them  not 
on  A.T.  &  T.,  but  on  other  matters. 

I  would  say  an  absolute  ban  raises  very  grave  doubts.  I  would 
say  a  ban  subject  to  protective  assurances  and  devices  would  make 
sense. 

Mr.  O'Leart.  Thank  you.  Doctor.  I  have  no  further  questions. 

Senator  Hart.  Mr.  Chumbris? 

Mr.  Chumbris.  I  know  the  time  is  getting  late.  No  doubt  about  it, 
Dr.  Nathan  has  presented  a  full  and  complete  statement.  I  don't 
see  any  need  for  me  to  ask  him  any  questions.  I  think  the  record 
is  sufficient  m  that  matter. 

Thank  you. 

Sena-tor  Hart.  Thank  you  very  much. 

INIr.  Nathan.  Thank  you.  Senator. 

Senator  Hart.  We  are  adjourned,  to  resume  July  30. 

[Whereupon,  at  2  p.m.,  the  subcommittee  hearing  was  adjourned, 
to  reconvene  on  Tuesday,  July  30, 1974.] 
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[The  folloAvino-  was  received  for  tlie  record.  Testimony  resumes  on 
p.  ;^>1)95.] 

MATERIAL  RELATING  TO  THE  TESTIMONY  OF  ROBERT  R.  NATHAN 

Exhibit  1. — Prepared  Statement  of  Mr.  Nathan. 

Prepared  TEsxisroiNY  of  Robert  R.  Nathan.  Consulting  Economist, 
Robert  R.  Nathan  Associates,  Inc.,  Washington,  D.C. 

Mr.  Chairman  and  members  of  the  Subcommittee,  my  name  is  Robert  R. 
Nathan,  and  I  am  a  consulting  economist  and  the  president  of  Robert  R.  Nathan 
Associates,  Inc.  of  Washington,  D.C.  I  have  been  engaged  in  economic  research 
and  analysis  and  in  the  formulation  and  evaluation  of  economic  policies  in 
the  service  of  the  U.S.  Government  and  in  private  practice  for  40  year's. 

In  1933-34  I  worked  on  the  preparation  of  the  first  official  national  income 
studies  in  the  United  States,  and  from  1935  to  1940  I  was  Chief  of  the  Na- 
tional Income  Division  of  the  U.S.  Department  of  Commerce.  Starting  in  1940, 
I  served  on  the  staff  of  several  agencies  planning  and  administering  defense 
and  war  mobilization  in  World  War  II.  I  was  Chairtiian  of  the  Planning 
Committee  of  the  War  Production  Board,  and  later  Deputy  Director  of  the 
OflSce  of  war  Mobilization  and  Reconversion. 

For  the  past  28  years  I  have  been  president  of  our  firm,  engaged  in  economic 
consulting  to  the  U.S.  Government  and  governments  abroad,  to  states  and 
cities,  to  international  organizations,  to  businesses,  trade  associations  and 
labor  organizations  on  a  great  variety  of  economic  matters. 

We  have  conducted  many  analytical  and  policy  studies  for  a  variety  of 
American  corporations,  trade  unions  and  nonprofit  organizations ;  for  Govern- 
ment agencies,  including  the  Department  of  Justice,  the  Defense  Department, 
the  Department  of  Commerce,  the  Department  of  the  Interior,  the  Department 
of  Agriculture,  the  Department  of  Labor,  the  Agency  for  International  De- 
velopment, the  Economic  Development  Administration,  the  Office  of  Economic 
Opi>ortunity,  and  the  Bureau  of  the  Budget ;  for  states  and  cities  of  the 
United  States,  including  the  States  of  Connecticut,  New  Jersey,  New  York, 
Pennsylvania  and  Wisconsin ;  and  for  the  District  of  Columbia,  the  cities  of 
Philadelphia  and  New  York,  and  the  Port  of  New  York   Author'ity. 

Over  the  years  I  have  written  widely  in  the  field  of  economic  policy.  I  am 
the  author  of  National  Income  of  the  United  States,  1929-35  (Washington: 
U.S.  Government  Printing  Office,  1936),  Mobilizing  for  Ahundance  (New  Y'ork : 
McGraw-Hill,  1944),  National  Wage  Policy  for  19Jf7  and  National  Economic 
Policy  for  19Jf9.  I  have  contributed  articles  to  many  professional  journals 
and  have  prepared  and  presented  testimony  on  numerous  occasions  before 
congressional  committees  on  taxation,  fiscal  policies,  foreign  economic  policies 
and  other  economic  policy  is.sues. 

I  am  a  Fellow  of  the  American  Statistical  Association,  and  was  a  Vice 
President  in  1940.  I  am  a  member  of  the  American  Economic  Association,  the 
National  Planning  Association,  the  Council  on  Foreign  Relations,  and  the 
Society  for  International  Development.  In  1958,  I  was  appointed  as  a  member 
of  the  National  Commission  on  Money  and  Credit,  which  completed  a  com- 
l)rehensive  3-year  study  of  America's  money,  credit  and  fiscal  system.  I  am  a 
member  of  the  Time  Magazine  Advisory  Board  of  Economists.  I  am  a  trustee 
of  the  Committee  for  Economic  Development,  and  a  member  of  its  Research 
and  Policy  Committee.  I  am  Chairman  of  the  Board  of  the  Population  Ref- 
erence Bureau,  a  member  of  the  Board  of  Trustees  of  the  Asia  Society,  and 
Vice  President  of  the  National  Economi.sts  Club. 

I  am  appearing  here  on  behalf  of  AT&T  to  share  with  you  some  observa- 
tions about  the  economics  of  this  industry,  growing  out  of  40  years  of  prac- 
tice as  an  economist  concerned  with  public  issues,  in  and  out  of  government, 
including  a  great  deal  of  work  on  public  utilities  in  franchise  and  rate  cases 
before  Federal  and  state  regulatory  agencies. 

I.     the  proposed  industrial  reorganization  bill  and  the  telephone  industry 

As  I  read  the  language  and  the  intent  of  the  proposed  bill,  it  proceeds  from 

a  presumption — rebuttable,  to  be  .sure — that  bigness  and  concentration,  per  se, 

tend  to  produce  con.sequences  associated  in  economics  and  in  law  with  monopoly : 

excessive  market  power  to  ecmtrol    production   and   prices,   to   blunt  competi- 
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tion  in  technology  and  product,  and  to  command  inflated  prices  and  profits. 
The  bill,  as  drawn,  is  aimed  to  diffuse  "excessive  power,"  where  it  is  found  to 
exist,  by  requiring  changes  in  structure,  organization,  and  practices  to  restore 
the  benefits  of  competition. 

I  support  the  objectives  of  a  competitive  economy  and  abhor  the  abuses  of 
monopoly.  Since  the  days  of  the  Temporary  National  Economic  Committee 
nearly  30  years  ago,  I  have  been  an  advocate  of  competition  not  only  as  an 
essential  attribute  of  an  enterprise  economy  but  specifically  :is  a  means  of 
harmonizing  the  objectives  of  price  stability,  or  at  least  price  restraint,  with 
the  objectives  of  full  employment.  We  look  to  competition  to  stimulate  economic 
and  technological  efficiency,  to  make  supply  I'esponsive  to  changes  in  demand, 
and  to  restrain  prices  in  periods  of  high  demand  and  high  employment.  With- 
out it  the  enterprise  economy  loses  much  of  its  dynamism. 

I  must  note,  however,  that  these  criteria  do  not  fit  the  case  of  regulated 
public  utilities.  Though  they  are,  in  varying  degrees,  monopolies  in  all  or  part 
of  their  public  utility  functions,  the  fact  of  regulation  itself  precludes  the 
forms  and  consequences  of  monopolistic  behavioi'  which  your  bill  is  designed 
to  prevent,  most  particularly  in  respect  of  their  prices  and  profits.  Clearly  in 
their  regulated  jurisdictional  functions  they  are  not  covered  by  the  blanket 
proscription  of  monopolies  or  oligopolies  or  market  domination  oi'  limitations 
on  entry.  Their  legal  status,  defined  by  statute,  administrative  regulation,  and 
certificates  of  convenience  and  necessity,  is  itself  a  reflection  of  their  unique 
economic  characteristics  which  render  unrestricted  entry,  unconti'olled  pricing. 
and  free  market  decisions  as  to  kind  and  quality  of  service  infeasible  in  the 
public  interest.  As  a  condition  of  their  legally  defined  status,  they  are  required 
to  sei-ve  their  defined  jurisdiction,  even  the  least  profitable  segment  of  it,  at 
fates  approved  by  regulatory  decisions. 

A  special  status  attaches  to  those  utilities  which  are  natural  monopolies, 
meaning  that  it  is  inherent  in  the  nature  of  the  business  that  one  firm  con 
operate  at  lower  costs  than  two  or  more  firms.  Thus,  a  local  electric  or  gas 
distribution  company  or  a  telephone  company  can  provide  additional  units 
of  service  at  lower  cost  than  any  "competing"  system  that  would  have  to 
duplicate  the  distribution  or  switching  facilities.  It  has  long  been  recognized 
that  such  industries  were  monopolies  by  their  very  nature,  and  that  the  public 
interest  was  best  served  by  preserving  them  as  monopolies  and,  as  such, 
regulating  their  service,  their  prices  and  their  profits. 

The  thrust  of  the  regulation  has  been  social  and  political,  as  well  as  eco- 
nomic, in  its  purposes  and  effects.  Though  certain  economic  criteria  are  prom- 
inent objects  of  regulatory  attention  (e.g..  rates  of  return  sufficient  to  attract 
the  capital  needed  for  expansion  and  improvement),  much  of  the  underlying 
rationale  of  registration  derives  from  the  fact  that  energy,  transportation, 
and  communication  services  have  become,  literally,  a  "convenience  and  neces- 
sity." and  that  both  the  nation's  well-being  and  the  equity  of  all  affected 
parties  require  the  franchises  be  exercised  so  as  to  optimize  their  social 
utility  and  external  economies.  This  is  the  essence  of  the  public  interest  in 
regulated  utilities,  as  it  has  evolved  in  the  20th  century. 

The  telephone  industry,  including  both  the  Bell  companies  and  the  hundreds 
of  interconnecting  independent  local  telephone  systems,  has  been  treated  for 
regulatory  purposes  as  a  system  of  natural  monopolies.  The  regulation  em- 
bodies tlie  social  and  economic  necessity  of  universal  access  to  telephone 
service  and  the  obligation  of  the  industry  to  provide  it.  It  determines  the 
distribution  of  costs  among  users  and  the  trade-off  of  costs  and  social  benefits 
within  the  system  as  a  whole.  It  prescribes  a  structure  of  rates  which  will 
effectuate  this  distribution  of  costs  and  at  the  same  time  yield  a  total  return 
on  total  capital  no  greater  than  necessai'y  to  enable  telephone  companies  to 
compete  in  the  markets  for  capital.  It  encompas.ses  surveillance  over  stand- 
ards of  performance,  equipment,  and  maintenance.  Even  the  subsidiary  man- 
ufacturing activities,  vertically  Integrated  with  the  switched  network  as  the 
providers  of  equipment  of  specified  and  proven  performance  and  compatibility. 
have  been  effectively  regulated  by  review  of  the  reasonableness  of  prices  and 
profits. 

In  the  context  of  this  hearing.  T  will  try  to  focus  on  those  aspects  of  the 
telephone  industry  which  relate  to  the  policy  issues  raised  in  the  bill.  We 
need  to  examine  the  industry  to  determine  whether  its  performance  could  be 
improved  in  the  public  interest  by  imposing  additional   regulation   aimed   at 
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promoting  competition.  We  need  to  assess  the  cost,  against  tlie  putative 
■benefits,  of  enforcing  competition  in  some  form,  for  its  own  salje,  in  the  tele- 
phone industry  of  its  components.  Furthermore,  we  need  to  explore  the  impli- 
cations of  competition  in  the  telephone  industry  in  terms  of  the  impact  on 
the  structure  of  prices  and  on  the  distribution  of  costs  among  users. 

II.       THE  ECONOMICS  OF  THE  TELEPHONE  INDUSTRY 

The  Economic  Characteristics  of  the  Industry 

A  Technical  and  Economic  System 

The  U.S.  telephone  industry  is  the  paradigm  of  a  "system"  (in  the  technical 
as  well  as  the  colloquial  sense  of  the  term)  of  a  nationwide  communication 
network.  Much  the  greater  part  of  the  system  is  owned  and  operated  by  AT&T. 
but  there  are  al)out  1,800  independently  owned  local  telephone  networks  which 
are  interconnected  and  integrated  vA'ith  the  AT&T  system. 

In  design,  structure  and  operations,  the  system  is  intricately  integrated  in 
several  dimensions  in  ways  which  largely  dictate  its  economic  characteristics. 
The  network  itself  is  horizontally  integrated  to  provide  a  single  communications 
net  comprehending  the  entire  country  and  connecting  it  to  the  rest  of  the 
world.  This  imposes  the  most  stringent  requirements  for  compatibility  through- 
out the  system,  in  respect  not  only  of  hardware  design  and  performance  but 
also  in  operating  structure  and  procedure,  planning  and  investment  financing, 
levels  and  structure  of  rates,  etc. 

The  vertical  structure  of  the  largest  component  of  the  industry,  the  Bell 
System  (and  much  of  the  independent  industry  as  well)  is  also  integi'ated 
^"end  to  end"  in  order  to  ensure  the  required  horizontal  compatibilities.  From 
research  in  Bell  Teleijhone  Laboratories,  through  joint  development  by  West- 
ern Electric  and  Bell  Labs  and  procurement  and  manufacture  by  Western 
Electric,  to  installation,  maintenance,  and  operation  by  the  operating  com- 
panips.  the  process  is  in  fact  integrated  to  relate  the  research  to  the  operating 
standards,  and  the  maintenance  to  the  quality  of  service. 

The  management  of  such  a  system,  as  a  system,  requires  yet  another  mode 
of  integration  which  I  call  the  "time  dimension,"  phasing  the  design,  engineer- 
ing, and  manufacturing  to  the  research  and  development,  on  the  one  hand, 
and  to  the  financing,  investment,  service,  cost,  and  revenues,  on  the  other. 
This  is  the  mode  of  integration  that  determines  the  answers  to  the  perpetual 
question :  How  fast,  in  the  public  interest,  should  new  technology  be  intro- 
duced? If  it  were  introduced  too  slowly,  the  system's  users  would  have  to 
accept  .standards  of  service  lower  than  the  system  could  produce,  at  prices 
higher  than  they  should  be  because  efficiency  is  less  than  the  system  could 
attain.  If  it  were  introduced  too  fast,  the  users  would  have  to  bear  costs  of 
too  rapid  depreciation  of  equipment  prematurely  obsolete  for*  the  sake  of  what 
might  be  marginal  improvements  in  service.  The  interactions  between  the  Bell 
System  and  regulatory  agencies  in  matters  of  phasing  and  innovation  lead  to 
decisions  based  on  balancing  technological  factors,  costs  and  service  levels. 

The  systems  management  decisions  aimed  at  optimal  rates  of  introduction 
of  new  technology  involve  continuous  calculations  of  the  service-improving, 
cost-saving  characteristics  of  new  equipment  vei'sus  replacement  and  expansion 
requirements,  the  costs  of  new  investment,  and  the  capacity  for  putting  it  in 
place.  Given  the  state  of  the  telecommunications  art  at  any  time,  these  are 
essentially  economic  calculations  based  on  the  trends  and  characteristics  of 
demand:  on  the  costs  of  materials,  labor,  and  money;  and  on  the  capacities 
and  efficiencies  of  manufacturing,  construction,  and  operation.  In  monopolistic 
sectors  of  the  economy  these  questions  are  resolved  by  comi)etition  among 
sellers  and  responses  of  buyers,  deciding  individually  in  their  own  interests. 
But  in  the  telephone  industry  variations  in  service  and  in  equipment  are 
effe<^'tively  limited  by  the  network  characteristics  of  the  system,  by  the  strin- 
gent requirements  of  compatil)ility  and  reliability,  by  the  costs  to  users,  of 
premature  obsolescence  and  by  the  diseconomies  of  proliferation  of  equip- 
ment designs.  Consequently,  changes  must  be  introduced  systematically,  ac- 
cording to  plan  and  appropriate  lead  times,  and  on  terms  and  conditions  that, 
in  the  final  analysis,  are  determined  by  regulatory  authorities.  The  systems 
characteristics  of  the  business  decisions,  no  less  than  the  technology,  link 
these  factors  into  a  system  that  would  be  difficult,  and  even  hazardous,  to 
try  to  take  apart. 
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A  Regulated  Monopoly 

The  telephone  system  is  a  notable  example  of  a  natural  monopoly  as  I 
have  described  this  above :  the  economies  of  scale  and  the  condition  of  de- 
creasing cost  are  evident  in  every  telephone  system.  To  my  knowledge,  no 
one  suggests  that  any  public  (or  private)  pui'iJose  would  be  served  by  dupli- 
cating telephone  facilities  in  a  local  area.  (I  remember  when  there  were  two 
systems  in  Philadelphia,  but  diseconomies  reduced  this  to  one.)  The  same 
characteristics  describe  the  nationwide  switched  network  (and  its  continent- 
wide  and  worldwide  connections),  and  are  reflected  in  the  interrelationships 
between  the  corresponding  jur'isdictional  regulatory  functions. 

This  mutuality  of  interest  is  expressed  in  the  close,  quasi-oflicial  relation- 
ship lietween  the  FCC  and  the  National  Association  of  Regulatory  Utility 
Commissioners  (NARUC).  Thought  not  always  in  total  agreement,  NARUC 
and  the  FCC  are  in  continuous  consultation.  NARUC  is  a  party  to  many  of 
the  FCC  proceedings.  The  separation  of  accounts  between  the  interstate  and 
the  several  intrastate  services,  which  affects  the  rate  base  in  each  jurisdiction 
for  the  pui'poses  of  rate-making,  is  common  to  the  FCC  and  the  state  com- 
missions. Moreover,  Federal  and  state  authorities  exercise  implicit  regulatdry 
jurisdiction  over  the  manufacturing  and  procurement  activities  of  AT&T ; 
the  inclusion  and  pricing  of  equipment  allowed  in  the  rate  base  of  each  operat- 
ing telephone  company  are  matters  of  explicit  concern  and  consideration  in 
both  Federal  and  state  regulatory  decisions.  Questions  are  continually  raised 
concerning  the  allowables  in  the  rate  base  and  the  prices  charged  by  Western 
Electric.  (A  major  investigation  of  the  reasonableness  of  these  prices  is  now 
in  process  before  the  FCC.)  Regulatory  inquiries  have  found  that  Western's 
earnings  have  been  lower  than  the  average  of  other  large  manufacturing 
corporations.  We  know  of  no  commission  decision  that  has  held  Western's 
prices  to  be  excessive  relative  to  prices  of  other  manufacturers.  Several  com- 
missions have  held  that  Western  Electric  equipment  sold  to  a  local  telephone 
company  may  not  yield  Western  a  rate  of  reutrn  on  capital  higher  than  tlie 
rate  of  return  allowed  the  local  operating  company. 

The  treatment  of  the  telephone  industry  as  an  integrated  system  had  its 
origins  in  the  technology  and  is  deeply  embedded  in  the  economics  of  the 
industry :  its  productivity  and  cost  characteristics ;  its  demand,  marketing, 
and  pricing  characteristics;  its  planning  and  investment  programs;  and  its 
operational  characteristics.  The  spectacular  productivity  increases,  of  course, 
have  been  the  outgrowth  of  the  application  by  integrated  management  of  the 
fruits  of  the  research  and  development  carried  on  by  the  Bell  Telephone 
Laboratories  and  Western  Electric.  The  increases  in  productivity,  along  with 
the  steady  growth  of  the  telephone  system,  have  made  possible  the  deciding 
relative  prices  of  service  which  are  a  prominent  feature  of  U.S.  telephone 
economics.  These,  in  turn,  have  made  possible  a  marketing  strategy  aimed  at 
reaching  a  mass  market  and  making  telephone  use  all  but  universal  in  the 
United  States  by  taking  advantage  of  differential  elasticities  of  demand  to 
maximize  the  capacity  and  utility  of  the  system.  The  continuous  expansion  re- 
quires a  massive  program  of  investment  (in  1974,  a  total  of  $10  billion  is 
scheduled)  through  which  the  technological  fruits  of  system  research  and  de- 
velopment are  phased  into  service.  The  process  is  a  chain  reaction  and  is 
continuous. 

What  we  have  here,  in  fact,  is  a  system  that  has  been  put  together  by  a 
series  of  inventions  and  innovations,  decisions,  commitments,  investments, 
and  institutions  evolved  over  nearly  100  years.  For  example : 

The  decision  to  develop  the  telephone  as  a  switchboard  network  rather 
than  for  point-to-jvoint  communication 

The  decision   to   establish   a   laboratory   to   develop   the   technology 

The  decision  to  price  the  service  to  individual  subscribers  in  such  a  way  as 
to  extend  the  market  to  everyone  wanting  a  telephone  (on  the  theory  that 
the  more  telephones  there  are  in  use,  the  more  valuable  each  telephone  is  to 
the  user),  and  the  commitment  of  vast  sums  to  investment  in  making  this 
possible 

The  decision  to  retain  responsibility  for  equipment  installation,  mainten- 
ance and  replacement 

The  deci.sion  to  integrate  research,  development,  manufacture,  and  opera- 
tions in  a  common  technological  framework. 

An  institutional  framework  has  been  developed  to  regulate  the  level  and 
schedule  of  rates  of  return,  investment,  depreciation,  accounting,  and  pattern 
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of  services,  both  intra-  and  inter-state  and  international.  Over  many  decades 
tlie  regulatory  system,  in  resi>onse  to  social,  political,  and  equity  objectives — 
as  well  as  economics — has  spun  a  very  nearly  seamless  web  of  rates,  re- 
flecting varying  price  elasticities  for  various  services  and  yielding  rates  of 
return  in  the  aggi'egate  within  the  range  allowed  by  regulation.  The  fact 
that,  in  relation  to  the  rates,  the  costs  are  (or  appear  to  be)  higher  for  some 
services  than  for  others  reflects  varied  regulatory  policies  and  regulated 
marketing  decisions  going  back  over  many  year's  of  averaging  costs  and  of 
charging  uniform  rates  for  similar  services  (even  though  actual  costs  over 
different  routes  may  vary  substantially)  and  of  differentia  ting  prices  for  differ- 
ent services  on  the  basis  not  only  of  cost  but  of  other  factors  such  as  value, 
demand,  and  elasticity  of  demand. 

For  an  economist,  it  would  be  possible,  if  we  were  starting  from  scratch, 
to  construct  a  hypothetical  alternative  scenario  which  would  be  structurally, 
functionally,  operationally,  and  economically  different  from  what  has  evolved, 
with  different  relationships  between  research  and  development,  manufacture, 
Installation,  and  operations,  and  different  relationships  between  costs  and 
prices.  Whether  it  would  better  seA'e  the  interests  of  the  nation  is  prob- 
lematical. Economists  are  more  comfortable  with  pricing  that  hews  closer 
to  the  theoretical  "long-run  incremental  cost."  But  the  point  is  that  we  are 
not  starting  from  scratch.  We  are  starting  with  the  world's  best  telephone 
system,  and  it  is  in  no  one's  interest — least  of  all  in  the  public  interest — to 
take  it  apar't  functionally  or  organizationally  and  risk  impairing  its  usefulness 
in  the  doctrinaire  search  for  unprovable  improvements.  Even  as  we  consider 
how  to  make  it  perform  better  in  the  interest  of  the  economy,  it  is  worth 
taking  a  look  at  its  record  of  performance. 

Economic  Performance  of  the  U.S.  Telephone  Industry 

Though  it  is  a  natural  monopoly  in  many  aspects,  the  U.S.  telephone  sys- 
tem performs  in  essential  respects  like  the  model  of  a  competitive  industry. 

The  performance  of  the  Bell  System  as  a  system  (interconnected  with  other 
smaller  independent  systems),  in  its  essential  economic  and  service  aspects, 
has  been  determined  for  the  most  part  by  managerial  and  technical  charac- 
teristics built  into  the  system  early  on.  One  of  the  first  of  these  was  to  operate 
the  service  primarily  as  a  network  of  interconnected  lines,  rather  than  as  a 
series  of  point-to-point  connections,  so  that  the  value  of  each  subscribei^'s 
service  increased  as  more  subscribers  were  connected  to  the  network.  Thus 
the  basis  of  the  mass  market  was  laid. 

Another  early  managerial  decision  was  to  establish  the  "R&D"  facility  that 
has  evolved  into  the  Bell  Telephone  Laboratories.  By  this  move  the  Bell  System 
rec-omiized  the  importance  of  teclmology  in  the  development  of  the  (then 
rudimentary)  system  and  laid  the  foundation  for  the  steady  rise  in  productivity 
and  the  decline  in  cost. 

A  closely  related  decision  was  to  provide  complete  end-to-end  service  rather 
than  sell  the  terminal  equipment  to  the  subsorilier.  and  to  assume  full  system- 
wide  responsibility  for  the  maintenance  of  service  and  the  pace  of  technologi- 
cal change  in  service  according  to  quality  standards  of  the  time,  "Whatever 
retrospective  questions  are  raised  in  respect  of  this  decision,  at  the  time  it  was 
made  and  for  many  decades  thereafter  it  ensured  the  uniformity  and  integrity 
of  the  technological  and  performance  sta^ndards. 

It  is  something  of  a  paradox  that  while  these  decisions  helped  to  shape)  the 
monoiM:)ly  form  of  the  system,  they  also  endowed  it  with  economic  performance 
characteristics  in  essential  respects  indistinguishable  from  those  of  a  dynamic 
competitive  industry.  Its  network  form  enabled  it  to  operate  under  conditions 
of  decreasing  cost  not  only  locally  but  on  a  national  scale.  At  the  same  time 
the  increased  utility  of  the  service  to  all  subscribers  as  the  network  grew, 
combined  with  declining  real  and  relative  price.s,^  have  enabled  the  system  to 
approach  universality  of  coverage  of  its  potential  market.  The  rapid  and 
steady  technological  advance,  by  means  of  which    (unlike  the  telegraph   and 


^  Wo  hnvp  used  "real  pricps"  to  mean  prices  In  reLation  to  personal  incomes  (e.jr-.  in 
terms  of  hourly  wages  :  How  many  hours  would  an  average  wage  earner  have  to  work  to 
earn  the  price"  of  his  monthly  telephone  services?).  We  have  used  "relative  prices"  to 
mean  the  change  over  a  specified  time  in  the  price  of  a  good  or  service  relative  to  the 
average  change  in  the  general  price  level  over  the  same  time. 
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the  railroads)  it  outpaced  potential  competitors,  was  also  the  means  by  which- 
it  achieved  lo%A'er  costs  for  an  improving  product.  The  exclusive  ownership  of 
all  equipment  in  the  system  i^ermitted  flexibility  in  average  pricing,  under 
regulation,  to  accommodate  to  the  elasticities  of  the  various  segments  of 
demand  and  to  satisfy  social  and  equity  objectives  acceptable  to  regulators, 
the  consuming  public,  and  the  industry.  The  equity  ownership  has  been  very 
widespread,  and  the  profit  rates  stable  and  modest  by  all  reasonable  standards. 

The  Record  oi  Performance 

To  test  the  proposition  that  the  telephone  system  conforms  in  essential 
respects  to  the  model  of  a  competitive  industry,  we  have  examined  its  record 
over  time.  With  respect  to  such  performance  characteristics  as  market  pene- 
tration, price  behavior,  productivity  increase,  employment  stability,  and  profit- 
ability, its  record  compares  very  favorably  with  those  of  a  representative 
selection  of  manufacturing  and  nonmanufacturing  industries  operating  under  a 
variety  of  circumstances. 

The  steady  expansion  of  the  telephone  system  suggests  that  the  invest- 
ment, production,  and  pricing  behavior  of  this  monopoly  has  been  directed 
toward  increasing  "output"  to  supply  a  demand  which  is  continuously  expand- 
ing at  declining  relative  and  real  prices.  Of  course,  the  profit-maximizing  be- 
havior of  the  textbook  monopolist  is  constrained  in  any  event  by  the  regula- 
tion of  rate  of  return  on  investment.  The  practices  followed  by  the  system 
have  been  directed,  therefore,  toward  higher  output.  Revenues  have  grown 
with  the  expanding  market,  while  declining  prices  have  provided  the  stimulus 
to  the  market. 

These  relationships  are  shovni  in  table  1.  The  extraordinary  fact  is  that  an 
industry  which  was  by  no  means  in  its  infancy  in  1040  (more  than  half  of 
the  telephones  were  already  dial  phones)  increased  its  "plant"  (the  depre- 
ciated value  of  the  physical  base  of  its  operations)  nearly  seventeen  fold  in 
the  32  years,  1940-72.  (Capital  assets  of  all  U.S.  corporations  increased  about 
7  times  in  the  same  period.)  Operating  revenues  increased  nearly  18  times. 
The  number  of  telephones  in  service  increased  6  times :  the  percent  of  house- 
holds ^^^th  telephones  increased  from  under  40  to  over  90  percent  of  all  house- 
holds. "Conversations"  increased  5  times:  long  distance,  nearly  10  times." 
While  per  capital  disposable  income  in  the  United  States  increased  six-fold 
and  the  general  price  level  rose  at  a  rate  of  about  S^/^  percent  a  year,  the  price 
of  local  telephone  service  increased  only  about  half  as  fast  as  prices  in  general, 
and  long  distance  charges  actually  declined.^ 

TABLE  1.— SOME  PARAMETERS  OF  THE  TELEPHONE  SYSTEM  IN  THREE  PERIODS,  1940-73:  (1)  WAR  AND  POSTWAR 
1940-53;  (2)  STABILITY.  1953-67;  (3)  INFLATION.  1967-73 

Parameters  1940  1953  1967  1973 


Net  telephone  plant $3,  387 

Total  operating  revenues. $1,174 

Bell  telephones  in  service 18.  3 

Telephone  conversations. 26,249 

Local 25,341 

Long  distance 908 

U.S.  households  with  telephone  service  (percent) 36. 9 

Average  price  of  service: 

Local 100 

Intrastate  toll 100 

Interstate  toll.... 100 

Consumer  Price  Index,  all  items. 100 

Sources:  A.T.  &  T.,  except  CPI— U.S.  Department  of  Labor. 


(In  millions) 

$9,  597 

$32, 296 

$58, 356 

$4,417 

$13,  009 

$23,510 

43.0 

86.8 

113.9 

50,  770 

101,167 

142,789 

48,  685 

95.  848 

113,275 

2,085 

5.319 

9,514 

68.0 

87.2 

93.5 

Index  (1940 

=  100) 

138.7 

149.5 

187.8 

122.5 

116.6 

144.8 

83.4 

75.7 

77.7 

190.7 

238.1 

316.9 

-  Contrast  this  with  thp  record  of  the  Tostal  Service  which,  even  with  heav.v  subsidies, 
has  about  tripled  its  volume  since  1940  and  is  now  growing  at  less  than  3  percent  a  year, 
with  constantly  rising  rates. 

^  The  price  index  components  were  furnished  by  AT&T.  The  Consumer  Priee  Index 
component  for  residential  telephone  service  coincides  elo?elv  with  the  AT&T  index  for 
local   service. 
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In  great  part,  these  developments  have  been  made  possible  by  a  steady  de- 
velopment and  upgrading  of  technology.  The  Bell  Laboratories,  as  an  integral 
part  of  the  Bell  System,  have  been  sensitive  to  both  the  needs  and  the  potential 
of  the  Bell  System  for  assimilating  techncjlogy  to  its  network.  On  its  part,  the 
Bell  System,  under  regulatory  prescription  of  depreciation  rates  and  regulatory 
review  of  investment  levels,  has  phased  in  new  technology  to  balance  the  rate 
of  obsolescence  of  serviceable  equipment  with  opportunities  presented  by  new  tech- 
nology to  achieve  new  economies  and  to  expand  and  improve  its  service.*  The 
prevailing  rates  of  introduction  of  new  technology  through  investment  in  capital 
equipment  (currently  at  the  rate  of  $10  billion  annually)  has  resulted  in  tripling 
the  investment  i)er  main  telephone  and  increasing  the  investment  per  employee 
more  than  five-fold.  Largely  as  a  result  of  this,  output  per  employee  has  risen 
more  than  twice  as  fast  in  the  Bell  System  as  in  the  economy  generally,  and 
the  number  of  Bell  employees  per  10,(X)0  telephones  served  has  fallen  to  less  than 
half  what  it  was  30  years  ago. 

The  growth  of  the  market  for  the  Bell  System  has  been  greatly  stimulated 
by  the  decline  in  relative  and  real  prices,  as  shown  in  table  2.  Compared  to  the 
increase  in  the  general  price  level  (as  measured  by  the  GNP  implicit  price  de- 
liator,  private  sector),  increases  in  telephone  rates  have  lieeu  small.  Even  the  price 
of  local  telephone  service,  which  has  risen  more  than  toll  services,  has  risen 
only  about  one-third  as  fast  as  the  inflation  since  1940.  Prices  of  toll  serv-ices 
have  risen  very  moderately,  and  interstate  service  is  actually  cheaper  by  a  con- 
siderable margin  now  than  it  was  30  years  ago.  The  eflBciencies  resulting  from 
rapid  and  sustained  technological  improvements  have  flowed  through  to  the  bene- 
fit of  users  in  this  regulated  industry,  just  as  it  presumably  does  in  an  industry 
characterized  by  competitive  conditions. 

TABLE  2— CHANGES  IN  ACTUAL,  RELATIVE,  AND  REAL  PRICES  OF  TELEPHONE  SERVICES  IN  THREE    PERIODS 
1940-73  (1)  WAR  AND  POSTWAR,  1940-53;  (2)  STABILITY,  1953-67;  (3)  INFLATION,  1967-73 


Percent  change 


Item 


1940-73 

1940-53 

1953-67 

1967-73 

-f41.2 

+19.5 

+0.3 

+17.8 

-t-87.8 

+38.7 

+7.8 

+25.6 

-f44.8 

+22.5 

-4.8 

+24.1 

-22.3 

-16.6 

-9.2 

+2.6 

+81.4 

+50.5 

+5.5 

+16.5 

-f216.9 

+91.0 

+24.8 

+33.1 

+229.  5 

+100.6 

+28.0 

+28.3 

+598. 4 

+176.3 

+73.7 

+52.6 

1+519.8 

1  +  182.3 

2+60. 1 

2+41.8 

(3) 

e) 

e) 

•-16.1 

Telephone  charges— composite 

Local  services 

Intrastate  toll  services 

I  nterstate  toll  service 

CPI— residential  telephone _- 

CPI— all  items 

GNP  deflator— private  economy 

Per  capita  disposable  income 

Average  weekly  earnings 

Hours  of  work  of  average  worker  to  pay  telephone  bill.. 


■  Workers  in  manufacturing  only. 

2  Workers  in  private  nonagricultura!  employment. 

3  Not  available. 
« 1966-71. 

Source:  U.S.  Department  of  Commerce  and  Department  of  Labor;  AT.  &  T. 


Prices  of  telephone  service,  measured  in  relation  to  users'  incomes,  have 
declined  throughout  the  postwar  period  in  the  face  of  fivefold  increases  in  per 
capita  earnings  and  incomes.  Telephone  .service  to  the  factory  worker  earning 
$170  a  week  is  not  the  luxury  it  was  to  his  parents  making  $50  a  week  25 
years  ago.  As  a  "superior  good,"  that  is.  a  product  of  which  consumers  demand 
more  as  theii"  incomes  rise,  telephone  service  has  become  almost  universal  in 
its  use,  esi>ecially  because  of  the  relatively  slow  increase  in  rates.  The  Depart- 
ment of  Commerce  estimates  that  in  1971  the  average  U.S.  worker  could  buy 
a  standard  package  of  telephone  service  for  the  entire  year  with  the  earnings 
of  only  26  hours  of  work — about  one-third  fewer  than  in  1960.  In  no  other 
country  could  this  service  be  bought  at  so  low  a  real  price,  and  in  only  three 
other  countries — Canada,    Sweden,    and    Switzerland — could   it   be   bought    for 


*  Would  an  Imagined  competitive  sitnation  have  resulted  in  a  faster  phasing  in?  Perhaps  ; 
but  at  what  price  to  users  in  higher  depreciation  costs?  The  composite  depreciation  rate 
is  about  5.2  percent  of  existing  plant ;  depreciation  charges  in  1973  were  somewhat  in 
excess  of  .$3  billion,  or  about  14  percent  of  operating  revenues. 
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less  than  40  hours'  earnings.  In  France  and  Japan  it  cost  175  hours  or  more. 
(Incidentally,  of  all  the  15  developed  countries  compared,  only  the  United 
States  and  Canada  had  privately  owned  and  operated  systems.) 

The  continuous  and  rapid  growth  of  the  market— we  have  calculated  it  at 
about  71/2  percent  a  vear  for  the  last  25  years— has  been  so  strong  that  it 
has  exceeded  even  the  far-above-average  growth  of  productivity  in  the  indus- 
try with  the  result  that  employment  in  1972  was  about  half  again  as  great  as 
in  1947.  The  technological  development  emanating  from  the  Bell  Laboratories 
and  embodied  in  the  high  rate  of  new  investment  has  resulted  in  a  compound 
annual  rate  of  increase  in  output  per  man-hour  of  about  6.3  percent  for  the 
past  20  years— over  twice  the  average  of  the  U.S.  private  noufarm  economy. 
The  growth  in  Bell  System  employment  was  about  the  same  as  the  growth 
in  the'  nation's  labor  force :  that  is,  the  telephone  industry  was  able  to  take 
up  "its  share"  of  the  growing  labor  force,  notwithstanding  the  extraordinary 
rate  of  productivity  increase.  The  employment  increase  lluctuated,  reflecting 
variations  of  the  business  cycle,  which  affects  the  telephone  industry  as  it 
does  many  others.  Declines  in  employment  occurred  in  1949,  1954.  1958-59,  and 
1961-62,  reflecting  mainly  adjustment  of  investment  to  the  business  cycle, 
though  the  total  output  of  services  has  increased  every  year  since  the  end  of 
World  War  II,  as  has  output  per  employee.   (See  table  3.) 

How  does  this  record  of  the  telephone  industry  compare  with  the  perform- 
ance of  other  industries  typical  of  various  modes  of  industrial  organization 
in  various  sectors  of  the  U.S.  economy? 

For  such  comparisons  we  have  turned  to  a  number  of  industries,  old  and 
new :  manufacturing  and  nonmanufacturing :  more  or  less  competitive :  un- 
regulated and  regulated.  This  is  in  no  sense  a  "sample"  of  the  U.S.  economy; 
rather,  it  is  a  selection  of  very  diverse  industries  for  which  reasonably  compar- 
able data  are  available  as  a  basis  of  comparisons  that  may  be  instj-uctive. 

The  data  we  sought  were  those  dealing  with  rates  of  change  in  outpnt.  em- 
ployment, output  per  man-hour,  prices,  and  average  rates  of  return  on  equity 
capital  in  the  post-World  War  II  era.  These  have  not  been  uniformly  avail- 
able. The  data  are  not  in  all  cases  exactly  comparable:  definitions,  coverage, 
and  time  periods  differ  somewhat  from  source  to  source.^  However,  only  indus- 
tries which  could  reasonably  be  compared  have  been  included.  This  constraint 
precluded  sampling:  however,  the  industries  were  selected  without  preconcep- 
tions except  as  to  diversity. 

TABLE  3— EMPLOYMENT  AND  PRODUCTIVITY  IN  THE  TELEPHONE  INDUSTRY  IN  THREE  PERIODS,  1940-73  (1)  WAR 
AND  POSTWAR,  1940-53;  (2)  STABILITY,  1953-67;  (3)  INFLATION,  1967-73 

Item  1940  1953  1967  1973 


323,701 

702,822 

841,241 

1 

1,022,608 

275,317 

587,839 

656,313 

798,934 

6.0 

0.8 

3.3 

$1,997 

$4,  237 

$8,  231 

$13, 891 

6.0 

4.8 

9.1 

0) 

33.0 

100.0 

4  146.9 

0) 

38.5 

100.0 

4  123.2 

Employment— Bell  System,   Western    Electric,    &    Bell 

La  bo  rato  ries 

EmployTient— Bell  System 

Rate  of  increase  (percent) 

Compensation  per  employee— Bell  System' 

Rate  of  increase  (percent) - 

Total  output'  (1967  =  100) -- 

Output  per  man-hour»  (1967  =  100) 

Rate  of  increase  (percent) —  7.1  3.6 

Employees  per  10,000  telephones,  Bell  System (0  142.15  78.35  72.41 

Average  annual  rate  of  increase  (percent) —  —4.1  —1.3 

1  Including  employee  benefit  expense,  currently  equivalent  to  about  23  percent  of  payroll. 
»  Bureau  of  Labor  Statistics,  Monthly  Labor  Review,  November  1973,  p.  3, 
3  Not  available. 
*  1972  (estimated). 

Sources:  A.T.  &  T.;  U.S.  Department  of  Labor. 


5  The  output,  employment,  and  output  per  man-bour  dat.i,  all  from  the  Bureau  of 
Labor  Statistics,  are  consistent  from  industry  to  industry,  thoug:h  not  always  for  the 
same  years  ;  but  the  data  on  price  changes  and  rates  of  return  do  not  in  all  cases  cover 
the  same  industry  classifications  or  the  same  component  firms. 
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TABLE  4— SOME  MEASURES  OF  INDUSTRY  PERFORMANCE,  1947-71 
[In  percent] 


Average  annual  rate  of  change,  1947-71 


Average  rate  of 

Output  per  return  on 

Output      Employment  man-hour  Prices  equity 


Total  U.S.  private  economy 3.9  1.2  3.2  2.4  C) 

Telephone 7.4  1.6  5.7  1.3  8.49 

AirTransportation_ -  13.9  5.7  7.7  1.4  8.8/ 

Radio  and  TV  receivers  manufacturing.--  10.2  3.5  6.6              „~}-^  d\1 

Gas  and  electric  utilities 7.8  0.9  6.9             2.7/1.0  9.25 

Motor  vehicles 6.1  2.2  3.7  2.5  15  33 

Pulp,  paper,  and  allied- 4.6  0.8  3.9  1.8  n.i 

Glass  containers- 3.8  2.2  1.7  3.9  i/:.5S 

Canning  and  preserving 3.8  0.3  3.3  1.1  li 

Petroleum  refining 3.7  -1.9  5.8  1.5  lU- Si 

Cement -  2.6  -1.7  4.6  3.2  12  77 

Iron  and  steel.. 1-4  -0.4  1.7  4  2  8  b 

Railroad  transportation -.--  0.5  -4.1  5.2  (')  ^-44 


Coal  mining- 


-0.4  -6.2  6.2  4.1  8.54 


>  Not  available. 

Source:  Bureau  of  Labor  Statistics  (output,  employment,  output  per  man-hour,  prices),  FTC  and  industry  sources  (rates 
of  return),  A.T.  &  T.,  and  miscellaneous  trade  sources. 

The  range  of  performance  by  each  criterion  is  very  wide  (table  4).  The  indus- 
tries have  been  arrayed  for  comparison  in  descending  order  of  rate  of  growth  of 
output.  Old  industries  like  railroads  and  coal  mining  combine  stable  (no  growth) 
output  with  above-average  productivity  gains,  and  consequently  experienced 
large  absolute  declines  in  employment,  of  the  order  of  4  to  6  percent  a  year. 
Dynamic  younger  industries,  like  air  transport  and  the  manufacture  of  radio 
and  television  receivers,  recorded  output  growth  rates  upwards  of  10  percent  a 
year  and  sharply  rising  employment,  even  in  the  face  of  prodiictivity  gains  of 
6  or  7  percent.  These  can  be  compared  to  "average"  increases  of  about  3.8  percent 
in  output,  about  1.5  percent  in  employment,  and  about  3  percent  in  productivity 
for  the  private  economy  as  a  whole. 

In  this  analysis  we  have  used  as  a  measure  of  productivity  output  i>er  man- 
hour,  often  referred  to  as  "labor  productivity,"  a  common  and  convenient  measure 
regularly  compiled  by  the  Government  for  many  industries  on  a  comparable 
basis.  But,  of  course,  increases  in  output  per  man-hour  are  the  result  not  only 
of  the  quality  and  performance  of  the  work  force  but  also  of  the  amount  and 
quality  of  the  capital  equipment  with  which  it  works  and  of  the  effectiveness  of 
management  in  organizing  and  directing  the  use  of  both  labor  and  capital.  It  is 
also  possible  to  measure  separately  the  output  per  unit  of  capital.  A  conimonly 
used  measure  combines  labor  productivity  and  capital  productivity  in  a  measure 
sometimes  referred  to  as  "total  factor  productivity"  which  subsumes  in  these 
two  factors  of  production  the  effect  of  the  e.^ternalities  of  the  society  as  a  whole, 
such  as  the  quality  of  education,  the  state  of  science  and  technology,  the  state 
of  the  market  which  determines  the  organization  of  production  and  the  division 
of  labor,  etc.  Time-to-time  changes  in  total  factor  productivity  are  measures  of 
increases  (or  decreases)  in  the  efficiency  with  which  the  fnctors  of  production 
are  employed  :  the  index  of  total  factor  i)roductivity  indicates  by  how  mjicli  the 
output  in  a  given  year  is  more  (or  less)  than  it  would  have  been  if  the  efficiency 
of  the  factors  of  production  required  for  that  output  had  been  the  same  as  they 
were  in  some  earlier  year  used  as  a  reference  base.  Thus,  for  the  private  domestic 
nonfarm  economy,  the  index  of  total  factor  productivity  in  1966  (the  latest  year 
for  which  the  calculation  is  available)  was  125.4  (1958=100) . 
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TABLE  5.— TOTAL  FACTOR  PRODUCTIVITY  FOR  SELECTED  INDUSTRIES.  AVERAGE  ANNUAL  PERCENTAGE  RATES 

OF  CHANGE,  1948-66 


Industry 


Percent 


Private  domestic  business  economy 2. 5 

Communications -__ 3.  8 

Telephone  and  telegraph 4- 1 

Air  transportation -  8.0 

Electrical  manufacturing 3.  7 

Electric  and  gas  utilities 4.  9 

Transportation  equipment... 3.2 


Industry 


Percent 


Paper 2.5 

Stone,  clay,  glass  products 2.4 

Food  manufacturing 3.0 

Petroleum  refining 3.0 

Primary  metals__ -  1-6 

Rail  transportation... 5.2 

Coal  mining --- 5.2 


Source:  John  W.  Kendrick,  "Postwar  Productivity  Trends  in  the  United  States,  1948-69."  National  Bureau  of  Economic 
Research,  New  York,  1973,  pp.  78-79. 

We  have  compared  total  factor  productivity  of  tlie  combined  telephone  and 
telegraph  industry  (mostly  telephone,  of  course)  with  a  list  of  industi-ies  some- 
what similar  to  those  in  table  4  (though  more  aggregated)  (see  table  5).  By 
this  meaure,  productivity  in  telecommunications  about  doubled  between  1948 
and  1966  (the  last  published  date),  a  rate  of  increase  nearly  two-thirds  more 
than  the  increase  in  the  nonfarm  economy  as  a  whole  and  significantly  more  than 
most  manufacturing  industries.  While  output  per  unit  of  labor  rose  very  rapidly 
because  of  the  improved  capital-intensive  technology,  output  per  unit  of  capital 
rose  only  modestly  because  of  widespread  substitution  of  capital  for  labor  in  the 
production  of  telecommunications  services.  (The  same  is  true,  to  a  lesser  extent, 
of  the  private  nonfarm  economy  as  a  whole. )  Thus,  the  very  great  increases  in 
total  output  of  telecommunications  were  accomplished  with  relatively  small  in- 
creases in  their  work  force,  but  they  required  massive  infusions  of  capital.  In 
this,  telecommunications  resembled  other  capital-intensive  industries,  like  petro- 
leum refining,  air  transport,  and  railroads. 

In  short,  no  single  mode  of  behavior  characterizes  the  "competitive"  sectors 
of  the  economy,  that  is,  the  sectors  not  occupied  by  "natural  monopolies."  Each 
behaves  according  to  its  products,  markets,  technology,  capital  and  labor  re- 
quirements, industrial  organization,  management,  and  other  institutional  char- 
acteristics. These  factors  seem  to  weigh  more  heavily  in  industry  performance 
than  does  the  degree  of  competition. 

For  ease  of  comparison,  we  have  ranked  the  13  industries  shown  in  table  4 
by  each  of  the  performance  measures  in  turn,  to  place  the  telephone  system  in 
relation  to  the  national  averages  and  to  other  industries  (table  6).  In  rate  of 
expansion  of  output,  the  telephone  system  is  outpaced  only  by  air  transport,  radio 
and  TV  manufactures  (both  much  younger  industries,  most  of  whose  markets 
have  developed  since  World  War  II)  and  energy  utilities  (who  have  not  had  to 
cultivate  their  market  themselves  since  their  demand  is  mainly  generated  by  the 
makers  and  sellers  of  energy -using  equipment).  Telephone  service  grew  nearly 
twice  as  fast  as  the  total  private  economy.  For  a  century-old  industry,  it  is  an  im- 
pres.sive  performance. 

T.\BLE  6. — RanMng  of  Selected  Industries 

[In  descpndin?  order] 


Air  Transportation 
Radio  &  TV  Receiver 
Gas  and  Electric  Utilities 


RATE    OF   OUTPTTT   GROWTH 

Telephone 
Motor  Vehicles 
Pulp  &  Paper 


U.S.    AVERAGE 


Glas.'?  Containers 
Canning  &  Preserving 
Petroleum  Refining 
Cement 


Iron  and  Steel 

Railroads 

Coal 
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Table  6. — Ranking  of  Selected  Industries — Cont. 
[In  descending  order] 


Air  Transportation 
Radio  &  TV  Receiver 
Glass  Containers 


BATE   OF  EMPLOYMENT  GROWTH 

Motor  Vehicles 
Telephone 


Gas  &  Electric  Utilities 
Pulp  &  Paper 
Canning  &  Preserving 
Iron  &  Steel 


U.S.    AVERAGE 

Cement 

Petroleum  Refining 
Railroads 
CJoal 


KATE   OF   GKOWTH    IN    OUTPUT   PES   MAX-HOLTR 


Air  Transportation 
Radio  &  TV  Receivers 
Gas  &  Electric 
C^al 
Petroleum 


Iron  &  Steel 


Iron  &  Steel 

Coal 

Glass  Containers 


Pulp  and  Paper 
Tilephone 
Petroleum  Refining 
Air  Transport 


Motor  Vehicles 

Cement 

Paper  and  Pulp 
Glass  Containers 
Petroleum  Refining 
Electric  Power 


Telephone 

Railroads 

Cement 

Pulp  &  Paper 

Motor  Vehicles 

Canning  &  Preserving 

U.S.  AVERAGE 

Glass  Containers 

BATE  OF  PRICE   CHANGE 

Cement 

Gas 

Motor  Vehicles 

U.S.  ATESAGB 

Canning  &  Preserving 
Electric  Power 
Radio  &  TV  Receivers 


RATE    OF    RETURN 

Air  Transport 

Iron  &  Steel 

Coal 

Telephone 

Canning  &  Preserving 

Railroads 


In  employment,  the  telephone  system  grew  a  little  faster  than  average  and 
faster  than  most  high-productivity  industries. 

The  price  performance  of  the  telephone  system  has  been  good — better  than 
the  average  for  the  private  economy  and  better  than  two-thirds  of  the  indus- 
tries shown  for  comparison.  Partly  because  of  regulation,  no  doubt,  but  partly 
because  of  efficiencies,  the  telephone  system  (by  our  estimate  of  a  composite 
deflator  of  local  and  toll  revenues)  has  performed  better  than  such  "competi- 
tive" industries  as  paper  and  pulp,  steel,  and  coal,  and  better  also  than  such 
concentrated  industries  as  motor  vehicles,  cement,  and  petroleum. 

Obviously,  these  results  are  determined  in  part  by  the  industries  used  for 
comr)arisnn.  Different  industries  might  have  yielded  somewhat  different  com- 
parisons, but  the  industries  were  not  preselected  to  predetermine  the  results. 
Industries  were  used  for  which  productivity,  output,  and  employment  data 
x^•pre  nvailable  on  a  consistent  basis  (mostly  from  the  Bureau  of  Labor  Sta- 
tistics) and.  in  most  instances,  for  which  price  and  profits  data  were  available 
also.  P.v  any  standard,  the  telephone  system's  performance  compares  very 
favnmbly.  It  has  merchandised  and  marketed  effectively  to  expand  its  tradi- 
tional market  near  to  universal  use.  It  has  developed  its  own  technology 
f  which,  incidentally,  has  spilled  over  into  other  industries :  in  significant 
part,  the  outstanding  i)erformance  of  the  eler-tronics  industries  traces  to  the 
transistor,    which    was    born    in    Bell    Laboratories).    It    has    introduced    new 
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technology  and  created  new  markets  through  new  investment  at  a  pace  which 
has  resulted  in  rising  productivity,  rising  employment,  and  declining  relative 
prices.  The  rate  of  return  on  its  equity  capital  has  been  moderate — ^in  the  low 
range  of  the  industries  examined   (except  railroads). 

The  conclusion  is  inescapable  that  the  telephone  industry  has  performed 
well  by  whatever  test  we  apply.  In  all  respects  its  performance  has  been 
better  than  average.  Few  competitive  industries  have  done  as  well.  However 
we  may  incline  toward  competition  as  the  theoretical  norm  of  behavior  in  an 
enterprise  economy,  we  must  acknowledge  that  the  telephone  industry  as  a 
natural  monopoly  under  public  regulation  has  yielded  rather  .spectacular  social 
and  economic  benefits.  Have  we  any  reason  except  our  a  priori  predilections, 
or  any  evidence,  to  believe  that  the  public  would  be  better  served  by  picking 
the  industry  apart  or  forcing  it  into  a  Procrustean  mold  of  competition? 

In  essence,  the  telephone  industry  has  outperformed  competitive  industry 
in  those  very  attributes  competition  is  supposed  to  enhance — ^in  pricing  per- 
formance, in  innovation,  in  reliability  and  quality  of  service  and  in  assuring 
ample  supply  to  meet  demand. 

III.    ECONOMIC  ISSUES  OF  COMPETITION  AND  MONOPOLY 

The  Boundaries  of  Natural  Monopoly 

By  definition,  competition  is  uneconomic  in  the  natural  monopoly  sectors 
of  the  economy,  including  the  natural  monopoly  of  the  telephone  system.  These 
are  sectors  which  operate  under  conditions  such  that  in  any  service  area  mul- 
tiple suppliers  would  necessarily  operate  at  higher  costs  than  one  supplier. 
So  much  is  Ijeyond  dispute.  Degrees  of  essentiality  and  quality  of  service  for 
the  pulilic  convenience  and  necessity  may  be  considered  in  judging  monopoly 
characteristics.  For  our  present  purposes  the  problem  is  to  define  the  natural 
monopoly  segment  of  the  telephone  industry  and  explore  its  boundaries. 

The  .switched  voice  network  is  certainly  the  core  of  the  natural  monopoly, 
in  the  sense  that  it  can  increase  its  output  of  services,  and  indeed,  its  capacity, 
at  lower  than  average  cost  and  at  lower  cost  than  auy  cnmi)etitor.  In  varying 
degrees,  the  same  can  be  said  of  other  elements  of  the  system.  Decades  of  spe- 
cialization in  the  technology  of  telecommunications  have  generated  in  the  Bell 
Laboratories  a  degree  of  efficiency  in  research  and  development  that  would 
require  expensive  and  extensive  experience  to  replicate  or  match.  This  is  not  to 
say  that  -significant  discoveries  or  innovations  could  not  or  do  not  originate  else- 
where, in  the  I'nited  States  or  abroad.  But  the  efficiencies  to  the  telephone  sys- 
tem of  institutionalized,  .sy.stematic  research  are  unique  to  the  integral  rela- 
tionship of  the  Bell  Laboratories  to  the  oi>erating  network,  where  needs  and 
responses  and  feedbacks  all  serve  to  provide  a  highly  technical  and  efficient 
service. 

The  link  between  the  technology  and  the  operations  of  the  system  is  the 
equipment,  and  it  is  here  that  the  borderlines  between  the  public  interest  in 
undivided  responsibility  for  technical  and  operation  performaTice  and  the 
public  interest  in  competition  are  most  difficult  to  draw.  It  would  be  possible 
to  hypothesize,  starting  from  scratch,  a  system  that  was  held  together  by  per- 
formance standards  and  .specifications  based  on  the  available  and  developing 
technology,  differentiating  development  from  manufacture,  and  manufacture 
from  installation,  maintenance,  and  operation. 

But  that  is  not  the  way  this  system  evolved  or  the  way  it  works.  Nor  is  it 
particularly  fruitful  to  conjecture  whether,  in  the  alisence  of  the  integral 
relationships  of  research,  manufacture,  and  operation,  it  would  have  l>een  po.s- 
sibie  to  produce  a  network  employing  continually  advancing  technologies  em- 
bodied in  components  of  predictable  compatibility  and  reliability.  The  quality 
control  of  the  equipment,  in  fact,  is  the  means  of  controlling  "the  quality  of 
the  system  itself.  Thus,  the  entire  telephone  industry  is  under  the  discipline 
of  the  system  requirements.  Variation.s  in  product  or  service  which  in  other 
industries  would  be  the  liasis  of  comjietitive  marketability  simply  must  meet 
the  requirements  of  compatibility  and  performance. 

If  we  had  an  underdeveloped  or  poorly  functioning  telephone  system  which 
required  competition  to  prod  it  to  satisfactory  standards  of  technology  and 
service,  we  might  be  ju.stified  in  accepting  the  risks  inherent  in  competition, 
for  the  sake  of  improving  the  system.  But  this  is  hardly  the  ca.se.  The  efforts 
to  introduce  competition  in  the  telephone  industry  rest  on  one  of  two  premises: 
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either  on  the  philosophic  or  ideological  commitment  to  competition  as  the 
economic  and  legal  norm  for  private  enterprise  in  the  United  States,  or  on  a 
finding,  in  fact,  that  competition  is  necessary  because  without  it  the  country 
cannot' realize  the  full  benefits  of  communications  technology  at  the  lowest 
economic  cost.  (There  is  also,  of  course,  the  interest  of  the  would-be  competi- 
tors who  see  targets  of  opportunity  in  this  huge  and  complex  market,  but  that 
int+'rest.  however  understandable  it  may  be,  is  not  per  se  synonymous  with 
the  public  interest.) 

There  is.  indeed,  a  strong  leaning  in  favor  of  competitive  behavior  as  the 
normal  mode  of  business  in  this  country.  However,  it  has  long  been  recognized 
that  in  the  ca.'^e  of  public  utilities  we  look  to  regulation  as  the  arbiter  of 
where  the  public  interest  lies. 

lyet  me  now  turn  to  the  second  premise,  to  ask  whether,  in  fact,  competition 
is  necessary  in  certain  segments  of  telecommunications  in  order  to  realize  the 
pulilic  interest. 

The  Theoretical  Entionale  of  Competition  in  the  Telephone  Industry 

Since  the  IfiBO's.  we  have  seen  a  burst  of  technological  development  in  the 
fields  of  microwave  comnumications,  electronic  data  processing,  solid-state 
engineering,  computers,  and  space  technology  including  communications  satel- 
lites. Some  of  these  advances  are  clearly  rooted  in  the  broad  program  of  first- 
rate  research,  development  and  engineering  traditionally  maintained  by  the 
Bell  System.  Others  have  been  derived  from  the  technology  developed  to  support 
the  effort  of  this  country  during  and  after  World  War  II  or  from  the  space 
program.  They  all  have  increat;ed  the  opportunity  for  innovation  in  the  field 
of  communications  equipment  and  services.  Accompanying  this  innovative  op- 
portunity has  been  a  rush  of  firms — some  of  which  by  their  nature  have  lacked 
previous  ties  with  the  telecommunications  industry — to  penetrate  segments 
of    the    market    .served    by    the    Bell    System. 

The  rapid  development  of  communications  technology  offers  opportunities  for 
•T  jroliferation  of  innovative  sources  other  than  the  Bell  System,  and  this  in 
turn  has  raised  the  question  of  competition  in  selected  portions  of  the  tele- 
phone industry.  The  practice  of  value-of -service  pricing  and  its  attendant  con- 
siderations of  social  benefit  and  equity  so  long  followed  by  regulatory  agen- 
cies for  rate-making  for  natural  monopolies  are  being  confronted  with  an 
insistent  argument  for  greater  consideration  of  the  possible  benefits  of  competi- 
tion and  diversity.  In  this  context  of  rapid  technological  develoimient  resides 
the  important  economic  question  of  whether  the  public  interest  is  better  served 
l>y  enlarging  the  .scope  of  competitive  activity.  As  a  consequence,  in  recent 
years  we  have  seen  a  number  of  legal  challanges  to  the  position  of  the  Bell 
System  in  its  integrated  operation  as  supplier  of  telecommunications  service 
and  supplier  of  equipment. 

This  technological  and  regulatory  climate  has  attracted  potential  entrants 
prepared  to  take  risks  within  the  framewoi-k  of  regulatory  protection.  Penetra- 
tion has  occurred  in  the  provision  of  interconnecting  terminal  de\ices  and  sys- 
tems. Simultaneously,  technical  development  in  the  arts  of  microwave  relay, 
satellites,  and  computer  hardware  have  invited  ventures  by  new  specialized 
carriers  attempting  to  serve  specialized  markets  in  message  and  data  com- 
munication. 

Though  these  invasions  of  regulated  competition  have  continued  to  erode 
the  monopoly  position  of  the  various  telephone  companies  and  the  Bell  System. 
it  remains  to  be  demonstrated  that  the  public  interest  has  been  better  served 
by  this  process. 

Conditions  and  Constraints  on  Competition 

Spokesmen  for  AT&T  have  emphasized  the  well-known  principle  of  "end-to- 
end  '  technical  responsibility  which  the  Bell  System  regards  as  e.ssential  for 
reliable  high-qu;i]ity  .service.  It  is  not  a  responsibility  to  be  dismis.sed  lightly 
obviou.sly  the  functioning  or  malfuctioning  of  anv  component  feeds  back 
directly  into  the  system  of  which  it  is  a  part.  Since  function  depends  on  re- 
search, development,  design,  manufacture,  installation,  maintenance,  and  opera^ 
tK>ii  (including  not  only  communications  but  also  data  flow,  accounting  and 
billing),   end-to-end    re.spon.sibility    is   no   theoretical    invention    but    a    fact    of 
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life:  it  is  a  responsibility  that  somebody  has  to  bear.  The  reality  of  this 
proposition  applies  even  in  those  circumstances  in  which  competition  is 
hypothesized  to  be  admissible.  Even  as  they  offer  their  equipment  or  services, 
competitors  demand  interconnection  with  the  Bell  System  and  rely  on  it  as  a 
condition  for  their  success.  Without  Bell  to  connect  them  to  the  larger  system 
and  as  the  carrier  of  last  resort,  who  could  confidently  use  their  equipment  and 
services?  And  who  is  to  bear  the  very  real  costs  of  this  ultimate  responsibility, 
which  co.sts  are  not  included  in  the  structure  of  service  and  rates  of  the 
would-be  competitors? 

Interconnection  being  a  very  practical  matter,  how  can  the  necessary  com- 
patibilities be  ensured?  I'hysically  the  problem  can  be  dealt  with  either  by 
interposing  devices  to  shield  the  switched  network  from  the  "harms"  of  mal- 
function, or  by  "certification" — an  enforceable  and  enforced  code  of  si)eciflca- 
tion  defining  the  certified  performance  characteristics  for  compatibility.  Who 
is  to  decide  and  enforce  the  specifications  for  performance  that  is  both  com- 
patible and  of  satisfactory  quality,  and  the  tolerance  limits  for  reliable  inter- 
connection and  function?  Where  the  equipment  and  services  grow  out  of  the 
vertically  integrated  process,  the  question  answers  itself.  Where  there  is  an 
admixture  of  comiietitively  provided  equipment  and  services,  there  are  techni- 
cal as  well  as  economic  and  social  issues,  involving  costs  which  must  ultimately 
devolve  on  the  users  of  the  systems,  on  customers  of  the  Bell  System  or  of  its 
competitors.  Who  will  allocate  the  increased  costs? 

An  economist  analyzing  the  consequences  of  competition  in  the  sale,  installa- 
tion, and  maintenance  of  customer-owned  equipment,  or  in  the  provision  of 
certain  transmission  services,  must  take  these  technical  conditions  and  con- 
straints into  careful  consideration.  The  effect  of  the  Federal  Communications 
Commission's  Carterfone  decision  h;is  been  to  allow  unregulated  suppliers  of 
customer-owned  devices  designed  to  interconnect  with  public  telephone  systems 
to  conq)ete  with  regulated  telephone  companies  in  the  sale  and  installation  of 
such  devices.  Since  the  function  of  these  devices  is  generally  to  provide  sys- 
tem interconnection  on  a  two-way  basis — that  is.  to  receive  signals  from  the 
system  as  well  as  to  inject  signals  into  the  system/these  devices  must  satisfy 
strict  requirements  of  technical  compatibility  with  the  network  in  order  to 
preclude  harm  to  system  users,  telephone  company  service  employees,  service 
quality,  and  the  switched  network  itself.  The  telephone  companies  have  his- 
torically exercised  responsibility  for  service  and  equipment  quality.  While  the 
regulatory  process  has  clearly  defined  carrier  responsibility  for  performance, 
the  suppliers  and  users  of  customer-ovnied  equipment  are  presently  not  sub- 
ject to  an  analogously  defined  responsibility. 

The  technical  and  re.gulatory  conditions  and  constraints,  in  turn,  raise  a 
variety  of  economic  and  social  issues.  Since  technical  compatibility  of  these 
devices  and  of  the  network  requires  a  safeguard  of  some  form  or  another,  one 
basic  economic  question  relates  to  who  should  bear  the  cost  of  such  a  safeguard. 

If  the  safeguard  takes  the  form  of  an  electrical  protective  "connecting  ar- 
rangement." should  the  manufacture,  installation,  and  maintenance  of  the 
arrangement  be  performed  by  the  carrier  or  by  some  independent  company? 
And  if.  on  the  one  hand,  the  interconnection  is  construed  to  benefit  solely  the 
user  of  the  device,  should  only  he  bear  the  cost  so  that  it  becomes,  in  effect, 
part  of  tbe  cost  of  the  competitive  device?  Or  if.  on  the  other  hand,  the  bene- 
fits of  competition  and  of  high-quality  iserformance  are  judged  to  accrue  to 
tlie  public  at  large,  should  the  cost  of  the  safeguard  be  borne  by  the  public? 
If  the  safeguard  takes  the  form  of  certification,  similar  questions  of  cost  arise, 
along  with  questions  of  practicability  and  effectiveness. 

As  to  the  certification  process,  there  is  yet  no  experience.  It  has  been  said 
to  be  technically  feasible,  but  it  woidd  require,  at  the  least,  an  elaborate  sub- 
system of  specifications  and  the  testing  of  design  and  materials,  and  quality 
control  of  manufacture,  installation  and  maintenance.  These  procedures  would 
apply  to  any  component,  attachment,  or  interface  to  which  the  tests  of  com- 
patibility and  performance  applied.  It  would  apply  to  products  marketed  in 
comi>etition  with  the  Bell  System  (or.  for  that  matter,  competitively  sold  to 
it).  It  could  apply  to  many  products  from  many  sources,  here  and  abroad.  Since 
the  market  is  large,  it  might  be  expected  to  attract  many  comi)etitors  (in  fact, 
since  Carterfone.  it  has).  Since  Western  Electric's  cost  and  price  are  low.  re- 
flecting economies  of  scale  as  well  as  efBciency,  there  would  always  be  the 
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temptation  for  some  to  compete  in  price  at  the  expense  of  quality  (as  has  hap- 
pened in  electronic  calculators,  for  example),  or  to  compete  in  quality  at  the 
expense  of  compatibility.  The  operation  and  policing  of  a  certification  process 
would  be  formidable  and  expensive,  and  the  costs  would  fall  on  the  users  of  the 
present  system  or  the  users  of  competing  products  or  the  taxpayers  (if  the 
certification  process  was  government  operated)  ;  most  probably  the  costs  would 

fall  on  all  three.  .     .  .. ,      ^,    ^ 

Interconnection  raises  another  set  of  economic  issues.  It  is  possible  that 
some  comi>etitive  firms  have  provided  or  will  provide  variations  in  service  and 
interconnecting  devices  only  on  the  assumption  that  the  telephone  companies 
would  bear  continuing  responsibility  to  provide  the  telephone  network  backup 
facilities  sufficient  both  for  Bell  customers  and  for  the  customers  of  the  com- 
petitors. To  the  extent  that  they  rely  in  this  way  upon  the  Bell  network,  these 
competitive  firms  are  supplying  an  incomplete  or  subsidized  service  to  their 
customers  (subsidized  by  those  users  of  Bell's  equipment).  The  economic  issue 
here  is  that  tlie  telephone  companies  must  charge  their  customers  for  the 
cost  of  providing  the  additional  backup  capacity  required  by  the  customers 
of  the  competitive  firms.  Thus  the  former  are  .subsidizing  the  backup  costs  of 
the  latter.  Bell  customers  would  also  have  to  bear  the  costs  of  additional  main- 
tenance and  diminished  service  quality  if  the  interconnected  equipment  were 
technically  incompatible. 

These  unresolved  issues  and  questions  persist  because  there  has  been  neither 
sufficient  economic  investigation  of  the  impact  of  competitive  service  and 
equipment  upon  the  public  interest,  nor  a  definition  of  responsibility  for  sys- 
tem integrity  and  continuity  of  system  maintenance  under  circumstances  of 
continuing  interconnection. 

Conclusion 

From  the  economic  view,  the  overriding  criterion  is  efficiency  :  the  ability 
to  satisfy  the  market  for  the  quantity  and  quality  of  telecommunications 
service  at  the  lowest  cost  to  society.  "Lowest  cost"  implies  that  the  services 
be  provided  with  the  least  use  of  scarce  national  resources,  material  and 
human,  in  amounts  and  proportions  which  at  any  given  time  approximate  the 
lowest  money  cost.  Consideration  of  cost  to  society  implies  that  we  take  ac- 
count not  only  of  the  costs  of  r'esources  directly  employed  by  the  telephone 
industry  but  of  external  costs  to  the  society  generated  by  the  industry  but 
not  borne  by  it  or  by  its  users  directly.  (Of  the  latter  there  are  few,  in  this 
case,  since  the  industry  does  not  pollute  water,  air.  or  land,  nor  does  it,  of 
itself,  require  external  infrastructure  or  other  public  costs.  To  the  contrary, 
it  is.  itself,  an  important  element  of  social  and  economic  infrastructure  and 
generates  very  large  external  economies  or  benefits  for  every  other  form  of 
private  and  public  economic  activity. ) 

My  analysis  leads  me  to  conclude  that  by  this  standard  the  telephone 
industry  is  one  of  our  most  efficient.  On  the  record,  it  has  cultivated  and 
supplied  a  growing  demand,  with  service  which  on  the  whole  has  been  of 
continuously  improving  quality,  at  declining  relative  and  real  cost,  over  all. 
There  are  few  industries,  either  competitive  or  regulated,  of  which  as  much 
can  be  said. 

Regulation  has  succeeded  in  keeping  the  industry's  prices  low,  overall,  in 
relation  to  cost,  though  in  accordance  with  regulatory  policy  the  relationship 
is  not  uniform  among  all  services.  Value-of-service  pricing  and  price  averaging 
has  led  to  low  margins  of  price  over  cost  in  some  services  and  in  some  areas 
and  high  in  others.  The  differential  pricing,  and  the  allocation  of  costs  among 
complementary  services,  has  generally  favored  household  users  over  com- 
mercial and  other  si>ecialized  users,  and  shielded  u.sers  of  low  density  services 
from  the  full  costs  of  the  services  they  use.  These  differentiations  have  been 
urged  and  approved  by  regulatory  agencies:  in  general  they  have  served  the 
social   (in  some  re.spects,  political)   criteria  of  state  and  Federal  regulatinn. 

By  the  same  token,  these  differentiations  have  left  some  relatively  high- 
margin  services  as  exposed  targets  for  competitive  offerings  by  competitors 
prepared  to  offer  service  to  some  high-margin  sector  or  segment  of  the  whnle 
market  at  a  lower*  price  because  they  can  count  on  the  Bell  System  to  serve 
the  high-cost,  low-margin  sectors.  It  is  only  accurate,  not  pejorative,  to  call 
this  "cream-skimming."  (Why  would  they  choose  skimmed  milk  as  their  tar- 
get for  competition  when  the  rate  structure  makes  the  cream  so  accessible?) 
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Nevertheless,  the  implications  are  clear.  Assuming  that  regulation  has  been 
effective  in  holding  over-all  rate  of  i-'eturn  of  the  telephone  industry  to  levels 
consistent  with  its  need  to  raise  continuously  large  increments  of  capital, 
then  revenue  losses  and  shortfalls  in  bearing  the  total  cost  burden  in  some 
segment  will  require  offsetting  gains  in  others.  If  private-line  users  on  dense, 
low-cost  segments  are  to  be  served  at  lower  prices,  then  they  will  have  to 
be   "de-averaged"   fi'om   similar    users   on   less   dense,    higher-cost   segments. 

Considering  the  long  history  of  value-of-service  pricing  and  price  averaging 
in  the  industry  and  the  web  of  interrelated  rates  that  has  resulted,  it  would 
take  a  long  time  to  restructure  rates  to  relate  them  more  closely  to  the  rele- 
vant costs,  which  would  be  the  economist's  theoretical  ideal — though  not 
necessarily  the  social  ideal.  Mr.  de  Butts  has  said  these  changes  might  take 
to  the  end  of  the  century,  and  they  would  certainly  entail  obstacles  and  con- 
sequences which  regulatory  and  legislative  authorities  would  find  socially 
or  politically  perverse.  The  telephone  industry  has  already  taken  a  first  step 
in  instituting  its  "high-low"  rates,  in  effect  a  de-averaging  of  high  and  low 
density  rates  for  certain  long-distance  services.  But  de-aver'aging  itself  is  a 
complex  and  uncertain  process ;  no  one  contemplates  a  separate  rate  for  every 
individual  service  in  relation  to  its  individual  cost.  Some  averaging  will  per- 
sist— probably  a  great  deal ;  the  question  is  how  wide  or  how  narrow  the 
range  of  costs  to  be  averaged  in  one  schedule  of  rates. 

Meanwhile,  the  cream  remains  a  tempting  target  for  skimming,  and  the 
competition  will  aim  at  high-margin,  specialized  services  and  equipment.^  It 
would  be  insupportable  to  contend  that  nowhere  in  -this  far-flung  system  was 
there  opportunity  for  competition  that  would  prove  beneficial  to  the  tele- 
phone industry  and  the  public  interest  it  serves.  Neither  would  it  be  support- 
able to  contend  that  it  would  be  useful  to  admit  competition  ad  lih  in  any 
segment  of  this  highly  integrated  system  that  any  competitor  might  choose  to 
try  to  pick  off.  At  the  least,  we  might  opt  for  somewhat  more  open  oppor- 
tunity for  outsiders  to  compete  with  Western  Electric  in  the  design,  manufac- 
ture, and  sale  of  certain  components  and  equipment  to  telephone  companies, 
as  long  as  they  were  able  to  meet  tests  of  precision  in  compatibility  and  per- 
ffirniance,  to  demonstrate  whether,  in  fact,  innovation  of  superiority  in  design 
or  manufacture  or  reduction  of  cost  would  result. 

Perhaps,  also,  there  might  be  some  benefit  to  users  in  competitive  develop- 
ment of  data  communications  and  other  specialized  communications.  The 
issue  of  customer-owned  equipment,  as  we  have  seen,  is  more  complex,  rais- 
ing questions  of  compatibility,  tested  specifications,  installation,  and  main- 
tenance which  have  not  been  resolved,  except  perhaps  theoretically,  and 
which  may  prove  impossible  or  uneconomic  to  resolve  in  practice. 

Certainly  any  moves  toward  increased  competition  must  be  subject  to  two 
conditions.  The  first  is  that  whatever  sei^^ices  may  be  open  to  competition,  the 
Bell  System  and  other  telephone  companies  must  be  allowed  to  compete  freely 
by  adjustment  of  services  or  rates,  as  long  as  they  do  not  engage  in  predatory 
competition  or  noncompensatory  pricing.  The  second  condition  is  that  compe- 
tition should  not  be  imposed  in  the  regulated  telephone  system  simply  for  the 
sake  of  competition,  but  only  after  careful  consideration  of  the  effects  and 
side-effects  on  the  regulated  system  and  only  after  a  finding  that  competition 
vsill  result  in  a  better  telecommunications  system,  not  merely  a  more  seg- 
mented one. 

As  we  have  learned  from  the  experience  of  the  transportation  sector,  failure 
to  adhere  to  these  conditions  can  preclude  the  benefits  of  market  competition. 
It  would  be  ironic  indeed  if  we  found  that  by  opening  the  system  to  such 
competition  we  had  degraded  the  quality  or  increased  the  cost  of  service  and 
shifted  the  rate  sitructure  to  degrees  that  wei^  socially  or  iwlitieally  untenable ; 
yet  these  are  real  possibilities. 


T  We  need  to  be  clear,  however,  about  what  It  Is  the  new  entrants  in  the  speclali/ei^ 
service  market  want.  They  are  not  asking  to  replace  the  constraints  of  regulation  with 
free  market  competition,  open  to  all  comers,  but  rather  that  regulated  monopoly  be 
replaced  bv  regulated  competition.  They  are  not  asking  to  open  the  market  but  to  divide 
it.  This  has  become  evident  from  their  comments  filed  in  FCC  Docket  No.  19919  (Bells 
Hi/Lo  tariff). 


3987 

Exhibit  2. — Remarks  hy  Bernard  Strasshurg,  Chief,  Common  Carrier  Bureau, 
FVC.  Before  the  Seventh  Annual  Digitronlcs  Users  Association  Conference  and 
Seminars,  Neto  Orleans,  La. 

October  16,  1912. 
Does  Regulation  Protect  the  Usee? 

The  combined  revolutions  whicli  liave  been  talving  place  in  communications 
and  related  technologies  liave  posed  a  variety  of  problems  and  opportunities 
for  the  communications  industry,  communications  users,  and  the  regulator. 
I  welcome  this  opportunity  you  have  given  me  to  take  a  break  fr'om  the  cares 
and  concerns  of  the  regulator  for  an  examination  of  the  effectiveness  with 
which  regulation  has  been  responding  to  the  challenges  posed  by  these  resolu- 
tions. I  know  that  in  doing  so  I  oiTer  myself  as  a  target  for  your  complaints 
and  criticisms  regarding  the  shortcomings  of  regulation  in  meeting  your  needs 
as  communications  users.  But  with  Chairman  Riordan  and  former  FCC  Com- 
missioner Ken  Cox  sharing  the  program,  you  are  entitled  to  a  ithorough 
accounting. 

Like  all  other  public  and  private  institutions,  regulation  has  its  strengths 
and  weaknesses,  its  successes  and  its  shortcomings.  But  whether  you  score  it 
higher  on  one  side  of  the  ledger  than  on  the  other.  I  know  that  you  appreciate 
that  the  regulatory  task  is  not  an  easy  one.  It  is  particularly  difficult  in  the 
communications  field  where  technologies  and  consumer  requirements  have  been 
changing  and  growing  at  a  most  dynamic  rate.  The  challenges  presented  the 
regulator  by  these  phenomena  are  staggering  ones  and,  at  times,  almost  in- 
superable. They  involve  the  task  of  integrating  old  technologies  with  such 
new  technologies  as  broadband  cable,  computers,  satellites,  lasers  and  repeated 
br'eakthroughs  in  the  more  elficient  use  of  the  radio  spectrum.  They  involve 
the  task  of  channelling  the  inherent  benefits  of  these  advances  to  serve  the 
public  interest  in  the  availability  of  expanded  and  efficient  communications 
services  on  economic  terms. 

By  and  large,  the  regulator  does  not  lack  the  will  or  commitment  to  the 
job.  What  he  most  often  lacks  are  adequate  resources  and  skills  to  approach 
the  task  in  a  timely,  informed  and  effective  manner.  This  is  due  in  a  large 
measure  to  the  fact  that  regulation  is  too  often  treated  as  the  ugly  duckling 
in  the  brood  of  state  and  Federal  bureaucracies  when  it  comes  to  legislative 
action  on  regulatory  budgets.  This  condition  was  meaningfully  dramatized  on 
a  national  scale  only  last  December  when  the  FCC  dismissed  a  part  of  its  rate 
investigation  of  the  Bell  System.  "We  took  the  unprecedented  action  simply 
liecause  we  did  not  have  the  staffing  required  to  deal  with  the  matter.  It  was 
the  Commission's  view  that  because  of  the  importance  of  the  issues  involved 
to  the  public  and  the  Bell  System,  no  investigation  was  preferable  to  one 
which  would  otherwise  be  a  sterile  ritualistic  regulatory  perfortnance  without 
meaningful  or  credible  results.  The  Commission's  action  shocked  the  public 
and  its  representatives  into  an  awareness  of  the  regulatory  plight.  Substan- 
tial funds  have  now  been  made  available,  and  the  investigating  staff  is  pro- 
ceeding to  do  the  job  that  oiir  statutory  charter  of  1934  mandates  should  be 
done. 

Equally  important  to  a  realistic  assessment  of  the  effectiveness  of  regula- 
tion in  the  area  of  communication  is  an  understanding  of  the  problems  pre- 
sented by  the  structure  of  industry.  For  the  principal  force  in  the  industry 
is  of  course  the  Bell  System  which  has  been  mainly  responsible  for  this  na- 
tion's preeminence  in  communications.  However,  built  into  the  warp  and  woof 
of  the  Bell  System  is  its  historic  corporate  policy  of  maintaining  a  dominance 
in  all  elements  of  communications  service.  This  policy  was  articulated  in  1916 
by  its  then  president  Theodore  Vail  who  wrote  : 

"The  telephone  system  to  give  perfect  service  must  be  one  in  which  all  parts 
recognize  a  common  interest  and  a  common  subordination  to  the  interests  of 
all ;  in  fact  it  must  be  'One  System',  "universal',  'intradependent',  intra- 
communicative  and  opei'ated  in  a  common  interest.  Such  is  the  Bell  System." 

The  Bell  Sy.stem  ijerpetuated  this  position  of  dominance  by  an  amalgam  of 
Itraotices  and  policies  which  luitil  recent  years  were  accepted,  if  not  endorsed, 
by  most,  if  not  all.  regulatory  agencies.  These  policies  and  practices  fore- 
closed   any    form    of   competitive   entry   into   the   market   for   communications 
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service.  They  blocked  the'  interconnection  of  customer-owned  equipment  to  tlie 
teleplione  system.  They  restricted  interconnection  of  nou-common  carrier  sys- 
tems with  the  telephone  network.  And  they  controlled  the  rate  of  technological 
advance  and  innovation  through  vertical  integration  of  the  telephone  companies 
with  AVestern  Electee  and  Bell  Laboratories. 

These  policies  and  practices  perhaps  were  defensible  and  in  the  public  inter- 
est in  the  Vail  era  of  Plain  Old  Telephone  Service ;  when  the  market  for  that 
service  was  predictable,  steadily  growing,  and  relatively  homogeneous.  Stand- 
ardized service  was  the  order  of  the  day  ;  economies  of  scale  were  demonstrably 
extensive ;  and  new  technologies  wei'e  easily  adapted  by  Bell  to  the  established 
system.  Within  this  industrial  and  technological  context,  the  concept  of  the 
natural  omnipresent  monopoly  found  a  ready  and  logical  basis  for  acceptance 
by  the  public  and  the  regulator. 

The  post-war  revolutions  in  communications  and  information  technologies 
have,  as  we  all  know,  radically  altered  the  makeup  of  the  communications 
market.  Those  revolutions  have  produced  a  requirement  for  a  diversity  of 
seiYices  and  facilities  either  unavailable  from  the  established  carriers  or  at 
charges  which  were  too  costly.  The  FCC's  computer  inquiry  elicited  many 
responses  that  amply  supported  the  conclusions  that  additional  sources  of 
supply  would  greatly  enhance  and  improve  the  nation's  capability  to  satisfy 
modern  day  communications  and  information  system  needs. 

In  response,  the  FCC  has  made  an  earnest  attempt  to  reshape  traditional 
policies  so  as  to  better  adapt  industry  structure  to  these  changing  conditions 
of  supply  and  demand.  By  vai'ious  policy  actions,  the  FCC  has  sought  to  open 
up  the  communications  environment  to  the  technical  and  innovative  capabilities 
that  exist  outside  of  the  existing  carrier  establishment.  These  new  policies,  of 
course,  tend  to  disturb  the  established  order.  They  introduce  the  opportunity 
for  competition  in  areas  that  have  heretofore  been  the  exclusive  preserve  of 
the  monopoly.  And  the  full  extent  of  the  economic  and  social  benefits  that  will 
inure  from  these  policies  remain  to  be  demonsti'ated  by  experience.  Under  these 
circumstances,  it  is  not  surprising  that  these  policies  and  their  implementation 
are  born  in  an  atmosphere  of  opposition  and  controversy  for  which  the  FCC 
serves  as  both  the  forum  and  the  target. 

T"ime  does  not  permit  me  to  go  into  all  of  the  policy  development  of  recent 
years.  Howevei',  I  want  to  say  a  few  words  about  interconnection  which  cur- 
rently poses  one  of  the  more  complex  and  controversial  issues  of  general 
concern. 

Four  years  ago,  the  Commission  condemned  as  unlawful  the  telephone  in- 
dustry's general  prohibition  against  the  subscriber's  use  of  equipment  not  pro- 
vided by  the  carrier.  AT&T  responded  with  I'evisions  to  its  foreign  attachment 
tariffs  which  established  a  large  measure  of  customer  freedom  to  purchase^  or 
lease  equipment  from  non-carrier  sources.  The  one  principal  restriction  im- 
posed by  the  new  tariff  related  to  customer  equipment  which  was  to  be  hard- 
wired to  the  switched  telephone  system.  Interconnection  in  this  case  is  per- 
missible only  when  accomplished  by  means  of  a  connecting  arrangement  and, 
as  required,  by  a  network  control  signalling  device  furnished  at  a  charge  only 
by  the  telephone  company. 

Whether  these  latter  restrictions  are  reasonable  or  not  has  not  been  decided 
by  the  FCC.  They  have  been  accepted,  at  least  temporarily,  as  necessary  and 
realistic  while  we  take  a  look  at  other  possible  alternatives.  This  is  because 
of  the  concern — concurred  in  by  a  National  Academy  of  Sciences  study — that 
uncontrolled  hard  wire  interconnections  could  have  adverse  affects  on  the 
safety  and  functioning  of  the  telephone  network.  At  the  same  time,  there  is 
widespread  dissatisfaction  with  the  connecting  arrangements  imposed  by  the 
revised  tariff's.  Independent  manufacturers  and  distributors  argue  that  the 
arrangements  are  onerous,  unnecessary  and  economically  burdensome.  They 
contend  that  thev  are  placed  at  a  competitive  disadvantage  with  the  tele- 
phone companv  and  are  at  the  mercy  of  the  latter  for  timely  installation  of 
suitable  connecting  arrangements.  The  NAS  study  pointed  to  an  alternative 
to  such  telephone  company  imposed  arrangements,  namely,  a  system  of  pre- 
scribed standards  for  customer  owned  and  maintained  equipment,  including 
a  program  of  enforced  certification  of  such  equipment  as  well  as  certified 
installation  and  maintenance. 

For   the  past   year   or   more,   two   FCC-created   Advisory    Committees    have 
been  wrestling  with  the  formulation  of  standards  and  enforcement  procedures. 
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The  problems  are  many  and  difficult,  so  theii'  progress,  while  steady,  has  been 
necessarily  slow.  A  major  hangup  within  the  Committees  has  been  in  trying 
to  agree  on  the  specific  nature  and  degree  of  harm  to  which  the  network 
would  likely  be  exposed  by  interconnection — and  from  which  the  network 
must  be  protected  by  a  system  of  standards  and  enforced  certification.  Of 
course,  the  degree  of  protection  required  AAill  determine  the  cost  effectiveness 
and  viability  of  any  such  program.  AT&T  contends  for  standards  and  pro- 
cedures that  would  give  maximum  safeguard  against  types  of  harm  that 
many  non-carriers  regard  as  highly   remote  and  more   theoretical    than   real. 

AT&T  has  been  unable  to  come  foi^\-ard  with  adequate  empirical  data  as 
supporting  evidence  of  the  types  of  harm  it  claims  could  occur  from  inter-- 
connection.  Such  evidence  should  be  available  inasmuch  as  unauthorizeiS 
interconnection  is  not  a  recent  phenomenon.  Some  industry  sources  estim;;te- 
that  illegal  interconnectiims  are  running  in  the  several  millions.  Xeverthele:^s, 
we  have  very  little  documentation  from  AT&T  as  to  either  the  performance 
or  the  number  of  illegal  interconnects  or  their  effects  on  the  network  and- 
Bell  has  devised  no  program  by  which  to  obtain  such  data.  Our  concern  is' 
not  only  with  the  alleged  number  of  illegal  interconnects,  but  also  with  the 
growth  rate  of  such  installations. 

It  appears  clear'  that  only  the  telephone  companies  are  in  the  most  favorable 
position  to  gather  this  type  of  essential  data.  Despite  the  fact  that  the  Com- 
mission has  asked  Bell  and  other  carriers  to  provide  us  with  these  data,  it 
has  not  yet  been  supplied.  The  Bell  System  should  now  undertake  an  objective' 
survey  to  determine  the  extent  of  illegal  interconnection  and  the  incidence* 
and  character  of  actual  as  opposed  to  theoretical  harm.  Without  such  infor- 
mation it  is  difficult  to  assess  the  credibility  of  AT&T's  claims  with  respect 
to  actual  or  potential  har'm.  If  the  potential  impact  of  harm  to  the  network 
is  as  central  to  the  issue  of  lilieralized  interconnection  as  Bell  contends.  Bell 
is  obligated  to  supply  the  necessary  data  or  abandon  its  dogmatic  position 
that  interconnection  requires  standards  and  procedures  of  the  utmost  vigor. 
Or,  to  put  it  another  way,  if  the  carriers  do  not  view  this  matter  of  sufficient 
importance  to  collect  the  necessary  data,  then  certainly  we  can  question  the 
basis  for  the  strong  concerns  they  voice.  Finally,  let  me  stress  that  while  we 
are  earnestly  concerned  with  protecting  the  network  from  harm,  we  must 
avoid  the  imposition  of  "worst-case"  restraints  and  costs  premised  upon  sup- 
ported apprehension.  Data  of  this  type  would  also  be  of  importance  to  the 
Federal-State  Joint  Boar'd  on  Interconnection  which  has  been  recently  created 
by  the  FCC  to  evalunte  the  recommendations  of  the  Advisory  Committees  and 
others  regarding  the  interconnection  problem. 

In  citing  the  fact  that  there  may  be  an  available  body  of  relevant  evidence 
in  the  illicit  interconnect  market.  I  am  not  imi^lying  that  the  Commission 
condones  that  market.  On  the  contrary,  we  share  the  general  concern  that 
uncontrolled  hard-wire  interconnection,  if  continued  unchecked,  would  pro- 
duce harm  to  the  telephone  system.  Telephone  sul)scril)ers  have  a  duty  to 
conform  to  the  applicable  tariff  conditions  until  they  are  properly  changed  or 
run  the  risk  of  losing  their  service.  This  is  so  whether  they  regard  the  tariff 
as  unneces.sary,  unfair  or  economically  burdensome.  The  Commission  has  no 
no  obligation  under  the  Act  to  provide  resources  to  enable  the  carriers  to 
enforce  tariffs.  Instead,  the  telephone  companies  have  the  prime  obligation 
under  the  Communications  Act  to  police  and  enforce  compliance  with  their 
tariffs.  Otherwise,  they  run  the  I'isk  of  being  in  violation  of  their'  statutory 
obligations  and  being  exposed  to  penalties  and  forfeitures.  It  is  our  duty  tO' 
impose  such  forfeitures  upon  the  carriers  when  they  fail  to  enforce  their 
tariffs  and  to  award  damages  upon  complaint  to  persons  suffering  from  such^ 
failur'e  and  to  grant  other  forms  of  relief.  This  is  particularly  true  if  en- 
forcement of  a  tariff  i)rovision  is  not  even-handed  enforcement  and  results  in 
discrimination  and  preferences  among  customers.  If  it  is  impossible,  im- 
practical or  undesirable  for  the  carriers  to  administer  their  tariffs  in  an' 
effective  mannel^  then  the  validity  of  the  tariffs  is  in  question  and  revisions 
should  be  initiated. 

We  are  also  concerned  with  many  advertisements  of  interconnect  equipment 
such  as  automatic  dialers,  answering  devices  and  telephone  instruments  that 
fall  short  of  disclosing  full  information  that  the  prospective  purchasers  should 
have.  Some  of  these  advertisements  are  silent  with  respect  to  the  tariff'  re- 
quirement  for   Cental   of   a   telephone   company   connecting   arrangement    that 
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must  accompany  use  of  the  equipment;  others  state  that  there  are  no  such 
requirements  and  others  are  ambiguous  and  incomplete  in  this  respect.  Whether 
this  is  false  or  misleading  advertising  or  an  unfair  trade  practice  in  a  legal 
sense  is  not  within  tlie  purview  of  the  Commission's  authority  or  expertise. 
The  matter  has  been  brought  to  the  attention  of  the  Federal  Trade  Commis- 
sion and.  perhaps,  more  will  have  to  be  done  in  this  direction. 

I  have  addressed  only  one  of  many  dimensions  of  the  interconnect  problem 
confronting  the  regulator.  There  are  others  of  no  less  complexity  involving 
the  economic,  jurisdictional  and  political  implications  of  expanded  inter- 
connection. I  hope,  however,  that  I  have  given  you  some  clearer  insight  into 
the  complexities  and  challenges  confronting  the  regulator  in  serving  the  public 
interest  in  the  current  technological  and  economic  environment. 
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I  appreciate  this  opportunity,  in  my  capacity  as  a  private  citizen,  to  sound 
off  some  personal  views  on  the  interconnection  issue.  Although  I  am  now 
essentially  an  ol)server  of  rather  than  an  official  participant  in  the  interconnec- 
tion struggles,  somehow  I  feel  just  as  much  involved  as  I  did  before  my  retire- 
ment from  Federal  service. 

I  have  always  had  a  great  deal  of  enthusiasm  for  spectator  sports,  but  I 
derive  much  givater  satisfaction  from  participating  in  a  poker  game — where  I 
am  i>ersonally  involved  and  the  stakes  are  for  real.  My  participation  in  the 
interconnection  saga  has  instinctively  l)een  something  more  than  the  passive, 
bemused  .spectator.  The  stakes  are  high  and  have  great  import — not  only  for 
you.  the  interconnect  suppliers — but  more  importantly,  for  the  public  at  large. 
For  interconnection  is  making  a  most  valued  and  needed  contribution  toward 
strengthening  the  total  communications  resource  of  this  nlation. 

By  now,  all  of  you  may  have  read  the  reports  of  FCC  Chairman  Wiley's 
speech  of  last  week  before  the  spring  conference  of  the  Electronics  Industry 
Association.  I  am  sure  that  you  welcomed  the  thrust  of  his  message.  In  my 
opinion  it  was  important  as  a  public  affirmation  by  a  ke.v  policy-making  official 
that  competition  can  have  a  significant  and  acceptable  role  to  play  in  the 
national  commimications  fabric. 

I  was  heartened  by  his  remarks  for  several  reasons.  It  was  not  because  I  had 
any  reason  to  doubt  Chairman  Wiley's  commitment  to  the  competitive  principle, 
particularly  as  applied  to  the  interconnect  market.  Nor  did  I  feel  that  there 
was  any  need  to  he  reas.sured  that  Mr.  Wiley's  fundamental  views  on  the 
positive  benefits  and  the  role  of  competition  in  a  regulated  industry  remain 
unalteivd  from  what  I  knew  of  them  before  his  ascendancy  to  the  Chairmanship 
-of  the  FCC.  His  talk  turned  me  on  for  another  reason. 

The  interconnection  policies  of  the  FCC.  as  you  too  well  know,  have  been  the 
subject  of  an  almost  continuous  barrage  of  misrepresentations,  old-wives  tales, 
and  other  assaults.  Constant  efforts  are  being  waged  in  a  variet.v  of  forums  and 
by  all  sorts  of  devices  and  spurious  allegations  to  undermine  and  discredit 
those  policies.  In  contrast,  there  has  been  too  little  and  too  infrequent  response 
by  responsible  officials  in  the  Federal  establishment  to  counter  those  attacks. 
And  at  times,  public  official  comment  has  a  ring  of  grudging  or  tentative 
endorsement  of  policies  which  that  officialdom  itself,  at  one  time  or  another 
has  fashioned  with  ostensible  conviction  and  confidence.  As  a  result,  there  has 
been  understandable  public  concern  as  to  the  viability  of  FCC  competitive  poli- 
cies. This  concern  is.  of  course,  not  mitigated  by  the  uncertainties  which  stem 
from  the  sul)stantial  changes  in  the  make-up  of  the  Commission  since  these 
■policies  were  first  adopted. 

Hence,  it  was  most  encouraging  and  reassuring  to  have  the  benefit  of  Mr. 
"Wiley's  views  on  competition  and  its  useful  place  in  the  structure  of  industry 
and  regulation.  I  took  particular  note  of  his  statement  that  if  the  public  is  to 
fully  realize  the  benefits  of  comi)etition  that  at  least  three  caveats  are  in 
order.  Although  he  applied  these  caveats  to  all  forms  of  competition  generally, 
I  took  note  of  these  caveats  in  the  context  of  the  interconnection  market. 
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In  brief,  he  asserted  that  new  entrants  ninst  offer  the  public  something  new- 
er different,  and  not  simply  engage  in  duplication  or  siphoning  of  telco  busi- 
ness ;  that  there  should  be  opportunity  for  competitive  response  by  the  estab- 
lished telcos  to  new  entry,  without  cross  subsidy  nor  predatory  practices; 
and  that  if  competition  is  to  be  real  and  not  contrived  we  must  expect  that  some 
will  succeed  and  some  will  fail ;  but  no  one  is  entitled  to  an  umbrella  of  pro- 
tection to  be  provided  by  government  policy.  I  believe  I  have  done  justice  to 
summarizing  the  essence  of  Chairman  Wiley's  formulation  of  these  caveats. 

In  my  judgment  and  experience,  the  interconnect  industry  has  demonstrably 
met  the  test  of  each  of  these  caveats.  The  question  is:  whether  and  how  the 
Bell  System  has  been  measuring  up  to  these  tests. 

As  to  the  interconnect  industry,  there  is  no  question  that  it  has  brought  to 
the  public  something  "new  and  different"  in  Chairman  Wiley's  terms.  The 
scope  and  variety  of  equipment  and  systems  available  to  all  classes  of  com- 
munications user's  have  been  vastly  expanded  and  diversified  compared  to  the 
limited  choices  to  which  they  were  confined  only  a  few  years  ago.  This  is  a 
tribute  to  the  innovative  and  enterprising  forces  released  by  the  FCC's  inter- 
connect policies  in  better  serving  the  public  convenience  and  necessity.  Un- 
questionably, there  has  been  some  duplication  and  siphoning  of  telco  business. 
But,  why  not,  if  that  duplication  and  siphoning  comes  about  as  a  result  of 
your  bringing  to  the  market  better,  more  efficient  products  and  services,  at 
lower  cost,  lliat  your  industry  is  not  simply  a  parasitic  market  aberratiim  is 
evident  from  its  actual  I'ecord  of  performance  as  well  as  the  response  that 
performance  has  stimulated  in  the   telco  segment  of  the  industry   itself. 

Nor  has  your  industry  asked  that  the  telcos  be  foreclosed  from  participa- 
tion in  any  "part  of  the  interconnect  market.  Nor  does  the  FCC's  interconnect 
policies  operate  in  any  manner  to  restrict  competitive  response  by  tlie  tele- 
phone companies.  On  the  contrary,  their  competitive  response  has  been 
markedly  aggressive  both  in  pricing  and  repricing  their  own  equipment  and 
systems  as" well  as  in  the  stepped-up  introduction  of  new  and  Improved 
product  lines.  In  fact,  there  is  widespread  concerti  that  the  marketing  counter- 
measures  being  taken  by  the  telco,  particularly  in  the  pricing  and  tariffing 
department,  are  contrived  to  stifle  or  suppress  a  healthy  competitive  environ- 
ment. While  I  am  in  no  position  to  assess  the  validity  of  these  concerns,  the 
pricing  action  of  the  telcos  certainly  warrants  mofe  thorough  regulatory 
scrutiny  than  they  have  been  accorded — if  the  Commission's  policy  objectives 
of  full'  and  fair  competition  are  to  be  meaningfully  realized.  Without  more 
active  regulatory  oversight,  particularly  at  the  state  level,  there  can  be  no 
certainty  that  the  interconnect  industry  will  not  be  victim  of  cr-oss-subsidies 
or  predatory  practices.  And  without  active  and  con.scientious  regulatory 
oversight,  it  could  well  be  the  result  that  it  will  be  the  independent  inter- 
connect supplier  and  not  the  telephone  company  who  is  foreclosed  from  the 
type  of  unrestricted  market  participation  contemplated  by  the  Commission's 
policies. 

With  I'e.spect  to  the  great  American  competitive  tradition  alluded  to  by 
Mr.  Wiley  that  some  may  succeed  while  others  fail,  and  that  no  one  is  en- 
titled to  any  protective  umbrella,  the  interconnect  industry  is  painfully  aware 
of  this  truism.  In  its  relatively  short  life,  the  interconnect  industry  has  al- 
ready experienced  its  share  of  business  failures,  mergers,  acquisitions  and 
liquidations.  You  pass  Chairman  Wiley's  test  in  this  i-'espect  with  flying  colors 
— although  at  half-mast.  Clearly,  no  entrepreneur  in  any  line  of  endeavor  is 
entitled  to  be  insulated  from  the  risk  or  failure.  He  is.  however,  entitled  to 
exiject  that  his  success  or  failure  will  be  determined  by  the  judgment  of  the 
competitive  market  place  and  the  normal  operation  of  market  forces.  His 
success  or  failure  should  not  depend  upon  the  policies  or  practices  of  any 
one  of  his  competitors  who  happens  to  occupy  a  strategically  advantageous 
position  to  orchestrate  the  behavior  of  those  market  forces. 

If  there  is  any  element  of  economic  protectionism  present  in  the  inter- 
connect market,  it  is  a  protectionism  sight  and  enjoyed  by  the  telephone 
company.  Let  me  amplify  this. 

The  Bell  System  controls  the  availability,  efficiency  and  price  of  the  con- 
necting ai'rangements  which,  under  Bell  System  tariff's,  apply  to  your  cus- 
tomers but  not  Bell's.  The.se  arrangements  are  ostensibly  necessary  and  have 
been  accepted  as  such  by  the  FCC  as  reasonably  requirefl  to  safeguard  the 
network    against    the    harmful    effects    of    deleterious    customer    attachments. 
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Protection  in  tliis  context  cannot  be  faulted  although  I  am  aware  of  the 
sentiments  of  many  of  your  members  that  it  is  a  needless  and  onerous  burden. 
Until  a  bettei'  method  of  protecting  the  network  is  devised,  we  are  going  to 
have  to  live  with  the  protectice  provisions  of  the  tariffs  as  they  are  now 
formulated. 

But  it  cannot  be  denied  that  the  tariffs  operate  to  give  the  telephone  com- 
panies a  distinct  competitive  advantage.  So  long  as  they  are  free  to  supply 
their  equipment  without  charging  their  customers  for  a  separate  inter- 
connect arrangement,  from  a  mar'keting  standpoint  the  Bell  System  enjoys  a 
singular  form  of  protectionism.  The  degree  of  protectionism  is  heightened 
by  the  fact  that  all  of  its  competitors  are  compelled  to  depend  upon  Bell  to 
supply  the  connecting  arrangements  without  which  they  cannot  complete  a 
sale.  To  sa.v  the  least,  this  is  a  most  unique  competitive  situation  which  would 
not  be  tolerated  in  any  other  competitive  industry  market. 

The  Bell  System  is  getting  by  with  this  ambiguous  and  privileged  statiis 
simply  by  being  permitted  to  parade  undei'  the  protective  banner,  or  umbrella 
if  you  will,  of  the  regulated  or  natural  monopoly.  The  interconnect  market 
does  not  belong  under  that  banner  and  Bell  should  either  get  out  of  that  market 
or  give  up  that  banner  of  protectionism  as  it  applies  to  interconnection.  In 
this  case,  the  regulatory  processes  are  cleai'ly  inadequate  and  ineffective  in 
jjreventing  Bell  from  using  its  multifacted  and  ambiguous  status  in  a  manner 
iwhich  produces  anti-competitive  results. 

In  my  .iudgment.  you  must  look  elsewhere  than  to  regulation  for  a  solution 
to  this  problem.  The  limitations  inherent  in  regulation  make  it  totally  unsuited 
for  preventing  abuses  and  inequities  in  this  field.  I  am  aware  that  the  tele- 
jihone  industry  and  some  r'egulators  would  solve  the  problem  by  giving  the 
total  interconnect  market  the  monopoly  treatment.  They  would  reverse  Carter- 
fone  and  would  return  to  Bell  absolute  control  over  the  supply  and  use  of 
customer  equipment.  This  solution  will  never  come  to  pass  and  it  is  tragic 
that  so  much  energy  and  effort  is  being  diverted  by  regulator's  to  the  wasteful 
IRU'suit  of  this  totally  unrealistic  solution. 

Let  me  suggest  a  dift'erent  approach  to  the  problem. 

I  would  urge  that  it  is  time  to  explore  a  possible  restructuring  of  the  inter- 
connect industry,  and  I  stress  here  that  I  include  Bell  as  part  of  that  industi'ty. 
By  this  restructuring,  all  suppliers  of  customer  equipment  and  systems  would 
be  subject  to  the  same  rules  and  market  forces  of  supply  and  demand.  Thus, 
the  Bell  System,  if  it  is  to  participate  fairly  for  interconnect  business,  should 
do  so  through  a  separate'  subsidiary  oi''  subsidiaries.  Those  entities  would 
merchandise,  sell  and  service  customer  equipment  and  systems  like  any  other 
supplier.  They  would  take  their  chances  in  an  unregulated  market.  Such  items 
as  Modems,  display  equipment,  PBX  systems,  point  of  sales  devices,  including 
the  prices  for  those  items  would  not  be  treated  as  part  of  the  common  carrier 
oft'ering  to  be  pi'otected  by  the  sheltering  sanctuary  of  a  tariff.  If  any  kind  of 
governmental  regiilation  is  deemed  necessary  at  the  Federal  or  State  levels?, 
it  would  apply  uniformally  to  all  supplies.  This  would  mean  that  if  protective 
arrangements,  interfaces,  or  the  use  of  certificated  or  type-approved  equip- 
ment were  to  be  a  condition  of  interconnection,  that  condition  would  apply 
across  the  boar'd.  It  would  also  seem  that  the  marketing  practices  of  the  Bell 
affiliate,  including  the  cost  basis  for  its  pricing,  would  have  maximum  visibility. 

In  addition,  it  would  mean  that  the  Bell  affiliate  could  purchase  customer 
equipment  from  Western  Electric  and  any  other  manufacturing  soui-ce.  Simi- 
larly, any  interconnect  siipplier  would  have  the  same  access  to  the  same  manu- 
facturing sources,  including  Western  Electric.  This,  I  recognize,  might  r'equire 
a  modification  of  existing  provisions  of  the  lf>56  Consent  .Judgment  in  the 
AT&T-Western  Electric  anti-trust  proceeding.  There  might  be  some  question 
whether  the  Judgment  as  now  formiilated  would  operate  to  restrict  Western 
from  selling  to  non-telephone  companies  or  to  I'estrict  AT&T,  through  its 
interconnect  affiliate,  from  engaging  in  a  non-regulated  activity. 

A  possible  additional  measure  could  entail  a  spin-off  of  those  manufacturing 
activities  of  Western  Electric  that  cater  to  the  equipment  market.  There  is 
precedent  for  this  latter  feature  in  the  Bell  System  as  it  exists  today.  Tele- 
type Corporation  owned  by  Western  Elective  is  a  separate  entity  which  man- 
ufactures and  sells  teletypewriters  and  data  processing  equipment  in  a  market 
which,  since  Bell's  sale  of  TWX  service,  is  essentially  competitive. 

There  is  also  precedent  in  the  action  taken  by  the  FCC  in  the  field  of  data 
communications.  Here  the  Commission  ordered  and  the  Courts  sustained  the 
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rule  that  common  carriers,  to  participate  in  the  competitive  marlcet  for  the 
sale  of  data  processing  services,  must  do  so  through  separate  subsidiaries  so 
organized  and  managed  as  to  prevent  any  commingling  of  regulated  and  non- 
regulated  activities,  costs  and  revenues. 

There  is  also  some  precedent  in  another  1956  Consent  Judgment — one  in- 
volving IBM.  There  IBM  was  required  to  totally  separate  its  data  processing 
service  bureaus  from  any  direct  identity  and  tie-in  with  its  equipment  busines. 

In  my  opinion  that  is  the  type  of  direction  to  take  in  resolving  most  of  the 
current*  interconnection  problems.  These  are  problems  that  cannot  be  remedied 
by  half-measures  or  reliance  upon  some  50  regulatory  bodies  to  maintain  a 
healthy  competitive  environment.  Until  Bell  and  other  telephone  companies 
are  on  the  same  competitive  footings  as  all  other  suppliers  of  the  interconnect 
market,  your  membership  will  continue  to  live  its  precarious  existence,  and  the 
public  will  be  denied  the  fullest  measure  of  the  benefits  of  competitive  inter- 
connection. 

I  am  indeed  aware  of  the  smoke-screens  that  have  been  r'aised  to  cloud  and 
confuse  the  issues.  I  am  well  aware  of  the  spurious  issues  now  being  advanced 
by  Bell  and  pursued  by  the  NARUC  with  respect  to  the  effects  of  competitive 
interconnection  upon  the  cost  of  basic  telephone  services.  With  respect  to 
these  issues,  my  remarks  will  be  brief. 

First,  ther'e  is  no  hard  evidence  to  date  that  business  or  vertical  service 
revenues  have  been  subsidizing  the  cost  of  r'esidential  and  rural  services.  On 
the  contrary,  there  is  some  evidence  that  the  reverse  situation  is  true.  I  am 
following  with  great  interest  in  this  regard  the  cost  of  service  investigation 
of  the  New  Toi-k  Pul)lic  Service  Commission. 

Second,  if  business  service  revenues  are  subsidizing  residential  services, 
the  r'emedy  is  to  remove  this  cross-subsidy.  And  rural  and  residential  sub- 
scribers are  not  made  up  of  a  predominance  of  the  poor,  the  housebound,  or  the 
little  old  lady  clinging  to  the  telephone  as  her  lifeline  to  survival — as  the 
NARUC  and  isell  would  have  us  believe.  There  are  at  least  as  many  struggling 
small  business  subscribers  as  there  are  affluent  residential  and  rural  sub- 
scriber's. 

Third,  AT&T's  solicitatiousness  for  the  poor  and  impoverished  is  somewhat 
at  variance  with  its  traditional  policy  against  giving  preferential  rate  treat 
-ment  to  any  special  class,  such  as  the  enlisted  military  man,  the  clergyman  or 
other  well  deserving  cause.  AT&T  of  course  has  been  the  subject  of  unwar- 
ranted criticism  for  this  policy.  But  it  stood  firm  in  this  policy  with  both 
Federal  and  state  regulatory  support — which  was  grounded  upon  the  straight 
forward  and  valid  premise  that  subsidy  of  one  class  of  user  by  other  classes 
could  not  be  defended  as  socially  desirably  or  economically  sound. 

The  time  is  long  over-due  for  relegating  to  the  trash  heap  the  economic 
hocus  pocus  which  is  deliberately  being  used  to  fog  up  the  interconnect  issue. 
Let  us  face  the  realities  that  the  interconnect  market  is  not  a  natural  monopoly 
and  that  it  is  logially  and  inherently  a  competitive  market;  that  intei-connect 
is  doing  a  job  for  the  public:  and  that  interconnect  should  no  longer  be  used 
as  a  whipping  boy  for  the  frustrations  of  the  regulator  in  coping  with  the  more 
critical  issues  involved  in  enlightened  and  cost-related  rate  making  for  tele- 
phone service. 

With  your  permission  I  will  now  take  my  seat  and  return  to  maintaining 
my  low  profile  as  a  private,  but  involved  citizen. 


Exhibit  4. — Memo  Re  PBX  Vehicle  Selection 

PBX  Vehicle  Selection — Bell  vs.  Nox-Bell 
Proilems 

The  delivery  schedules  of  WECO  equipment  have  not  met  customer  require- 
ments in  all  cases. 

The  space  requirement  for  757  and  701  type  equipment  has  not  been  accept- 
able to  some  customers. 

The  relative  cost  per  line  of  WECO  equipment  is  significantly  higher  than 
certain  non-Bell  equipment  in  often-used  line  sizes. 

WECO  equipment  in  sizes  above  200  lines  limited  to  step-by-step  and  elec- 
tronic vehicles. 

Our  competition  can  selectively  provide  equipment  at  a  lower  cost  to  our 
customers. 
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Solutions 

Wef  are  buying  IT&T  TE-400  and  TE-400A  equipment  because  of  faster 
delivery,  smaller  space  requirements,  sufficient  line  capacity  and  cost. 

We  are  planning  to  buy  Nippon  Electric  NA4-09  equipment  because  of  faster 
delivery,  smaller  space  requirements,  sufficient  line  capacity  and  cost. 

We  should  consider  introducting  additional  Series  packages  to  be  more 
price  competitive. 

Hoicever 

Tlie  purchase  of  non-Bell  equipment  creates  problems  : 
Additional  training, 
Lack  of  documentation, 
Spare  parts  problems. 

Lack  of  Bell  Lab  and  WECO  problem  assistance, 
Design  modification  problems. 

Conclusion 

If  we  plan  to  remain  in  the  PBX  terminal  business,  we  need  to  be  able  to 
purchase  through  WECO,  Bell  System  standard  vehicles  with  satisfactory  de- 
livery, capacity,  size  and  cost  factors. 


THE  INDUSTRIAL  REORGANIZATION  ACT  (S.  1167) 
(The  Communications  Industry) 


TUESDAY,   JULY  30,    1974 

U.S.  Sen-ate, 
Subcommittee  on  Antitrust  and  INIonopoly 

or  the  Committee  on  the  Judiciary, 

Washington,  B.C. 

The  subcommittee  met,  pursuant  to  notice,  at  9:40  a.m.,  in  room 
-2228,  Dirksen  Senate  Office  Building,  Hon.  Philip  A.  Hart  (chair- 
man of  the  subcommittee)  presiding. 

Present:  Senators  Hart,  McClelhin,  Kennedy,  and  Ilrusk'a. 

Staff  present :  Howard  E.  O'Leary,  chief  counsel ;  Gerald  Heller- 
man,  special  financial  adviser;  Patricia  Y.  Bario,  editorial  director; 
Janice  C.  Williams,  chief  clerk;  Peter  N.  Chumbris,  minority  chief 
counsel;  and  Charles  E.  Kern  II,  minority  counsel. 

Senator  Hart.  The  subcommittee  will  be  in  order. 

Our  first  witness  this  morning  is  a  very  distinguished  Illinois  citi- 
zen to  whom  I  owe  an  apology.  Dr.  Colter  was  scheduled  to  testify 
and  did  introduce  his  prepared  statement  on  June  27.  It  was  late 
in  the  afternoon.  If  my  life  depended  on  it  I  cannot  tell  you  why  I 
was  not  here,  but  I  had— and  Senator  Hruska  will  appreciate  this— 
some  other  responsibilities  that  prevented  my  getting  back._ 

This  early  in  the  dav  we  are  safe,  as  other  responsibilities  will  not 
creep  up  until  later.  Will  Dr.  Cyrus  J.  Colter  come  forward,  and  ac- 
cept my  apology. 

Senator  Hruska.  Will  the  Chairman  yield? 

Senator  PIart.  I  yield. 

Senator  Hruska.  Mr.  Chairman,  other  official  duties  call  me  away 
from  here  at  10  o'clock.  They  are  not  of  higher  order  but  they  are 
of  order  equally  important  to  that  of  this  committee.  I  happen  to  be 
the  ranking  man  from  my  side  of  the  aisle  on  another  committee 
that  will  meet,  so  my  presence  is  considered  necessary. 

I  asked  for  recognition  for  two  purposes.  One  is  to  ask  that  there 
be  made  a  part  of  this  hearing  record  a  letter  which  I  wrote  on 
Julv  25  to  the  White  House  for  the  purpose  of  clarification  as  to 
the  official  position  of  the  administration  with  regard  to  the  testi- 
monv  of  Clay  T.  Whitehead,  given  to  this  committee  on  July  9. 
There  was,  uiider  date  of  July  29,  a  letter  written  in  reply,  signed 
by  Roy  L.  Ash  of  the  Office  of  Management  and  Budget,  and  in  its 
pertinent  pail,  Mr.  Chainuan,  the  letter  of  Mr.  Ash  reads  as  follows: 
"As  Dr.  Whitehead  indicated  in  his  testimony,  the  specific  views  he 
^expressed  were  his  own  and  not  those  reflecting  a  considered  position 
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of  the  administration."  There  has  been  a  ofood  deal  elicited  based 
on  the  testimony  that  he  gave,  and  I  thonght  it  would  be  well  for 
the  record  to  have  this  clarification. 

Senator  Hart.  The  correspondence  will  be  printed  in  tlie  record. 

[The  letters  referred  to  may  be  found  as  exhibit  5,  at  the  end  of 
Mr.  IVliitehead's  oral  testimony.] 

Senator  IIrttska.  And  the  second  purpose,  Mr.  Chairman,  tliat  I 
want  to  claim  a  minute  or  two,  since  I  will  leave  with  your  permis- 
sion, is  to  recognize  the  terrific  record — civic,  political,  and  public 
service — -that  has  been  compiled  by  Cyrus  Colter  these  last  three 
decades.  It  is  a  remarkable  record  and  I  am  one  of  those  who  have 
been  in  public  service  long  enough  to  know  a  good  record  when  I 
see  one. 

Notwithstanding  the  difference  in  our  political  affiliations  and 
loyalties,  Mr.  Colter,  I  want  to  commend  you  and  congratulate  you 
for  that  record,  and  for  your  willingness  to  come  here  to  speak  from 
the  mountain  of  experience  you  have  acquired  over  all  these  years. 

Mr.  Colter.  Thank  you  Senator  Hruska. 

Senator  Hruska.  I  thank  you,  Mr.  Chairman. 

Senator  Hart.  Thank  you,  Senator,  and  you  do  indeed  describe  my 
feeling  with  respect  to  the  distinguished  career  of  Commissioner 
Colter. 

Conimissioner,  when  I  read  that  testimony,  there  were  a  couple  of 
questions  that  I  wanted  to  develop,  and  I  am  sure  staff  had  others. 

You  outlined  the  responsibilities  of  the  Illinois  Commerce  Com- 
mission, a  five-member  commission. 

Is  your  service  still  fresh  enough  on  it  to  give  us  some  idea  of  the 
staff  which  the  Illinois  Commission  has? 

STATEMENT    OF    CYRUS    J.    COLTER,    FORMER    COMMISSIONER, 
ILLINOIS  COMMERCE  COMMISSION,  CHICAGO,  ILL. 

Mr.  Colter.  Yes,  sir,  Mr.  Chairman. 

I  would  like  to  preface  my  answer  to  your  question  by  thanking 
the  Chairman,  Senator  Hruska,  and  gentlemen,  for  your  courtesy 
to  me,  and  I  feel  that  I  am  not  entitled  t/O  any  explanation  of  the 
absence  of  a  gentleman  as  important  as  you.  You  have  your  respon- 
sibilities. 

I  am  privileged  to  be  able  to  appear  here  and  give  my  views  for 
what  they  are  worth. 

The  Illinois  Commerce  Commission  has  approximately  a  staff 
of  eSOO  persons.  Its  jurisdiction  over  public  utility  operations  in 
Illinois  is  just  about  total.  We  have  the  jurisdiction  of  all  intrastate 
public  utility  operations.  The  staff  has  an  engineering  section  which 
is  broken  down  for  the  telephone  industry,  the  gas  industrv,  the 
electric  industry;  and  we  have  jurisdiction  over  intrastate  railways 
and  bus  operations.  We  have  jurisdiction  of  the  motor  carrier  in- 
dustry. It  is  just  about  a  total  jurisdiction  from  the  point  of  view  of 
intrastate  ]3ublic  utility. 

Senator  Hart.  That  is  about  it,  gas,  electricity,  communications, 
carriei-s. 
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INIr.  CoLTEK.  That  is  right.  I  say  "we"  have.  I  resigned  about  a  year 

ao-o.  but  ves.  •    ^i      tit     • 

'  Senator  Hart.  With  respect  to  the  telephone  rates,  is  the  Illinois 
statute  a  file  and  use  or  a  prior  approval  one? 

Mr.  Colter.  I  beg  vour  pardon? 

Senator  Hart.  Wlth  respect  to  the  telephone  rates,  is  the  Illinois 
statute  a  prior  approval  or  a  file  and  use? 

Mr.  Colter.  This  is  the  way  it  works:  The  companies  file  applica- 
tions for  rate  relief.  The  statute  gives  the  commission  11  months  to- 
deal  with  that.  There  are  two  suspension  periods.  The  commission 
may  suspend  for  an  initial  period  of  4  months,  and  then  if  it  has 
not  disposed  of  the  matter  by  then  it  has  an  additional  6  months  it 
may  resuspend.  But  from  tlie  time  the  filing  is  made,  the  commis- 
sion must  act  one  way  or  another  within  11  months;  if  not,  the  rates- 
go  into  effect  by  operation  of  law. 

Senator  Hart.  You  know  perfectly  well  that  there  are  some  peo- 
ple, including  some  witnesses,  who  argue  that  State  regulatory  com- 
missions have  a  bias,  a  natural  bias,  in  favor  of  the  Bell  System. 
Tliey  reason  it  this  way :  That  because  of  the  long-term  relationships 
which  Bell  ofiicials  and  commission  staff  are  rec{uired  to  have  with 
each  other,  that  this  is  an  inevitable  consequence. 

How  do  you  react  to  that  kind  of  reasoning? 

INIr.  Colter.  Mr.  Chairman,  I  am  ambivalent  on  that.  There  is  a 
danger  there,  and  it  has  been  my  experience  that  Bell  people  have 
looked  u]3on  their  function  as  staying  close  to  the  regulatory  pic- 
ture. It  depends  upon  the  commissioner  involved.  It  depends  upon 
the  State  official  involved.  But  if  he  is  a  supine  individual,  it  is 
possible,  entirely  possible,  for  him  to  overlook  his  unbiased  and  ob- 
jective duty. 

I  do  not  ascribe  and  assign  any  wrongdoing  on  the  part  of  the 
Bell  ofiicials  at  all,  but  it  is  naturally — and  if  I  were  in  their  posi- 
tion, I  v.'ould  want  to  know  what  is  going  on,  and  to  not  do  any- 
thing wrong,  but  to  be  close  to  the  regulatoiy  picture.  So  it  depends- 
on  the  State  regulator  involved,  how  strong  a  person  he  is. 

Senator  Hart.  That  describes  the  problem  of  Government  itself. 

In  your  some  20  years  of  experience,  to  what  extent  did  you  see 
personnel  of  Illinois  Bell  moving  into  the  Illinois  Commerce  Com- 
mission as  staff,  or  Illinois  Commerce  Commission  staff  moving  on 
to  become  associated  with  Illinois  Bell? 

jMr.  Colter.  I  can  say  categorically  that  there,  in  my  opinion, 
has  been  no  coiicertecl  efTort  on  the  part  of  Illinois  Bell  to  infiltrate 
the  operations  of  the  commerce  commission.  Now,  that  does  not  mean 
that  they  do  not  have  personnel  who  ai-e  careful,  who  keep  abreast 
of  what  the  commission  does:  but  there  has  been  no  evidence,  in  my 
opinion,  that  they  have  made  direct  attempts  to  do  that.  It  would 
not  be  successful. 

Senator  Hart.  It  is  my  understanding  that  there  are  about  60 
independent  tele])lione  companies  operating  in  Illinois. 

Mr.  Colter.  Yes,  sir. 

Senator  Hart.  How  do  you  compare  their  rates  and  the  quality  of 
their  service  with  Illinois  Bell? 
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Mr.  CoLTEK.  General  Telephone  Co.  of  Illinois,  Central  Telephone 
Co.,  of  Illinois,  and  some  of  the  other  smaller  companies  give  very 
o-ood  service.  That  has  not  always  been  the  case.  We  had,  10  years 
ajro,  a  considerable  problem  involving  General  Tel,  the  quality  of 
stheir  service.  That  is  no  longer  the  case. 

i3ut  over  a  period  of  years  we  have  had  problems  with  the  quality 
of  telephone  service  on  the  part  of  some  of  the  smaller  independents. 
I  think  the  sitnatiou  in  Illinois  now  is  much  improved;  and  I 
attribute  it  in  some  degree,  to  a  substantial  degree,  to  the  regulatory 
attitude  of  the  Illinois  Commerce  Commission.  They  have  seen  that 
it  is  necessary  to  price  the  service  in  such  a  way  that  the  company  can 
give  good  service.  And  it  has  had  the  stamina,  by  and  large,  to  insist 
that  the  service  be  adequate. 

Senator  Hart.  You  have  made  very  clear  your  concern  about  the 
efl'ect  of  competition  on  price,  particularly  as  it  affects  the  smaller 
companies.  Now  let  me  make  sure  I  am  not  confused.  There  is  no 
way  that  either  the  Bell  System  or  the  regulatoi-  can  isolate  out  the 
least  fortunate  among  us,  the  poor,  the  elderly,  the  ill,  as  opposed  to 
the  general  residential  user;  is  there?  There  is  just  no  ^ay  to  do 
that. 

Mr.  Colter.  That  is  correct. 

Senator  Hart.  They  pay  the  same  rate  as  the  healthy,  the  rich, 
and  the  fortunate. 

Mr.  Colter,  Yes,  sir. 

Senator  Hart.  You  have  indicated  that  business  subsidizes  the 
average  household  telephones.  Last  year  we  had  testimony  from 
the  communications  manager  of  JMontgomery  Ward.  He  said  that 
by  purchasing  their  own  system  and  designing  it  to  serve  their 
comp«4er  system,  Montgomery  Ward  could  save  somewhere  in 
excess  of  $1  million  a  year. 

Now,  if  we  i^rohibit  the  sale  of  interconnect  equipment  and  compel 
]Montgomery  Ward  to  lease  equipment  from  Bell,  it  is  going  to  cost 
them  an  additional  $1  millioi\,  using  his  estimate,  but  Montgomery 
Ward  is  just  going  to  pass  that  on  as  additional  cost  to  the  consumer, 
will  they  not? 

Mr.  Colter.  Yes,  sir;  yes,  sir. 

Senator  Hart.  Assuming  it  is  true  that  business  subsidizes  the 
residential  user,  does  business  not  simply  pass  that  cost  on  to  the 
consumer? 

Mr.  Colter.  Yes,  sir. 

I  would  like  to  make  my  position  clear  here.  The  position  that  I 
urge  is  necessarily  a  narrow  position.  I  would  not  presume,  as  I  said 
in  my  written  statement,  to  advise  this  committee  on  how  it  should 
resolve  this  total  problem.  I  merely  urge  on  the  chairman  and  the 
committee  the  limited  proposition  that  the  residential  telephone  user 
has  been  advantaged  by  the  latitude  the  State  regulator  has  had 
as  a  result  of  these  dollars  that  have  been  available  to  the  State 
regulator  as  a  result  of  this  entire  package  that  the  Bell  System  has 
available  to  the  public. 

Now  that  is  just  one  facet  of  the  entire  problem.  I  concede  that. 
I  do  not  propose,  I  do  not  urge  on  this  committee,  that  this  is  dis- 
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positive  of  the  entire  question.  I  do  not  at  all.  This  is  one  facet  of  it. 
1  think  I  could  characterize  my  position  generally  by  saying  this: 
That  we  have  something  here  today  that  is  worthwhile,  and  I  am 
sui-e  that  the  committee  would  want  to  be  cautious  as  it  proceeds  in 
any  direction  to  examine  Avhat  the  consequences  are  going  to  be  of 
this  action,  and  as  a  State  regulator  I  am  here  to  tell  the  chairman 
and  the  committee  that  I  have  some  concerns,  based  on  my  experi- 
ence, about  what  some  of  the  fallout  will  be  if  these  proposals  were 
to  be  effectuated. 

Senator  Hart.  Senator  Hruska, 

Senator  Hruska.  ]Mr.  Colter,  in  the  process  of  determining  i-ates, 
you  outline  in  your  testimony  so  well  the  steps  that  are  necessary. 

First  of  all,  you  have  to  determine  the  cost  of  doing  business — 
the  cash  flow.  And  then  you  get  into  the  matter  of  how  much,  by 
the  w\ay  of  i-evenue,  must  be  exacted  in  order  to  meet  those  costs,  plus 
a  reasonable  profit. 

Mr.  Colter.  Yes,  sir. 

Senator  Hruska.  But  it  is  when  you  get  the  thorny  part,  as  you 
say  in  your  statement ;  you  are  not  out  of  the  woods  when  you  de- 
termine that.  Then  you  will  have  to  find  out  from  where  those 
moneys  will  come  to  furnish  the  sinews  of  vrar. 

Mv.  Colter.  Yes,  sir. 

Senator  Hruska.  And  then  the  task  is  entered  upon  to  establish 
a  rate  structure  among  the  various  classes  of  customers. 

]Mr.  Colter.  Yes,  sir. 

Senator  Hruska.  Your  statement  at  that  point  says  this :  "It,  too, 
is  the  point  at  which  social  and  philosophical  considerations  in- 
evitably enter  into  the  process." 

Mv.  Colter.  Yes,  sir. 

Senator  Hruska.  Could  you  explain  what  those  social  and  philo- 
sophical considerations  are,  concisely?  And  also  whether  they  are 
good  or  bad. 

Mr.  Colter.  Yes,  sir. 

The  State  regulatory  body  is  quasi-legislative  in  its  function. 
The  members  of  the  Illinois  Legislature  are  our  bosses,  and  by  that 
I  mean  they  require  that  these  quasi-legislative,  administrative 
bodies  in  the"^  State  of  Illinois  reflect  to  a  degi^ee  the  attitudes  of  the 
legislature.  So,  if  the  commission  were  to  sit  up  there  as  a  robot  and 
just  go  right  down  the  line,  according  to  the  letter,  of  everything, 
that  would  not  be  what  is  considered  a  realistic  regulatory  attitude. 
But  the  legislators  from  my  area  of  the  State,  the  black  legislators 
and  the  legislators  representing  poor  people,  want  to  see  their  regu- 
latory body  have  some  blood  in  their  veins  and  some  compassion 
for  the  man  lowest  down  on  the  economic  scale,  so  that  once  the 
State  regulator  has  determined  what  the  earnings  requirement  of  a 
company  is,  then,  as  you  have  said.  Senator  Hruska,  it  has  got  to 
find  out  where  these  dollars  are  coming  from.  It  has  got  to  devise 
tariffs.  It  has  got  to  look  over  the  entire  customer  categoiy  to  find 
out  where  and  from  whom  these  dollars  are  going  to  be  earned. 

And  so  that  is  the  point,  as  you  have  said,  whei-e  the  commission 
makes  public  policy  determinations.  The  last  Bell  case  in  which  I 
participated  was  one  in  which  the  Bell  Co.  had  asked  for  an  increase 
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of  $80-some  million.  Tlie  Illinois  Commerce  Commission  denied  tliem 
about  half  of  that.  They  gave  them  an  increase  of  about  $44  million. 
as  I  recollect.  None  of  that,  Senator,  was  placed  on  the  residential 
customers.  And  when  I  read  some  place  that  the  effect  of  my  posi- 
tion is  minimal,  in  that  it  accounts  for  only  5  percent  of  the  gross 
revenues,  I  very  much  doubt  that.  If  it  were  so  minimal  we  would 
not  have  been  able  to  do  such  a  thing  in  Illinois,  as  to  give  the  en- 
tire rate  increase  to  categories  of  customers  other  than  the  residen- 
tial customer. 

Senator  Hruska.  So  that  what  you  are  telling  us  is  that  that 
philosophy  and  that  aj)proach  is  one,  really,  that  comes  from  the 
authority  that  establishes  the  commission  ? 

Mr.  Colter.  Yes,  sir. 

Senator  Hruska.  And  gives  to  the  commission  the  mission  that 
is  assigned  to  it? 

Mr.  Colter.  Indeed,  sir. 

Senator  Hruska.  And  if  there  is  a  bias  in  favor  of  the  residen- 
tial phone  user,  it  has  that  basis ;  has  it  not  ? 

]Mr,  Colter.  It  has  that  basis.  And  the  Bell  people  do  not  look 
favorably  on  this  regulatory  attitude. 

I  would  say  that  my  position  on  this  thing  does  not  conform, 
possibly,  to  the  position  of  A.T.  &  T.  I  do  not  consider  my  position 
as  being  parallel  entirely  to  the  Bell  position.  I  am  told,  and  have 
been  given  to  understand,  that  the  Bell  people — in  fact,  I  have 
heard  that  John  deButts,  the  chairman  of  A.T.  &  T.,  has  said, 
''Well,  if  that  is  what  they  want  us  to  do,  we  can  live  with  that." 
But  that  is  not  my  position. 

I  think  that  if  changes  were  to  be  made  the  Bell  System  could 
live  T\T.th  it,  but  we  would  have  cost  problems  among  the  State  regu- 
lators, who  would  there  have  to  say,  "Well,  it  costs  the  Bell  Co.,  the 
local  Bell  operating  company,  a  certain  number  of  dollars  costwise 
to  furnish  telephone  service  to  the  I'esidential  subscriber;  and  that 
is  where  it  is  going  to  go.  Those  people  are  going  to  pay;  and  that 
is  not  the  case  now. 

Senator  Hruska.  In  other  words,  the  legislature  in  its  wisdom 
says  tJiey  will  expect  a  policy  that  will  favor  this  type  of  user,  and 
if  the  commission  strays  too  far  from  that  they  get  a  little  more 
specific  in  their  statutory  edits,  do  they  not? 

]Mr.  Colter.  Yes,  sir;  indeed. 

Senator  Hruska.  And  whether  it  is  right  or  wrong  the  members  of 
the  legislature  are  pretty  much  paramount  in  that  field,  and  they 
feel  a  great  SA'mpathy  and,  as  you  put  it,  a  compassion  for  that 
lesidential  telephone  user. 

Mr.  Colter.  Yes,  sir. 

Senator  Hruska.  And  again  I  say,  whether  it  is  riglit  or  wrong, 
there  may  be  degrees  where  maybe  they  could  bo  a  little  more  moder- 
ate in  that  way  or  they  could  be  halfway  over  to  the  other  end,  which 
says  treat  them  all  alike. 

Let  me  -ask  you  whether  the  businessmen  which  buy  interconnection 
equipment,  the  hardware  merchants  who  sell  it  to  them,  and  the  spe- 
cialized common  carriers  of  telephonic  services  have  consideration 
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for  the  residential  users  of  telepliones  that  ^vould  be  comparable  to 
the  consideration  extended  to  them  by  tlie  legislature  'i 

Mr.  Colter.  Well,  hi-st,  they  are  unregulated;  and  I  really,  of 
course,  do  not  know,  categorically,  about  their  attitude.  But  I  would 
suspect  that  they  would  not  have  the  anxiety  and  concern  for  the 
household  telephone  user  tluit  regulators  would  have,  and  that  the 
local  telephone  company  which  is  regulated  would  iiecessarily  have. 
I  see  no  evidence  that  they  would  have  any  anxiety  in  that  regard. 

Senator  Hruska.  So  that  when  we  have  witnesses  here  who  are 
competitors  of  the  big  telephone  monopoly,  and  they  come  in  and 
say,  we  want  to  instill  and  to  insert  into  this  stiaicture  a  competitive 
force,  and  we  want  to  be  able  to  compete  fairly  with  A.T.  &  T. 
and  its  different  Bell  Systems,  let  the  chips  fall  where  they  may, 
they  are  contending  for,  really,  a  protection  of  the  competitor, 
rather  than  the  competition ;  and  they  are  proceeding  on  a  dilf erent 
i^hilosophical  basis  than  the  ones  who  create  your  commission  and 
who  sustain  it  in  its  ratemaking  and  in  its  supervisory  duties;  is 
that  correct? 

Mr.  Colter.  Yes,  sir ;  I  entirely  agree  with  that,  sir. 

Senator  Hruska.  And  that  is  separate  and  apart  from  the  right 
or  wrong  of  it.  But  if  there  were  an  equal  distiibution,  by  the  com- 
puter systems,  of  all  of  the  costs  on  all  of  the  users  of  those  tele- 
plionic  "services  where  would  the  biggest  brunt  of  that  adjustment 
occur  'i 

^h:  Colter.  In  my  opinion  on  the  household  telephone  user. 

Senator  Hruska.  Would  it  be  substantial  ? 

Mr.  Colter.  It  would  be;  in  my  opinion  it  woidd  be  substantial. 

Now,  there  should  be  more  definitive  studies  made  on  this.  I 
have  seen  some  testimony  that  says  you  are  dealing  with  a  very, 
very  small  thing  here;  that  these  people  who  come  in  and  say  that 
this  is  going  to  be  a  gi-eat  burden  on  the  home  telephone  users,  it 
certainly  is  not  so,  because  it  is  minimal.  I  do  not  think  that  is 
true,  but  I  have  not  seen  any  definitive  studies  made  on  that.  It  cer- 
tainly does  not  square  with  my  experience  as  a  regulator.  It  has  been 
very  substantial,  based  on  my  experience. 

Senator  Hruska.  Is  the  lack  of  definitive  studies  so  great  that  it 
would  not  be  possible  to  articulate  an  estimate,  a  guess,  as  to  what 
the  degree  of  increased  cost  would  be  ? 

]Mr.  Colter.  I  really  am  not  in  a  position  to  make  even  a  "guessti- 
mate." I  can  just  state  to  you  what  the  Illinois  Commerce  Commis- 
sion has  done  in  some  of  these  cases,  and  the  last  one  I  mentioned, 
which  is  not  a  nonnal  case.  Now,  I  should  not  make  too  much  of 
the  case  I  alluded  to  a  moment  ago,  in  which  the  entire  increase  was 
placed  on  categories  of  customers  other  than  residential.  That  is  an 
abnormal  case.  But  it  Avas  ]3ossible,  in  that  case,  and  the  case  de- 
veloped, and  the  courts  did  not  say  that  we  were  wrong  in  that 
-case.  So,  tliat  is  about  the  limits  to  which  I  can  go  in  trying  to  say 
how  substantial  it  is.  But  in  my  opinion,  it  is  very  substantial. 

Senator  Hruska.  Of  course,  that  would  vary  from  State  to  State, 
would  it  not? 

]Mr.  Colter.  Yes,  sir. 

Senator  Hruska.  It  would  be  different  in  an  industrial  and  com- 
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mercial  State  like  Illinois,  as  compared,  perhaps,  to  South  Dakota 
or  Nebraska;  maybe  even  Oregon,  Utah,  and  so  on. 

Mr.  Colter.  Yes,  sir. 

Senator  Hruska.  And  the  conditions  would  have  to  be  adjusted 
accordingly ;  would  they  not  ?  The  base  is  different  ? 

Mr.  Colter.  Yes,  sir;  the  base  is  different.  There  is  a  difference 
in  large  industrial  States. 

Senator  Hkuska.  Thank  you,  Mr.  Colter.  Thank  you,  Mr.  Chair- 
man. 

Senator  Hart.  Mr.  Hellerman? 

Mr.  Hellerman.  Thank  you,  Mr.  Chairman. 

Good  morning,  Mr.  Colter. 

Mr.  Colter.  Good  morning,  IMr.  Hellerman. 

Mv.  Hellermax.  On  page  six  of  your  statement  you  ask  the  ques- 
tion:  "How  is  Bell  System's  good  service  possible?" 

I  guess  the  first  question  I  have  is  whether  in  fact  the  Bell  Sys- 
tem's service  is  good.  I  would  like  to  call  your  attention  to  a  gen- 
eral business  customer  study  put  out  by  the  ^Market  and  Service 
Plans  Department,  Research  Section,  A.T.  &  T.,  in  March  of  1971, 
concerning  the  results  of  1,000  personal  interviews  with  general  busi- 
ness customers  in  10  cities  across  the  country,  inchiding  Chicago. 

Among  other  findings,  it  appears  that  42  percent  of  those  inter- 
viewed did  not  find  the  telephone  service  satisfactory.  They  com- 
plained that  servicemen  are  untrained  and  slow.  They  experienced 
dialing  delays.  They  needed  more  line  capacity.  They  wanted  lower 
rates.  And  there  were  complaints  that  operators  were  untrained  and 
rude. 

Would  you  care  to  comment? 

Mr.  Colter.  Yes,  sir,  Mr.  Plellerman.  "What  is  good  service  is,  of 
course,  a  relative  matter.  There  are  many  people  who  are  dissatisfied 
with  all  kinds  of  service,  including  telephone  service  and  including 
Bell  service,  but  it  is  still  the  best  service  in  the  world.  A  personal 
note:  I  happened  to  be  in  Paris  last  September  and  some  business 
friends  of  mine  said  that  they,  in  order  to  call  from  Paris  to  Bel- 
gium, had  to  place  the  application  early  in  the  morning  and  hope 
that  they  would  get  the  call  through  those  few  hundred  miles  at  the 
ejid  of  that  same  day.  So  it  is  a  question  of  what  is  good  service.  X 
think  we  have  the  best  service  in  the  world  in  this  country-.  Xow, 
that  does  not  mean  it  is  perfect;  but  it  is  the  best. 

I  do  not  know  whether  that  is  an  answer  to  your  question  but  that 
is  the  best  comment  I  have  on  it. 

]Mr.  Hellermax.  We  may  have  the  best  service  in  the  world  now, 
but  the  question  is.  can  it  be  better  ? 

Mr.  Colter.  Yes;  it  can  be  better. 

Mr.  Hellermax.  A  recent  Businessweek  article  discussing  com- 
munications around  the  world  indicated  that  telecommunications  in 
Europe  may  be  better  than  ours,  or  pass  ours  in  technology  by 
1980.  I  think  some  of  the  companies  that  are  trying  to  get  into  tliis 
equipment  field  are  introducing  at  a  much  faster  rate  the  new 
electronic  equipment. 

]\Ir.  Colter.  Yes:  I  see  your  f)oint.  You  are  asking  if  I  may  char- 
acterize the  way  in  which  I  understand  your  question,  whether  or 
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not  a  competitive  system  would  conduce  to  better  service,  wlietlier 
or  not  the  recrulation  is  doing:  the  job,  or  whether  or  not  better  serv- 
ice would  result  if  regulation  were  helped  by  this  competitive  as- 
pect that  some  propose. 

I  am  not  able  to  say  that  that  would  not  have  some  benehcial 
effect,  but  I  am  here  to" point  out  some  of  the  concerns  I  have  about 
people  who  want  to  go  i]i  that  direction.  After  the  committee  studies 
this  entire  testimony  it  may  conclude  overall  that  what  your  ques- 
tion purports  to  elicit  is  the  direction  in  which  the  country  should 
be  taken. 

Mr.  Hellermax.  Mr.  Colter,  in  your  testimony  you  cite  one  of 
the  major  reasons  for  good  service  is  that  the  Bell  System  is  a  single 
integrated  enterprise.  Is  it  your  opinion  that  in  order  to  provide 
good  telephone  service  it  must  be  an  integrated  company,  or  that  if 
you  own  a  manufacturing  company  you  may  be  in  a  position  to  pro- 
vide better  service  to  your  customers? 

Mr.  Colter.  I  think  that  is  true. 

There  is  a  virtue  that  exists  in  this  integration,  and  if  you  con- 
sider the  objective  as  being  one  of  efficient,  unhindered  service  than  I 
think  this  integration  is  a  virtue.  Now,  that  does  not  mean  that  it  can- 
not have  some  social  by-products  that  are  not  good.  It  is  a  function 
of  this  connnittee  to  look  into  that,  but  it  is  my  position  that  there 
are  direct  benefits  that  flow  from  this  one  integrated  system. 

Mr.  Heelermax.  Ave  you  saying  then  that  the  1,700,  1,800,  inde- 
pendent telephone  companies  which  do  not  have  manufacturing 
facilities  are  not  in  a  position  to  benefit  theii-  customers? 

]Mr.  Colter.  Xo,  sir;  I  do  not  say  that,  ]Mr.  Hellerman.  Some  of 
the  companies,  of  course,  do  have  their  own  manufacturing  sub- 
sidiaries, but  I  would  not  say  that  if  a  company  does  not  have  its  own 
manufacturing  arm  that  it  is  unable  to  give  adequate  service.  It  is. 
up  to  the  regulators  in  those  States  to  see  to  it  that  the  companies 
are  maintained  in  a  financially  healthy  condition,  number  one;  and 
then  that  they  are  required  by  the  regulatory  policy  of  their  body 
to  give  adequate  service.  That  is  one  of  the  functions  and  the 
obligations  of  a  State  regulatory  bod}^ 

Mr.  Hellermax.  Are  the  independent  telephone  companies  which 
are  not  affilated  with  manufacturing  facilities  not  unencumbered 
with  the  concern  of  the  financial  success  of  that  company  and  free 
to  go  out  and  purchase  the  best  available  equipment,  with  the  latest 
features  and  at  the  lowest  cost? 

Mr.  Colter.  Yes,  sir;  and  that  can  work  two  ways.  Tiiey  ixve  un- 
encumbered from  some  of  the  disadvantageous  effects,  but  they  are 
also  benefited  by  some  of  the  advantageous  effects  of  integration. 

Mr.  Chumbris.  If  counsel  will  yield  at  this  point. 

Mr.  Hellerman  is  trying  to  make  a  comparison  between  A.T.  &  T., 
with  its  integrated  setup,  and  the  1,800  independent  companies  with 
their  setup,  whether  they  are  ni  a  position  to  be  an  integrated 
company  or  not.  Would  you  like  to  comment  on  the  abilitv  of  the 
1,800  companies,  whether  they  are  in  a  position  throudi  efficiencies, 
ability  to  gain  capital,  et  cetera,  to  integrate  as  A.T.  &  T.  has  over 
the  vcars  that  they  have  been  in  operation. 

Mr.  Colter.  Yes,  sir,  Mr.  Chumbris.  I  know  of  some  situations 
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in  which  small  telephone  companies  have  been  taken  advantage  of 
bv  mannf acturing  companies,  manufacturers  of  telephone  equipment ; 
and  that,  of  course,  is  not  true  across  the  board,  but  it  is  possible. 
So  it,  as  I  said,  can  work  both  ways,  depending  on  the  individual 
sitiuition. 

Mr.  Hellerman.  In  your  prepared  testimony,  at  the  bottom,  I  am, 
not  certain  as  to  what  you  mean  in  the  last  sentence,  particularly  the 
part  of  the  sentence  dealing  with  "the  special  interest  entities  that 
would  like  to  take  over  Bell's  research  and  development  efforts  and 
its  manufacturing  business." 

I  am  not  aware  tliat  any  of  the  proposed  structural  changes  of 
the  industry  included  the  sale  or  acquisition  of  Bell  Telephone 
Laboratories,  or  Western  Electric,  to  any  corporate  entity. 

Mr.  Colter.  Well,  may  be  I  am  concerned  about  something  that 
is  not  imminent,  but  I  was  making  this — and  there  was  another  point 
at  which  I  am  talking  about  the  virtues  of  integration  and  you  see, 
my  basic  problem  here  is  the  solicitude  that  the  people  who  want 
to  enter  this  competitive  picture  say  they  have  for  the  public  good. 
The  directors  of  those  companies  want  those  companies  in  there 
to  get  that  business,  and  there  is  nothing  Vv'rong  with  that.  Thank 
goodness  we  still  have  that  system  of  government  in  this  country, 
that  system  of  enterprise  in  this  country.  But  whether  or  not  it  is 
going  to  help  the  regulatory  picture  is  something  that  concerns  me ; 
to  have  an  unregulated  enterprise  that  comes  in  and  competes  with 
a  regulated  enterprise  has  problems  for  me. 

Mr.  Hellermax.  In  you  discussion  earlier  this  morning,  and  in 
your  prepared  testimony,  comparing  residential  and  business  rates, 
is  it  true  that  the  expenses  related  to  business  services  are  substan- 
tially higher  than  residential  service,  that  there  is  higher  usage,  more 
internal  moves,  and  in  effect  more  complex  equipment  than  residen- 
tial ? 

Mr.  Colter.  I  would  think  that  is  true. 

Mr.  Hellerman.  And  for  that  reason,  it  is  not  unreasonable  that 
the  rates  for  business  services  would  be  higher  than  residential. 

j\Ir.  Colter.  Yes. 

Mr.  Hellerman.  Are  you  familiar  with  the  recent  staff  testimony 
of  the  New  York  Public  Service  Commission  which  testified,  in 
effect,  that  residential  rates  may  be  subsidizing  business  rates? 

Mr.  Colter.  I  am  not  familiar  with  that  study,  but  I  just  cannot 
believe  that  is  true. 

Mr.  Hellerman.  Are  you  familiar  with  the  recent  Dittberner  re- 
port which  came  to  the  same  conclusion? 

Mr.  Colter.  I  read  something  about  it  in  one  of  the  local  news- 
papers. I  also  read  in  that  same  news  article  considerable  doubts 
and  hedging  engaged  in  with  respect  to  that  study,  too,  by  the 
people  who  made  it. 

Mr.  Hellerman.  Groing  back  to  the  time  when  you  were  a  commis- 
sioner, were  the  commission  and  the  staff'  able  to  get  necessary  and 
requested  information  from  Illinois  Bell,  Western  Electric,  A.T.'  &  T., 
to  be  in  a  position  to  know  the  cost  of  service,  to  know  the  cost  of 
equipment? 
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]\Ir.  CoLTEK.  That  is  a  good  question ;  and  it  is  not  an  easy  one  for 
nie  to  answer,  because  there  have  been  situations  in  which  the  infor- 
mation was  not  readily  forthcominc:,  and  there  have  been  situations 
in  which  we  have  had  "to  dig  pretty  hard  to  get  some  of  the  informa- 
tion. 

The  exphmation  for  that  has  been  that  the  category  of  information 
that  was  requested  by  the  commission  was  not  kept  by  the  company 
in  that  form  in  those  categories  and  that  we  were  asking  for  some- 
thing that  they  actually  did  not  have,  and  that  it  would  take  some 
time  to  acquire  that  and  to  pass  it  on  to  us.  Sometimes  we  felt  that 
maybe  that  was  not  entirely  foilhright,  but  I  am  not  here  to  say 
that  thevQ  was  any  bad  motivation  on  their  part.  But  there  have  been 
situations  in  which  it  has  been  difficult  for  us  to  get  exactly  the  in- 
formation that  we  wanted. 

Mr.  Hellekman.  Your  problems  apparently  have  not  been  unique. 
"We  heard  earlier  testimony  from  Mr.  Graver  concerning  the  Mich- 
igan Public  Service  Commission. 

In  fact,  in  an  order  of  Decmebr  21,  1973,  it  says,  in  part,  on  page 
■oo — - 

The  Commission  finds  that  applicant  [Michigan  Bell]  does  not  maintain  its 
accounMng  records  to  correspond  with  particular  product  lines  or  service  offer- 
ings, or  does  not  directly  associate  units  of  equipment  with  the  actual  cost  of 
any  partticular  type  of  telephone  equipment. 

And  the  California  Commission,  in  a  case  involving  Fisher 
Berkeley  Corp.  and  Pacific  Telephone  &  Telegraph  found  that  West- 
ern Electric  prices — 

*  *  *  may  be  set  and  charged  without  reference  to  cost  or  by  arbitrary  modi- 
fication of  the  allocation  of  manufacturing  costs  reflecting  undisclosed  motives 
and  policies  and  management. 

The  problem  of  getting  information  on  costs  is  not  unique  only 
to  the  State  regulatory  bodies.  In  the  overview  hearing  of  the  Fed- 
eral Communications  Commission  on  Marcli  26  and  27  of  1974,  Mr. 
"Wiley  indicated,  in  connection  with  their  phase  II  study,  that  "it 
has  taken  longer  than  anticipated,  in  part  due  to  stall'  access  to 
needed  information." 

W^hen  you  were  on  the  commission  there  was  an  order  issued 
March  21,  1973,  in  connection  with  Touch  Tone  service  and  equip- 
ment. I  would  be  surprised  if  you  could  remember  that  case,  but  what 
is  interesting  is  that  the  last  ordering  paragraph  says — 

Illinois  Bell  shall  immediately  make  a  cost  study  relating  to  Touch  Tone 
service  and  equipment  to  be  completed  within  6  months  from  date  thereof  and 
results  thereof  immediately  submitted  to  this  commission. 

Is  that  at  all  familiar  ? 

yir.  Colter.  I  do  not  remember  that  particular  paragraph,  but  I 
do  know  that  in  many  of  our  rate  orders  in  1971,  1972,  and  1973,  we 
did  require  some  costing  information  to  be  furnished  to  the  commis- 
sion. 

Mr.  Hellerman.  Was  that  expected  to  be  detailed  material? 

Mr.  Colter.  Yes ;  it  was  expected  to  be  in  sufficient  detail  to  enable 
the  commission  to  get  some  understanding  of  what  it  cost  to  provide 
that  category  of  service. 
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Mr.  Hellerman.  On  September  24,  1973,  the  Illinois  Bell  Tele- 
phone Co.  filed  with  the  Illinois  Commerce  Commission,  in  response 
to  that  order,  a  sinfrle  page  which  constituted  their  total  submission. 
It  seems  as  though  there  was  not  complete  cooperation  or  compliance 
with  that  order. 

Mr.  Colter.  I  was  not  on  that  commission  at  that  time  when  the 
filing  was  made,  but  I  am  frank  to  say  that  I  do  not  think  that  without 
knowing  all  of  the  facts  and  circumstances  I  would  categorize  that  as 
being  an  insufficient  response  to  the  commission's  order. 

Mr.  Hellermax.  ]\rr.  Chairman,  I  have  no  further  questions. 

Senator  Hart.  Thank  you  very  much,  Mr.  Colter,  for  a  very  useful 
contribution. 

Mr.  Colter.  Thank  you,  Mr.  Chairman,  for  your  courtesy. 

[The  following  was  received  for  the  record.  Testimony  resumes  on 
p.  4009.] 

MATERIAL   RELATING   TO   THE   TESTIMONY   OF   MR.    COLTER 

(Exhibits  1-4  commence  on  p.  3809) 

Exhibit  5. — Order  of  Illinois  Commerce  Commission  Re  Complaint  as  to  Touch- 
Tone  Surcharye 

State  of  Illinois — Illinois  Commerce  Commission 
57368,  Consolidated,  57395 

Illinois  Bell  Telephone  Company 

Proposed  rate  treatment  for  Touch-Tone  Calling  Service  in  connection  with 
customer-provided  commnnications  systems  and  switchboard-type  attend- 
ant positions  of  manual  and  dial  PBX  systems. 

Arcata  Communications,   Inc.   and   Fkivate   Tele-Commxjnications,    Inc.   vs. 
Illinois  Bell  Telephone  Company 

Complaint  as  to  discrimination  as  to  Touch-Tone  surcharge  in  the  State 
of  Illinois. 

ORDER 

By  the  Commission :  On  April  13.  1972,  Illinois  Bell  Telephone  Company 
("Illinois  Bell")  filed  Ill.C.C.  No.  1,  Section  9,  10th  Revised  Sheet  No.  2,  pro- 
posing a  monthly  rate  of  $4  per  trunk  for  Touch-Tone  Calling  Service  in  con- 
nection with  customer-provided  communications  systems  and  switchboard-tyiie 
attendant  positions  of  manual  and  dial  PBX  systems,  to  become  effective  on 
May  15,  1972. 

It  appeared  from  an  examination  of  said  proposed  tariff  that  the  Com- 
mission at  its  offices  in  Chicago,  Illinois,  and  thereafter  were  continued  with- 
pending  such  hearing  and  decision  thereon,  the  proposed  rates  should  not  go 
into  effect.  On  May  10,  1972,  the  Commission  entered  its  order  suspending  the 
proposed  tariff  until  September  23,  1972,  and  on  September  6,  1972,  resuspended 
same  until  March  23,  1973. 

On  ]\Iay  10,  1972,  Arcata  Communications.  Inc.  and  Private  Tele-Communica- 
tions, Inc.  ("Complainants")  filed  their  verified  joint  complaint  against  Illinois 
Bell  alleging  that  the  aforesaid  tariff  was  discriminatory  in  that  it  favored 
users  of  Illinois  Bell-provided  PBX  equipment  and  telephone  systems  and 
service  over  users  of  independently-provided  PBX  equipment  and  telephone 
systems  and  service. 

Pursuant  to  notice  to  Illinois  Bell  and  Complainants  both  matters  came  on 
for  hearing  on  .Tune  21.  1972,  before  a  duly  authorized  Examiner  of  the  Com- 
mission at  its  officies  in  Chicago.  Illinois,  and  thereafter  were  continued  with- 
out hearing  from  time  to  time  until  November  6,  1972.  On  October  13.  lS72, 
the  Commission,  on  its  own  motion,  consolidated  both  matters  for  the  jmrpose 
of  hearing  and  order.  Further  hearings  were  held  on  November  15.  Decem- 
ber 15,  1972,  and  on  January  10,  February  7,  February  12  and  February  26, 
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1973,  on  which  latter  date  the  matter  was  marked  "Heard  and  Taken."  At  said 
hearings  all  the  parties  were  represented  by  counsel  and  a  member  of  the 
Telephone  Section  of  the  Engineering  Staff  of  the  Commission  entered  his  ap- 
pearance. Oral  and  documentary  evidence  was  offered  and  at  the  conclusion  of 
the  hearings  briefs  were  submitted  by  the  parties. 

Illinois  Bell's  General  Rate  Supervisor  testified  that  the  Company  presently 
recovers  a  charge  on  a  per  line  basis  for  the  Touch-Tone  capability  of  both  the 
telephone  instrument  and  the  central  office  equipment  furnished  in  connection 
with  individual  and  party  line  central  office  service ;  for  Touch-Tone  associated 
with  Centrex-tyiie  service  it  recovers  an  additional  charge  per  line ;  and  from 
its  own  PBX  customers  it  recovers  the  charge  for  both  terminal  equipmejit  and 
central  office  Touch-Tone  capability  through  an  additional  charge  imposed  in 
the  PBX  equipment  tariff  schedules,  no  charge  being  associated  with  theX 
trunk.  Therefore,  with  the  utilization  of  customer-owned  PBX  equipment  it 
became  necessary  to  propose  a  tariff  to  offer  Touch-Tone  capability  to  such 
customers  for  a  PBX  trunk  at  a  price  that  was  related  to  the  additional  cost 
associated  with  the  central  office  equipment  requirements. 

He  stated  that  in  determining  a  fair  and  reasonable  rate  the  Company 
concluded  it  cost  approximately  $536  per  month  to  provide  Touch-Tone  capa- 
bility to  PBX  trunks  in  the  average  Illinois  Bell  central  office:  that  the  aver- 
age Touch-Tone  development  of  a  central  office  required  about  4,800  lines  capa- 
ble of  handling  Touch-Tone  signalling,  and  that  about  75  per  cent  would 
actually  be  assigned  for  u.se  by  customers,  of  which  number  about  133  would 
be  PBX  trunks.  Applying  the  figure  of  $536  to  these  133  PBX  trunks  resulted 
in  an  average  cost  of  approximately  $4  per  line,  which  is  the  rate  Illinois 
Bell  seeks  in  its  tni-iff  herein. 

Complainants  offered  testimony  and  docmnentary  evidence,  and,  by  cross- 
examination  of  Illinois  Bell's  witnesses,  sought  to  support  their  contention  that' 
the  proposed  rate  for  Touch-Tone  signalling  was  (1)  not  cost  justified,  (2) 
tli.scriminatory,  and   (3)   anti-competitive. 

They  contend  that  Illinois  Bell  did  not  offer  sufficient  evidence  in  this  record 
to  support  their  alleged  cost  of  providing  Touch-Tone  capability  to  PBX  cus- 
tomers, disputing  the  development  of  a  hypothetical  central  office  example 
equipped  with  Touch-Tone  capability  where  no  per  cent  of  use  was  determined 
as  to  each  category  of  ser\-ice,  e.g..  residence,  business,  centrex  and  PBX.  but 
■only  for  PBX  based  on  a  busy-hour  usage  when  PBX  is  at  its  peak ;  that  Touch- 
Tone  central  office  equipment  is  the  same  for  residence,  business  and  PBX 
service,  and  the  rates  of  the  other  services  are  $1.50  and  $2.00  per  month 
respectively ;  that  a  total  average  of  all  Touch-Tone  services  would  result  in 
n  cost  of  about  60  to  70  cents  per  line. 

Further,  they  claimed  that  without  regard  to  equipment  costs,  comparing 
the  rate  charged  Illinois  Bell  PBX  customers  having  Touch-Tone  capability 
on  a  per  trunk  basis  with  the  proposed  rate  to  be  charged  customers  with 
privately-O'omed  equipment  on  a  per  station  basis,  w<iuld  result  in  the  latter 
generally  paying  considerably  high  rates.  Complainants  agreed  that  if  Illi- 
nois Bell  would  file  a  tariff  whereby  all  customers  would  pay  for  their  Touch- 
Tone  service  equally  on  the  same  basis,  it  would  become  immaterial  what  the 
average  ratio  of  tnniks  of  stations  for  the  average  PBX  Touch-Tone  cu.stomer. 

Complainants  also  contended  that  a  proposed  tariif  which  is  anti-competitive 
IS  a  concern  which  is  intimately  connected  with  a  finding  of  whether  such 
tariff  is  in  the  public  interest.  They  urged  the  Commission  to  consider  legiti- 
mate business  ends  and  the  ability  to  compete  successfully  in  its  determination 
and  approval  of  rates  which  are  neither  uniust.  imreasonable,  discriminatory, 
preferential  or  prejudicial.  Although  the  Illinois  courts  have  not  specifically 
considered  this  question.  Complainants  cited  authority  for  same  in  a  United 
States  Supreme  Court  decision  requiring  the  Interstate  Commerce  Commi.ssion 
to  consider  anti-competitive  effects.  Denver  <f-  R.G.S.  vs.  TJ.  a"?.  387  F.S.  485 
(1067)  :  and  a  recent  California  decision  which  stated:  "A  utility  tariff  which 
is  significantly  anti-competitive  would  be  unlawful  xmle.ss  justified  by  an  over- 
riding public  interest  .  .  ."  Com-V-Trnl  Corp.  v.  General  Telephone  Company, 
California  PI'C.  Case  No.  9.323    (1972). 

The  Commission,  having  considered  the  entire  record  herein  and  being  fully- 
advised  in  the  premises,  is  of  the  opinion  and  finds  that : 

n)  Illinois  Bell  Telephone  Company,  an  Illinois  corporation  with  its  prin- 
cipal offices  in  Chicago.  Illinois,  is  engaged  in  the  business  of  supply  telepSione 
and  communication  service  to  the  public  throughout  various  parts  of  the  State 
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of  Illinois  and,  as  such,  is  a  public  utility  within  the  meaning  of  an  Act  en- 
titled, "An  Act  concerning  public  utilities,"  as  amended; 

(2)  The  Commission  has  jurisdiction  over  the  Company  and  the  subject  mat- 
tei"  herein ; 

(3)  Proper  notice  of  the  proposed  rates  was  published  in  accordance  with  the 
provisions  of  the  Illinois  Public  Utilities  Act,  and  notice  of  the  hearings  was 
given  to  Complainants  and  to  the  Company  pursuant  to  the  rules  and  regula- 
tions of  the  Commission ; 

(4)  The  tariff  filed  by  Illinois  Bell  proposing  the  rate  treatment  for  Touch- 
Tone  calling  service  in  connection  with  customer-provided  communications 
systems  and  switchboard-type  attendant  positions  of  manual  and  dial  PBX 
systems,  could  result  in  customers  with  privately-owned  equiptment  paying  con- 
siderably more  for  Touch-Tone  service  than  customers  with  Illinois  Bell  equip- 
ment would  pay  for  such  service  and,  therefore,  such  tariff  is  discriminatory 
and  should  not  be  approved ; 

(5)  A  rate  should  be  established  for  Touch-Tone  Calling  Service  in  connec- 
tion with  customer-provided  counnunications  systems  and  switchboard-type 
attendant  positions  of  manual  and  dial  PBX  systems  that  is  the  same  for  cus- 
tomers using  Illinois  Bell  PBX  equipment; 

(6)  A  proposed  monthly  rate  for  PBX  trunks  with  Touch-Tone  capability 
of  $4  each  is  deemed  reasonable  and  proper  subject  to  a  cost  of  sen^ice  study 
to  be  made  to  determine  appropriate  cost  associate  rates  for  Touch-Tone  capa- 
bility in  connection  with  residence,  business  and  PBX  service ; 

(7)  Illinois  Bell's  tariff  Ill.C.C.  No.  1,  Section  9,  10th  Revised  Sheet  2, 
cancelling  9th  Revised  Sheet  2,  should  be  cancelled  and  annulled ; 

(8)  Illinois  Bell  should  be  authorized  to  file  tariff  schedules  providing  Toucli- 
Tone  Calling  Service  at  rates  as  set  forth  in  Findings  (5)  and  (6)  hereof,  to 
become  effective  within  five  (5)  days  after  the  date  of  the  filing  thereof; 

(9)  The  rate  to  be  charged  for  Touch-Tone  Calling  Service  as  set  forth  in 
Finding  (6)  hereof  shall  not  apply  to  Illnois  Bell's  customers  presently  using 
Illinois  Bell  PBX  equipment  for  a  period  of  2  years,  after  which  time  the 
pi-oposed  rate  shall  become  effective  as  to  such  customers  without  further 
order  of  this  Commission ; 

(10)  Illinois  Bell  should  be  authorized  to  file  tariff  schedules  providing  for 
an  installation  charge  and  monthly  rate  for  Illinois  Bell  PBX  equipment 
with  Touch-Tone  capability  in  addition  to  the  PBX  trunk  rate  for  Touch-Tone 
Calling  Service  set  forth  in  Finding  (6)  hereof; 

(11)  Any  objections  and  motions  made  in  these  pj-oceedings  that  remain 
shall  be  considered  disposed  of  in  a  manner  consistent  with  the  ultimate  con- 
clusions herein  contained. 

It  is  therefore  ordered  by  the  Illinois  Commerce  Commission  that  Illinois 
Bell  Telephone  Company's  tariff  schedule  Ill.C.C.  No.  1,  Section  9,  10th  Re- 
vised Sheet  2,  cancelling  9th  Revised  Sheet  2,  be,  and  is  hereby,  permanently 
cancelled  and  annulled. 

It  is  further  ordered  that  Illinois  Bell  Telephone  Company  be.  and  is  hereby, 
authorized  to  file  new  tariffs  in  accordance  with  Findings  (5),  (6).  (8)  and 
(10)  hereof,  provided,  however,  such  tariffs  shall  not  apply  to  Illinois  Bell's 
customers  presently  using  Illinois  Bell  PBX  equipment  for  a  period  of  two 
years  in  accordance  with  Finding    (9)    hereof. 

It  is  further  ordered  that  any  objections  and  motions  made  in  this  proceed- 
ing that  remain  shall  be  disposed  of  in  a  manner  consistent  with  the  ultimate 
conclusions  contained  herein. 

It  is  further  ordered  that  Illinois  Bell  shall  immediately  make  a  cost  study 
relating  to  Touch-Tone  service  and  equipment,  to  be  completed  within  six 
(6)  months  from  the  date  hereof,  and  the  results  thereof  immediately  submitted' 
to  this  Commission. 

By  order  of  the  Commission  this  21st  day  of  March,  1973. 
,  (Signed)     INIauvin  Lieberman. 

CJiairiiian. 

[SEAL] 
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Exhibit  6. — Illinois  Bell  Telephone  Co.  Touch-Tone  Cost  Study 
Illinois  Bell  Telephone  Co.,  State  of  Illinois 
touch-tone  cost  study,  central  office  equipment,  as  of  dec.  31,  1972 

First  costs 
TA'pe  office:  „     ^   ,    „^^ 

^     Step-by-step $2.  301,  800 

Number  1  Crossbar 6.  155,  200 

Number  5  Crossbar 5,  078,  700 

Electronic 670,  700 

Subtotal 14,  200.  400 

Less  coin 196,  000 

Total 14,010,400' 

Senator  Hart.  Our  next  witness  is  one  of  those  persons  accurately 
described  as  needing  no  introduction.  Dean  Rostow  could  be  identi- 
fied as  a  scholarly  writer,  an  effective  teacher,  a  vigorous  public  serv- 
ant. He  comes  to  us  this  morning  perhaps  more  as  the  former  chair- 
man of  the  Presidential  Task  Force  on  Telecommunications  than 
the  foi-mer  dean  of  the  Law  School  of  Yale,  or  distinguished  Under 
Secretary  of  State.  But  Ave  welcome  him  in  his  many  roles. 

STATEMENT  OE  EUGENE  V.  ROSTOW,  STERLING  PROEESSOR  OE  LAW 
AND  PUBLIC  AEFAIRS,  YALE  UNIVERSITY,  NEW  HAVEN,  CONN. 

INIr.  Rostow.  Thank  you  very  much,  Mr.  Chairman.  I  appreciate 
your  kindness. 

It  is  always  a  privilege  and  a  pleasure  for  me  to  be  before  this 
subcommittee,  and  especially  before  you. 

And  on  behalf  of  A.T.  &  T.,  at  whose  request  I  am  here  today, 
I  should  also  say  I  appreciate  tlie  opportunity  which  you  have 
graciously  afforded  that  company  for  approximately  2  days  to  pre- 
sent their  affirmative  case  on  some  of  the  problems  raised  by  your 
bill. 

I  might  explain  for  the  stenographer's  benefit  that  I  am  an  in- 
veterate, incurable  perfectionist  in  dealing  with  manuscripts.  I 
have  made  a  few  textual  changes  by  way  of  improving  and  clarify- 
ing the  text  you  have  received.  The  stenographer  can  rely  on  that 
text  but  will  note  a  few  changes  as  I  go  along. 

My  name  is  Eugene  V.  Rostow,  and  I  live  in  New  Haven.  I  am 
Sterling  Professor  of  Law  and  Public  Affairs  at  Yale,  where  I  re- 
ceived my  bachelor's  degree  in  19o3  and  an  LL.B.  in  1937.  I  did 
graduate  work  in  economics  as  a  Henry  Fellow  at  King's  College, 
Cambridge,  in  1933  and  1934. 

I  joined  the  Yale  facidty  in  1938,  after  a  year  of  practice  with  the 
New  York  law  firm  which  was  then  known  as  Cravath,  cleGersdorff,. 
Swaine  &  Wood,  and  I  have  been  a  member  of  the  Yale  faculty  ever 
since. 

One  of  my  major  professional  interests,  in  and  out  of  academic 
life,  has  been  to  combine  the  use  of  law  and  economics  in  the  study 
of  public  policy.  ITutil  19r).5,  when  I  liecame  dean  of  the  Yale  Law 
School,  a  post  which  I  held  until  1965,  I  devoted  half  my  teaching" 
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schedule  to  a  seminar  on  the  public  control  of  business  which  was 
available  both  to  law  students  and  to  graduate  students  in  economics. 
In  that  period.  I  was  a  member  of  the  faculty  of  economics  of  the 
Yale  Graduate  School  and  regularly  supervised  Ph.  D.  theses  in  eco- 
nomics. 

During  a  visiting  term  at  the  University  of  Chicago  Law  School 
in  1941,  I  helped  to  start  a  course  on  economic  planning  which  was 
directed  to  the  entire  legal  system  for  economic  planning  rather 
than  to  the  economic  and  legal  problems  of  market  organization 
alone.  I  continued  that  experiment  when  I  returned  to  Yale  after 
the  Second  World  War.  The  process  resulted  in  my  book,  "Planning 
for  Freedom,"  which  was  published  in  1959.  I  am  now  working  on  a 
revised  edition  of  that  book. 

I  have  long  taught  courses  on  the  antitrust  laws  and,  less  fre- 
quently, courses  and  seminars  on  regulated  industiies  as  well.  I  have 
also  served  as  a  visiting  professor  at  Oxford  and  Cambridge  Uni- 
versities, where  several  of  my  lecture  courses  dealth  with  policy 
problems  embi'acing  both  law  and  econom.ics.  In  1962  I  was  awarded 
the  academic  degree  of  LL.D.  by  Cambridge  University  on  the  basis 
of  my  scholarly  publications.  I  attach  for  your  record,  as  appendix 
A.  a  list  of  those  publications  which  deal  with  economic  policy  and 
economic  regulation. 

[Appendix  appears  in  exhibit  1  at  the  end  of  Mr.  Rostow's  oral 
testimony.] 

Mr.  RosTOW.  During  World  War  II,  I  worked  in  the  Government 
on  lendlease  matters  and,  more  broadly,  as  executive  assistant  to 
Dean  Acheson,  who  was  then  Assistant  Secretary  of  State  for 
Economic  Affairs.  In  1949  and  1950  I  was  executive  assistant  to  the 
Secretary  General  of  the  Economic  Commission  for  Europe,  an 
organ  of  the  United  Nations  located  in  Geneva,  Switzerland. 

Between  September  1966  and  January  20,  1969,  I  was  Under  Sec- 
retary of  State  for  Political  Atfairs.  In  that  position,  despite  its 
designation,  I  was,  among  other  things,  the  Department's  senior  offi- 
cer on  economic  matters,  being  the  U.S.  Deputy  Governor  of  the 
International  IMonetary  Fund  and  the  International  Bank  for 
Reconstruction  and  Development,  and  I  was  responsible  for  a  num- 
ber of  programs  in  the  fields  of  trade,  monetary  policy  aid,  and 
telecommunications.  As  Under  Secretary,  I  was  also  Chaimian,  as 
you  have  noted,  Mr.  Chairman,  of  the  President's  Task  Force  on 
Communications  Policy,  w^hose  final  report  was  filed  in  December 
1968. 

I  have  served  also  on  other  public  bodies  dealing  with  national 
and  international  economic  problems,  particularly  the  Attorney  Gen- 
erals  National  Committee  to  Study  the  Antitrust  Laws,  during 
tlie  early  1950's,  and  on  study  groups  organized  by  the  Council  on 
Foreign  Relations,  in  New  York,  and  the  Atlantic  Council  of  the 
United  States,  in  Washington.  In  addition,  I  have  appeared  for 
private  clients  from  time  to  time  before  congressional  committees,  the 
Interstate  Commerce  Commission,  the  Federal  Communications 
Commission,  and  the  courts. 

I  come  before  you  today,  as  I  remarked  earlier,  at  the  request  of 
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the  American  Telephone  &  Telearapli  Co.,  to  comment  on  S.  1167^ 
the  proposed  Industrial  Reoroanization  Act,  particularly  as  it  would 
apply  to  the  Bell  System,  and  on  some  of  the  broader  problems  as- 
sociated with  recent  attempts  to  enlarge  the  area  of  competition  in 
regulated  industries.  In  this  opening  statement  I  have  tried  to  pre- 
sent an  overview  of  the  problem  in  the  perspective  of  my  own  policy 
interests  and  preoccupations,  leaving  to  other  witnesses  the  detailed 
examination  of  particular  facets  of  the  matter. 

While  this  opening  statement  will  be  largely  concerned,  ISIr, 
Chairman,  with  the  "impact  of  your  bill  on  the  Bell  System,  I 
should  briefly  note  my  opposition  to  the  bill  on  more  general 
grounds. 

Like  most  students  of  national  economic  policy,  and  indeed,  like 
most  citizens,  I  fully  support  the  goals  which  you  have  so  eloquently 
identified  as  the  objectives  of  your  bill.  I  have  concluded,  however, 
that  the  means  you  have  proposed  to  achieve  these  ends  are  im- 
proper in  themselves,  and  that  they  rest  on  erroneous  economic 
theories.  As  a  method  for  dealing  with  the  genuine  economic  prob- 
lems of  oligopoly  and  monopolization  in  the  economy,  the  bill,  I 
find,  is  over  broad  and  unnecessary.  And  finally,  I  submit,  the  en- 
forcement machinery  contemplated  by  the  bill  duplicates  our  exist- 
ing enforcement  machinery  and  does  so  in  a  notably  cumbersome 
and  ineffective  way. 

Now,  let  me  briefly  explain  the  reason  why  I  have  reached  these 
three  general  conclusions.  I  can  sum  up  my  views,  I  think,  by  say- 
ing that  the  passage  of  the  bill  could  not  contribute  to  the  fulfill- 
ment of  the  purposes  the  chairman  has  in  mind.  On  the  contrary,  I 
believe  that  such  action  by  the  Congress  would  constitute  a  tragic  set- 
back for  the  common  cause. 

Why  do  I  say  that  the  means  proposed  in  S.  1167  are  improper? 
Because  I  think  the  bill  would  impose  drastic  penalties  on  people  who 
have  not  violated  any  law,  and  whose  conduct  has  not  been  found 
by  Congress  to  constitute  a  serious  problem  of  public  policy.  I  do 
not  hei'e  use  the  word  "penalties"  in  a  narrow  sense.  I  shall  not 
consider  the  questions — real  though  I  believe  them  to  be — whether 
the  bill,  if  passed,  would  be  a  bill  of  attainder,  an  ex-post-facto  law,. 
or  a  taking  of  property  without  due  process  of  law.  The  question 
in  my.  mind  is  simpler:  Is  it  fair,  is  it  coinpatible  with  our  sense  of 
justice,  to  impose  15  years  of  ordeal  by  fire,  statistics,  and  litigation 
on  a  considerable  part  of  our  economy — a  quarter  or  a  third  of  the 
economy,  perhaps — 15  years  of  ordeal  by  fire  intended  to  terminate 
in  plans  of  reorganization  for  corporations  and  industries,  where 
there  lias  been  no  finding  of  abuse  or  violation  of  the  law  by  Con- 
gress or  by  the  courts? 

We  should  be  clear  alx)ut  the  extraordinary  scope  and  thrust  of 
S.  11()7.  The  Sherman  Act  makes  conduct,  not  economic  structure 
alone,  the  focal  point  of  legality.  Section  1  of  the  Sherman  Act  pro- 
hibits undue  restraints  on  competitive  conditions,  and  section  2 
prohibits  monopolization  on  the  assumption,  which  I  believe  to  be 
sound,  that  if  restraints  on  competition  are  genuinely  prohibited, 
the  free  entry  of  competitors  will  soon  offset  temporary  deviations 
from  the  economic  norm. 
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Title  I  of  the  Hart  bill,  however,  prohibits  the  possession  of 
monopoly  power  in  any  line  of  commerce  in  any  section  of  the 
country  or  with  foreign  nations,  and  presumably  at  any  moment  of 
tnne  as  well.  And  by  way  of  definition  it  sets  out  three  rebuttable  pre- 
sumptions, which  I  find  to  be  economically  unsound,  for  determining 
when  "monopoly  power"  exists.  Thus  title  I  would  supersede  section 
2  of  the  Sherman  Act,  and  perhaps  section  1  as  well,  at  least  for 
the  remedies  of  reorganization,  divorcement,  and  divestiture  con- 
templated by  the  bill.  It  is  doubtful  whether  the  possession  of  monop- 
oly power  could  alone  be  made  a  criminal  offense. 

But  section  203(a)(2)  of  the  bill  goes  far  beyond  a  modification 
of  the  Sherman  Act.  It  directs  the  Industrial  Eeorganization  Com- 
mission contemplated  by  the  bill  to  develop  plans  of  reorganiza- 
tion for  each  of  the  seven  vast  areas  of  the  economy  mentioned  in 
section  203(a)  (1)  of  the  bill,  whether  or  not  any  corporation  within 
those  seven  sectors  or  industries  is  determined  to  possess  monopoly 
power  in  violation  of  title  I.  It  is  not  clear,  at  least  it  is  not  clear 
to  me,  whether  the  bill  authorizes  the  Commission  to  propose  such 
plans  of  reorganization  to  the  Industrial  Reorganization  Court  for 
enforcement,  in  the  absence  of  a  finding  of  monopoly  power  in 
violation  of  title  I.  But  the  Commission  is  directed  to  develop  such 
plans  in  any  event,  and  to  make  recommendations  to  Congress  and 
I  he  various  agencies  of  the  Government  with  respect  to  them. 

The  Commission  would  be  aided  in  its  studies  by  a  sweeping  power 
lo  compel  the  production  of  registration  statements,  book,  papers, 
and  other  information.  Section  203(a)(1)(B)  would  make  it  the 
rule  for  the  Commission  and  the  Court  to  be  established  by  the  bill 
that  vertical  integration  is  presumptively  illegal,  and  could  survive 
the  organization  process  only  if  the  respondent  successfully  bears 
the  burden  of  proving  that  vertical  disintegration  is  not  feasible 
or  would  result  in  the  loss  of  substantial  economies. 

Insofar  as  the  bill  would  apply  to  the  Bell  System — presumably  by 
virtue  of  section  203(a)  (1)  (C) — it  would  also  amend  the  Communi- 
cations Act  pro  tanto,  undo  the  consent  decree  of  1956,  and  supersede 
a  considerable  body  of  regiilatory  and  antitrust  law\ 

The  general  goal  of  every  plan  of  reorganization  developed,  pro- 
posed, or  promulgated  under  the  act  would  be  to  make  competition 
more  "effective",  in  the  language  of  the  bill.  "Effective  competition" 
and  "workable  competition"  are  useful  words,  but  hardly  words  with 
a  clear-cut  definition  as  the  discussion  of  the  problem  in  the  report 
of  the  Attorney  General's  National  Committee  to  Study  the  Anti- 
trust Laws  brouglit  out  nearly  20  years  ago. 

Each  plan  of  reorganization  under  the  bill  is  to  be  based  on  three 
principles:  First,  the  maximum  feasible  number  of  competitors  at 
every  level  without  the  loss  of  substantial  economies;  second,  the 
minimum  feasible  degree  of  vertical  integration  without  the  loss 
of  substantial  economies;  and  third,  the  maximum  feasible  degree  of 
ease  of  entry  at  every  level. 

To  start  such  an  engine  on  its  course  would  be  to  put  the  indus- 
trial heart  of  our  economy  under  bitter  and  unremitting  siege.  Our 
law  of  industrial  organization  would  be  converted  from  a  steady 
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•and,  on  the  whole,  oonstructive  evohitionary  influence,  which  I  be- 
lieve it  has  been  for  many  years,  into  an  explosive  transforming 
force.  So  drastic  a  step  is  not,  and  in  my  judoment  cannot,  be  jus- 
tified as  necessary  and  proper  by  con  p;  r  ess  ion  a  1  findings  of  fact. 

It  is  erroneous  to  contend,  as  the  bill  seems  to  do,  that  the  degree 
of  competition  in  the  American  economy  is  declining  in  any  signif- 
icant sense,  or,  as  paragraph  (2)  of  the  preamble  to  the  bill  claims, 
that  the  alleged  decline  of  competition  in  industries  with  oligopoly  or 
monopoly  power  is  a  serious  cause  of  what  the  bill  calls— and  I 
qi^iote — ''unemployment,  inflation,  inefficiency,  and  underutilization 
of  economic  capacity,  and  the  decline  of  exports,  thereby  rendering 
monetary  and  fiscal  policies  inadequate  and  necessitating  Govern- 
ment market  controls  subverting  our  basic  commitment  to  a  free  mar- 
ket economy."  Restraints  of  competition  and  monopoly  are  serious 
economic  problems  in  the  United  States,  but  they  have  little  to  do 
with  the  trade  cycle  and  its  control.  My  view  on  the  relationships 
between  market  organization  and  economic  fluctuations  are  developed 
in  chapter  10  of  my  book,  ''Planning  for  Freedom,"  to  which  I  re- 
ferred a  few  monments  ago.  On  the  question  of  the  amount  of 
comi^etition  in  the  American  economy,  and  whether  that  quantum 
of  competition  is  declining,  I  attach  a  short  passage  from  the  same 
book,  as  appendix  B. 

[See  exhibit  1  at  the  end  of  Mr.  Rostow's  oral  testimony.] 

Mr.  RosTOW.  On  the  basis  of  my  own  studies  and  experience,  and 
what  I  have  seen  thus  far  of  the  hearings  on  the  bill,  I  believe  it 
would  be  just  as  difficult  to  base  the  bill  on  congressional  findings 
of  abuse  or  conflict  of  interest  in  the  seven  sectors  of  the  economy 
specified  in  the  bill,  comparable  to  the  findings  which  lie  behind 
statutes  like  the  commodities  clause  of  the  Hepburn  xA.ct,  the  Glass- 
Steagall  Act,  or  the  Public  Utility  Plolding  Act,  all  of  which  re- 
quired some  restructuring  of  industry  as  steps  needed  to  safeguard 
the  public  interest.  Generally  speaking,  our  legal  system  tries — and 
I  think  it  should  try — to  make  the  punishment  fit  the  crime.  So  far 
as  the  communications  industry  is  concerned  I  have  not  seen  any 
e\-idence  yet,  either  by  way  of  abuse  or  of  failure  to  provide  service, 
which  would  seem  beyond  the  reach  of  ordinary  regiilatory  correc- 
tion. 

There  is  a  reason,  Mr.  Chairman,  beyond  elementary  fairness  for 
my  opposition  to  S.  1167.  In  making  this  comment  I  shall  draw  on 
my  experience  in  foreign  afi^airs  as  well  as  my  academic  life. 

At  this  juncture  in  our  history,  when  we  face  economic  problems 
more  serious  and  far  more  difficult  than  any  we  have  confronted 
since  the  Great  Depression  a  generation  ago,  is  it  sensible  to  tie 
up  a  large  fraction  of  our  best  managerial  and  professional  talent 
in  a  vast  and  prolonged  process  of  investigation  and  litigation,  when 
the  energy  and  imagination  of  these  men  and  women  are  needed  to 
improve  productivity,  to  meet  strong  international  competition,  and 
liclp  to  devise  new  programs  for  restoring  a  viable  and  noninfla- 
tionary  national  and  international  economic  order? 

All  that  is  really  claimed  for  the  theory  of  the  bill  is  that  the 
radical  program  of  industrial  reorganization  which  it  proposes  might 
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well  do  some  good.  That,  I  submit,  is  not  a  sufficient  reason  for 
undertakino;  so  fundamental  an  experiment  -with  the  public  interest, 
and  with  what  Justice  Brandeis  used  to  call  "other  people's  money.'' 

My  second  general  ground  for  opposing  the  bill  is  that  it  is 
unnecessaiy,  insofar  as  it  purports  to  deal  with  the  important  prob- 
lems of  oligopoly  and  monopolization  in  the  economy.  If  Congress 
is  in  a  trust-busting  mood,  and  if  Congress  wants  to  order  a  fresh 
start  in  our  long-sfanding  national  campaign  against  unreasonable 
restraints  of  trade  and  monopolizations,  that  purpose  could  be 
readily  achieved  through  the  appropriation  of  more  funds  to  finance 
conventional  antitrust  proceedings  based  on  the  Sherman  Act  and 
the  Clayton  Act.  We  have  fully  adequate  Sherman  Act  doctrines 
for  dealing  with  the  genuine  economic  problems  of  oligopoly  and 
monopolization  in  the  economy — doctrines  which  could  be  applied 
effectively,  and  with  discrimination,  whenever  the  Government  or  in- 
deed whenever  private  litigants  conclude  that  such  suits  are  justi- 
fied. 

I  have  attached  still  another  passage  from  my  book  on  "Plann- 
ing", as  appendix  C  to  this  statement,  in  which  some  of  these  doc- 
trines are  discussed.  I  believe  that  subsequent  scholarly  studies  of 
the  problems  confirm  the  views  which  are  expressed  there. 

[Appendix  C  appears  in  exihibit  1  at  the  end  of  Mr.  Eostow's  testi- 
mony.] 

Mr.  RosTOW.  One  of  the  most  important  ways  in  which  unreason- 
able restraints  of  competition  could  be,  and  in  my  opinion  should 
be,  attacked  can  only  be  undertaken  by  Congress  itself.  I  believe 
Congress  should  long  since  have  tackled  the  job  of  reforming  and 
often  dismantling  regulatory  systems  which  have  become  obsolete, 
like  that  which  is  now  suffocating  the  transportation  industry,  and 
like  the  regulatory  systems  for  some  parts  of  agriculture.  They  con- 
stitute serious  systems  of  market  restraint. 

Senator  Hart.  I  agree. 

]Mr.  RosTOw.  Thirdly,  the  enforcement  machinery  proposed  by  the 
bill  would  be  elaborate,  expensive,  and  complex,  and  would  duplicate 
and  indeed  it  would  largely  anesthetize  our  existing  antitrust  en- 
forcement machinery,  which  is  already  far  too  elaborate,  expensive, 
and  complex.  We  now  have  two  antitrust  agencies.  Why  should  we 
create  a  third? 

If  Congress  is  dissatisfied  with  the  performance  of  the  Federal 
Trade  Connnission  and  the  Department  of  Justice  on  antitrust  prob- 
lems it  should  deal  with  the  problem  directly  and  on  its  merits. 
There  are  surely  simpler  and  less  dangerous  ways  for  rejuvenating 
these  agencies,  if  Congress  thinks  they  need  rejuvenation,  than  by 
passing  j^our  bill,  ]\Ir.  Chairman. 

As  for  a  specialized  Industrial  Reorganization  Court,  the  plain 
lesson  of  our  experience  with  the  problem  since  the  time  of  the 
Commerce  Court,  I  suggest,  is  that  the  Federal  district  courts  and 
the  Federal  circuit  couits  of  appeal,  which  have  diverse,  interesting, 
and  important  dockets,  have  consistently  attracted  better  personnel 
and  done  a  better  and  more  original  job  than  the  specialized  tribu- 
nals, which  tend  to  be  worn  down  after  a  time  by  the  repetitiveness  of 
their  dockets  and  by  other  pressures. 
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Now  let  me  turn  to  tlie  problems  of  applying  the  bill  to  what  it 
defines  as  the  '•electronic  computino-  and  communications  equipment 
industry,"  and  specifically  to  the  Bell  System. 

I  should  like  to  start,  if  I  may,  with  the  framework  for  analyzing 
these  problems  which  is  offered  in  our  1968  task  force  report.  In  ham- 
mering out  this  part  of  the  report,  we  agreed  on  two  fundamental 
l)rinciples,  which  helped  us  to  order  our  minds  and  our  materials. 

The  first  of  those  principles  was  that  the  basic  structural  element 
in  our  domestic  telecomm.unications  system — the  integrated  provi- 
sion of  public  message  services — should  continue  to  be  treated  as  a 
natural  monopoly  regulated  by  public  authority. 

The  second  principle,  a  corollary  of  the  first,  was  that  competi- 
tion should  be  encouraged  where  it  would  not  interfere  with  the 
technical  integrity  or  the  economic  viability  of  the  basic  integrated 
message  network. 

This  first  principle — the  necessity  for  treating  the  nationwide  in- 
tegrated switched  message  network  as  a  unified  entity — seemed  to  us 
then,  and  seems  to  me  now,  unassailably  correct.  It  is  an  ada]:)tation 
to  modern  circumstances  of  the  reasoning  which  led  to  the  conclu- 
sion two  generations  ago  that  telephone  service  in  each  to^^m  and 
city  should  be  ])rovided  by  only  one  company.  It  is  the  same  kind  of 
reasoning  which  leads  to  any  decision  of  policy  that  a  given  service 
should  be  treated  as  a  public  utility. 

Sometimes  such  a  decision  is  compelled,  as  a  practical  matter, 
by  considerations  of  convenience.  In  the  beginning  of  the  telephone 
industry,  it  became  obvious  that  competition  among  telephone  com- 
panies in  a  given  city  would  lead  to  a  wasteful  duplication  of  facil- 
ities. Subscribers  would  have  to  pay  for  two  or  more  telephones,  and 
therefore  for  two  or  more  networks  of  wires,  poles,  and  exchanges, 
in  order  to  be  able  to  reach  all  of  the  other  subscribers  in  the  city. 
Today  the  same  considerations  apply,  not  only  to  the  organization 
of  tlie  ]:)ublic  message  service  within  communities,  but  among  com- 
munities. 

Long  distance  coimnunication  plays  a  far  more  important  role 
in  our  economy  and  in  our  social  lives  than  was  the  case  even  30 
years  ago.  It  is  obviously  necessary  and  sensible  that  every  public 
message  telephone  in  the  countiy  have  direct  access  to  every  other 
such  teleplione  thiough  a  single  switched  network  managed  as  a 
unit. 

_  Factors  of  conveniejice  arc  reinforced  by  equally  strong  considera- 
tions of  economic  policy.  One  of  the  basic  reasons  for  treating  an 
industry  or  a  firm  as  a  monopoly  in  our  legal  system  is  that  of 
technology.  "Where  economies  of  scale  permit  a  single  firm  to  supply 
all  the  capacity  which  could  be  needed  by  a  given  market  over  time, 
at  costs  lower  than  those  possible  under  any  alternative  pattern  of 
organization,  it  has  long  been  recognized,  both  by  Congress  and  by 
the  coiirts  in  their  construction  of  the  Sherman  Act,  that  monopoly 
is  inevitable  and  appropriate.  Under  these  circumstances,  in  Judff'e 
Learned  Hand's  famous  phrase,  monopoly  has  been  "thrust  upon" 
the  suj>plier. 

Considerations  of  this  kind  are  important  in  the  communications 
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industry.  They  determined  the  recommendation  of  the  task  force  re- 
port that  a  single  entity  be  established  for  international  communica- 
tions. The  rapid  development  of  high  capacity  cables  and  of  satel- 
lites '  in  our  view,  made  rational  investment  decisions  about  inter- 
national communications  facilities  impossible  in  the  future  except 
through  a  single  entity.  We  found  that  both  modern  cables  and 
communication^  satellites  would  have  more  capacity  than  could  be 
used  for  some  years.  Duplication  was  desirable  on  defense  grounds. 
Given  these  facts,  we  concluded  that  the  single  entity  proposal  was 
a  better  solution  than  any  alternative.  Without  a  single  entity  man- 
aging the  entire  process,  the  market  for  international  communica- 
tions^ service  would  continue  to  be  divided  among  cable,  satellite, 
and  other  facilities  by  noneconomic  compromise. 

Tlie  same  factors  *  require  attention  when  we  contemplate  the 
future  of  long  distance  communications  within  the  United  States. 
Economies  of  scale  in  transmission  are  being  achieved  in  the  net- 
work at  an  astonishing  rate,  both  by  transistorized  cables  and  by 
microwave  radio.  The"  Bell  Laboratories  are  developing  new  tech- 
nologies which  promise  even  greater  capacities  and  lower  costs. 

At  this  point,  new  Bell  transmission  technologies  are  just  over 
the  horizon — millimeter  wave  guides  and  transmission  methods  utiliz- 
ing fiber  optics.  Mr.  Baker  of  the  Bell  Labs  will  discuss  these  matters 
with  you  tomorrow.  I  shall  simply  point  out  from  the  economic  point 
of  view  that  it  would  not  be  possible  to  use  these  low-cost  tech- 
nologies if  the  basic  com.munications  network  should  be  fragmented. 

To  sum  up,  then,  the  task  force  concluded  that  the  unified  nation- 
wide switched  network  for  public  message  service  should  remain  a 
unified  system,  and  a  system  of  the  highest  possible  quality,  inter- 
connecting all  terminals  reliably  and  at  minimal  cost.  The  reasons 
supporting  this  conclusion  were  rooted,  we  believed,  in  technology, 
in  economics,  and  in  security  policy.  The  security  considerations  for 
maintaining  and  improving  a  unified  and  relatively  invulnerable 
communications  network  are  apparent.  Technologically,  we  found 
that  considerations  of  system  optimization,  system  integrity,  and 
system  reliability  confirmed  the  prudence  of  unified  network  plan- 
ning, management,  and  control,  especially  in  a  period  of  rapid  techno- 
logical change.  Economically,  we  thought  it  cheaper  and  more 
efficient,  both  in  the  long  run'^and  in  the  short  run,  for  the  national 
integrated  switched  message  service  to  remain  integrated.  If  such 
a  policy  were  not  pursued,  there  was  a  risk  that  the  system  would 
cease  to  be  viable  economically,  save  at  the  price  of  large  rate  in- 
creases for  residential  customers,  both  for  local  and  for  long  dis- 
tance calls.  There  was  a  risk  as  well  that  the  system  would  cease 
to  be  capable  of  conducting  and  financing  large  scale  projects  of  re- 
search and  de\'elopment,  an  area  in  which  Bell  has  surely  had  a 
distinguished  record  historically,  and  is  still  very  strong  indeed. 
Some  of  those  projects  are  extremely  expensive.  The  development 
of  BelPs  modern  electronic  switching  equipment,  based  on  advanced 
computer  technology'  and  solid  state  circuitry,  cost  about  if4-00  mil- 
lion. The  research  and  development  costs  of  the  latest  series  of 
tranisitorized  cables,  known  as  L-3,  L-i,  and  L-5,  have  thus  far 
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been  in  excess  of  $50  million.  It  goes  without  saying  that  the  Bell 
System-s  capacity  to  organize  and  to  carry  out  successful  cooperative 
projects  of  research  and  development,  involving  teams  of  laboratory 
scientists,  engineers,  manufacturing  personnel,  and  telephone  service 
exi)erts,  is  a  valuable  national  resource,  important  to  us  in  war  and 
peace.  It  is  not  a  resource  to  be  lightly  destroyed. 

These  then,  Mr.  Chairman,  were  the  main  categories  of  considera- 
tions which  led  the  task  force  to  conclude  that  tlie  first  rule  of  policy 
for  this  area  was  that  the  Bell  System,  together  with  the  franchised 
independent  telephone  companies,  was  and  should  remain  the  chosen 
instrument  of  national  policy  for  providing,  managing,  maintaining, 
and  improving  an  integrated  switched  public  message  network. 

This  principle  has  in  fact  guided  the  decisions  of  the  Federal 
Communications  Connnission  and  the  State  regulatory  agencies  as 
an  essential  part  of  the  concept  of  "the  public  interest,  convenience, 
and  necessity,"  which  is  the  governing  idea  of  part  II  of  the  Com- 
munications Act,  and  of  the  State  regulatory  statutes  as  well.  It  is 
the  major  premise  the  courts  have  used  in  resolving  many  contro- 
versies about  specific  rulings  of  the  Federal  Communications  Com- 
mission and  of  the  State  regulatory  bodies.  There  was  no  dissent 
from  this  proposition  in  the  task  force.  We  took  it  to  be  the  connnand 
of  the  law,  as  it  has  developed  o^'er  the  years.  And  we  all  agreed 
that  the  policy  behind  it  was  sound.  • 

I  rather  think  that  it  might  be  useful  for  the  Congress  to  codify 
the  principle  of  national  network  unity  as  an  amendment  to  the 
Communications  Act,  to  help  guide  the  Commission's  work  in  deal- 
ing with  many  of  the  proposals  for  new  communications  services  or 
technologies  which  have  come  before  it  in  recent  years.  For  reasons 
I  shall  explain  in  a  few  minutes,  the  FCC  has,  in  my  opinion,  dealt 
with  some  of  these  proposals  in  ways  which  genuinely  threaten  both 
the  technical  and  the  economic  viability  of  the  integrated  message 
network  as  a  whole,  and  especially  the  capacity  of  the  Bell  System 
to  manage  and  improve  the  long  distance  part  of  that  network.  If 
present  trends  continue,  their  foreseeable  social  costs  could  be  astro- 
nomic, both  in  increasing  rates  for  residential  subscribers  and  in 
foreclosing  the  possibility  of  moving  forward  into  high-capacitv, 
low-cost  transmission  and  switching  facilities. 

Our  second  basic  principle  in  drafting  the  1968  task  force  report,  as 
I  remarked  earlier,  we  considered  to  be  the  corollary  of  the  first. 
The  fundamental  axiom  of  our  law  with  respect  to  industrial  or- 
ganization is  that  competition  is  the  rule,  and  monopoly  the  excep- 
tion. Monopoly  is  inevitable  where  a  single  seller  can  most  eco- 
nomically provide  the  full  supply  needed  by  the  market,  and  public 
utility  regulation  has  been  established  for  a  variety  of  reasons,  both 
in  monojjoly  and  nonmonopoly  situations.  Beyond  that  point,  we  felt 
the  rule  should  be  one  of  competition,  policed  by  the  antitrust  laws. 
Thus  we  concluded  that  the  goal  of  public  policy  should  be  an 
environment  for  the  provision  of  equipment  and  of  specialized  com- 
munications services  that  would  assure  outsiders  the  maximum  free- 
dom of  opportunity  in  technologv^  in  manufacturing,  and  in  the  pro- 
vision of  services,  while  preserving  the  technical  integrity  and  the 
economic  viability  of  the  basic  integrated  network. 
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'\^nien  we  drafted  the  report  and  considered  its  provisions,  we  fully 
recognized  the  risks  of  such  a  policy.  We  predicted  that  managing 
the  interplay  between  the  competitive  and  monopoly  elements  in 
the  industry  would  be  the  main  problem  of  regulatory  policy  in  the 
iuture.  And  we  warned  of  the  dangers  that  could  arise  if  regulat<)ry 
•authorities  confused  the  principles  of  competition  and  regulation. 
Some  of  our  regulatory  experience,  especially  that  with  the  trans- 
])ortation  industry,  has  highlighted  the  economic  rates  which  can 
■develoj>  when  an  industry  regulated  as  a  monopoly  is  deliberately 
made  the  target  for  protected  competition  which  erodes  its  economic 
viability.  We  were  conscious  of  the  paradoxical  quality  of  much 
that  has  happened,  and  of  the  fact  that  the  courts  have  often  admon- 
ished the  regulators  of  the  communications  industry  that  the  na- 
tional policy  for  the  industry  laid  down  by  Congress  was  one  of 
regulation  rather  than  one  of  competition  for  its  own  sake.  We  rec- 
ominei\ded  that  risks  of  this  kind  be  minimized  by  reconsidering 
policies  regularly  in  the  light  of  experience;  by  research  and  plan- 
ning ;  and  by  adhering  to  explicit  economic  rules,  and  most  especially, 
to  the  rule  allowing  the  regulated  carriers  to  respond  freely  to  com- 
petition. 

The  application  of  these  twin  principles  to  particular  problems 
proved  to  be  a  lively  and  controversial  matter  within  the  task  force. 
The  task  force  had  many  strong-minded  members,  including  its 
chairman,  with  deep  convictions  about  many  classic  issues  of  public 
policy.  It  was  therefore  sometimes  difficult  for  us  to  accept  the  facts, 
when  those  facts  challenged  some  of  our  favorite  articles  of  faith. 
As  a  result,  our  studies  and  our  debates  probed  a  number  of  these 
matters  in  considerable  depth. 

The  basic  problem  we  faced  was  to  define  the  boundaries  of  the 
switched  network.  All  were  agreed,  as  I  said,  that  the  switched 
network  shou.ld  be  treated  as  a  natural  monopoly  subject  to  public 
regulation.  But  what  is  it?  Does  the  integrated  switched  network 
consist  only  of  the  hardware  and  the  managerial  arramrements 
needed  to  provide  unified  national  and  international  public  mes- 
sage services?  Or,  as  a  matter  of  necessity,  defined  by  function, 
does  it  include  facilities  and  resources  for  research,  manufacturing, 
and  maintenance  as  well?  If  the  concept  of  the  network  as  a  natural 
monopoly  went  beyond  a  purely  static  and  mechanical  definition  of 
it  as  a  service  facility — and  we  soon  concluded  that  such  was  the 
case — how  far  beyond  did  it  go,  both  for  services  and  for  equipment? 

Manifestly,  a  functional  and  dynamic  definition  of  the  integrated 
switched  network  does  not  necessitate  a  monopoly  ]30sition  for 
Western  Electric  in  supplying  every  component  for  the  network 
or  a  monopoly  position  for  the  telephone  companies  in  supply  every 
conceivable  communication  service — private  line  systems  of  com- 
munication wliich  do  not  depend  upon  the  switched  network  at  all, 
for  examjile,  like  some  of  those  used  in  railway  operations  or  the 
military.  The  Bell  Laboratories  and  Western  Electric,  in  close  liaison 
with  the  Bell  operating  companies,  have  developed  and  improved 
many  generations  of  equipment,  from  the  telephone  itself  to  electronic 
switching  equipment.  At  the  same  time,  Western  Electric  and  the 
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Bell  operating  companies  buy  many,  many  items  of  equipment  on 
the  open  market,  and  have  others  manufactured  to  their  specifica- 
tions by  outside  manufacturers — microwave  radio  equipment,  for 
example,  computers,  data  processing  equipment,  small  switchboards 
for  use  on  customei-s'  premises,  some  central  office  equipment,  and 
so  on.  Usually,  such  purchases  are  made  by  Western  Electric; 
sometimes  they  are  made  directly  by  the  Bell  operating  companies. 
In  making  such  purchases,  the  operating  companies  normally  use 
tlie  facilities  of  Western  Electric  as  the  centralized  purchasing  agent 
for  the  Bell  System.  In  general,  the  decision  to  purchase  an  item 
from  an  outside  manufacturer,  rather  than  to  manufacture  it,  is  made 
on  business  and  technical  grounds,  as  one  would  expect. 

It  seemed  to  the  task  force  6  years  ago,  and  it  seems  to  me  now, 
that  no  arbitrary  line  can  be  drawn  through  the  middle  of  the 
existing  system,  witli  everything  on  one  side  of  the  line  defined  as 
"the  integrated  switched  network,"  and  everything  on  the  other 
defined  as  part  of  an  open  competitive  market  for  supplying  the  net- 
work with  equipment,  or  providing  non-network  communications 
services. 

The  question,  we  concluded,  was  one  of  judgment  and  degree, 
not  susceptible  of  hard  and  fast  resolutions. 

Looking  forward  from  the  vantage  point  of  1967  and  1968,  when 
we  did  our  work,  it  appeared  to  us  that  some  further  changes  in 
past  practice — ^^in  the  provision  both  of  equipment  and  of  new  and 
supplemental  communications  services — should  not  significantly 
affect  either  the  technical  integrity  or  the  economic  viability  of  the 
basic  switched  network.  Some  changes  in  this  direction  were  being 
undertaken  by  management;  others  were  being  actively  considered 
by  the  FCC  and  other  regulatory  authorities.  We  thought  it  equally 
clear  that  changes  of  this  kind — like  those  which  resulted  from  the 
Carterfone  decision — could  be  reversed  if  it  developed  that  they  did 
in  fact  have  an  adverse  technical  or  economic  effect  on  systems  serv- 
ices as  a  whole.  We  did  not  accept  the  view  that  the  staffs  of  Bell 
Labs  and  Western  Electric,  good  as  they  undoubtedly  are,  include 
all  the  people  who  might  make  a  contribution  to  the  development  of 
the  art.  And  we  were  skeptical  of  dire  predictions  that  the  world 
would  come  to  an  end  if  a  small-scale  experiment  were  undertaken  at 
the  periphery  of  the  Bell  System's  business.  We  had  all  developed 
some  Iiealthy  immunities  against  the  ''slippery  slope"  argument,  and 
its  cousins,  the  "entering  wedge"  and  the  "camePs  nose  under  the 
tent."  Therefore,  our  report  tended  to  encourage  policies  which 
would  not  accomplish  irreversible  change  in  the  structure  of  the 
network  itself,  but  which  might  well  lead  to  improvements  in  tech- 
nology or  to  the  more  rapid  development  of  genuinely  new  and 
supplemental  services. 

The  report  thought  this  goal  merited  some  risktaking,  though 
risktaking  limited  by  clearly  stated  conditions.  The  report  therefore 
favored  some  liberalization  of  FCC  rules  with  regard  to  devices 
comiected  to  the  system,  and  to  private  line  services.  That  encourage- 
ment was  subject  to  two  caveats.  The  first  caveat  insisted  on  the 
overriding  importance  of  system  integrity,  if  service  trouble  should 
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develop  from  the  connection  of  private  microwave  or  satellite  sys- 
tems or  of  specialized  communications  equipment  to  the  network. 
The  second  caveat  was  economic.  Our  report  recognized  that  an  un- 
economic proliferation  of  private  communications  systems  could 
raise  serious  economic  problems  for  the  integrated  network.  It  is 
therefore  recommended,  and  recommended  with  emphasis,  that  more 
flexible  policies  w^ith  regard  to  the  entry  of  independent  companies 
providing  supplemental  or  specialized  communications  services  had 
to  be  matched,  in  all  fairness,  by  allowing  established  carriei-s  a 
good  deal  of  freedom  in  ratemaking  to  respond  to  or  indeed  to  antic- 
fpate  the  challenge  of  the  new  services.  The  same  principles  of 
economic  policy  would  apply  to  charges  for  specialized  terminal 
equipment  connected  to  the  network.  The  report  took  a  strong  for- 
ward position,  on  economic  grounds,  about  allowing  much  more 
flexibility  in  ratemaking  for  the  common  carriers  in  the  communica- 
tions field,  especially  in  a  period  of  rapid  technological  change.  In 
this  area,  the  report  went  beyond  the  issue  of  competitive  response 
in  its  support  for  telephone  company  pricing  on  the  basis  of  elasticity 
of  demand,  so  long  as  the  true  variable  or  marginal  costs  of  provid- 
ing the  service  wei-e  covered. 

We  believed  then,  and  I  believe  now,  that  full  respect  for  this 
principle  would  have  confined  the  development  of  independent  spe- 
cialized private  line  services  to  those  which  were  genuinely  economic. 

The  troubles  which  have  developed,  and  developed  rapidly,  during 
the  last  2  years  were  caused,  I  believe,  by  the  failure  of  the  Federal 
Communication  Commission  to  adhere  to  this  principle  in  its  deci- 
sions on  the  subject.  Those  decisions  have  transformed  the  legal 
environment  for  the  i^ro vision  of  communications  services. 

In  them,  the  Federal  Communications  Commission  has  nominally 
followed  the  recommendations  of  the  report.  Thus,  in  the  basic  MCI 
case  of  1969  and  1971,  authorizing  a  specialized  common  carrier 
private  line  service  between  Chicago  and  St.  Louis,  and  in  its  corre- 
lative 1971  and  1974  reports  and  orders  in  docket  No.  18920,_  on 
specialized  common  carrier  services  generally,  the  FCC  explicitly 
relied  on  the  assumption  that  the  new  companies  would  develop  new 
services  and  explore  areas  of  demand  not  reached  by  the  telephone 
companies.  It  described  this  assumption  as  ''controlling"  its  deci- 
sions. It  concluded  for  this  reason  that  the  development  of  inde- 
pendent specialized  common  carriers  would  not  and  could  not 
significantly  diminish  the  business  of  the  existing  carriers,  and 
therefore  constituted  no  threat  to  the  economic  viability  of  the  sys- 
tem. On  the  contrary,  the  Commission  was  then  convinced  that  the 
development  of  new  services  by  the  new  carriers  would  expand  the 
size  of  the  total  communications  market,  and  indeed  actually _  in- 
crease the  amount  of  traffic  being  carried  by  the  established  carriers. 
And  the  FCC  agreed  that  the  existing  carriers  should  have  tlie  op- 
portunity to  compete  fairly  and  fully,  as  the  task  force  had  recom- 
mended." Similarly,  it  stipulated  that  interconnection  between  the 
new  specialized  common  carriers  and  the  network  be  accomplished  in 
ways  which  assured  technical  compatibility,  to  prevent  any  degrada- 
tion of  service  for  all  users  of  the  network. 
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Since  the  FCC's  initial  decisions  on  specialziecl  common  carriers, 
tlie  impact  of  those  carriers  on  the  basic  public  message  network  has 
ceased  to  be  a  matter  of  prediction,  and  has  Ix^come  one  of  experi- 
ence. It  is  now  clear — as  a  number  of  witnesses  for  A.T.  &  T.  will 
brincr  out  today  and  tomorrow — that  the  optimistic  assumptions  on 
which  the  FCC  decisions  were  based  are  untenable.  The  specialized 
common  carriers  have  not  in  fact  offered  new  services  or  tapped  new 
markets.  They  have  simply  duplicated  the  private  line  services  of 
the  telephone  comj^anies  at  lower  rates,  and  only  on  selected  high 
density  routes  where  there  has  been  a  high  revenue/cost  relation- 
ship, and  where  Bell's  rates  are  vulnerable  to  competition  because 
of  nationwide  rate  averaging.  As  a  result,  considerable  volumes  of 
traffic  and  of  revenue  from  private  line  and  message  telephone  serv- 
ices are  indeed  being  diverted  from  the  telephone  companies  and 
the  Long  Lines  Department  of  A.T.  &  T.  Because  of  this  loss  of  reve- 
nues and  the  prospect  of  rate  wars  initiated  by  the  specialized  com- 
mon carriers,  A.T.  &  T.  and  the  telephone  operating  companies 
have  begiin  to  react  by  seeking  lower  rates  in  competitive  sectors  of 
their  business  and  higher  rates  in  sectors  which  do  not  face  com- 
petition. Inevitably,  this  process  will  also  result  in  higher  rates  for 
the  general  body  of  ratepayers. 

How  much  more  diversion  of  traffic  will  take  place  in  the  future 
will  depend  on  the  future  of  regulatory  policy.  Enough  has  oc- 
curred already,  however,  to  make  it  clear  that  rates  for  the  private 
lines  services  of  larger  business  subscribers  will  be  relatively  lower, 
and  that  those  reductions  will  have  ripple  effects  on  the  whole  rate 
structure. 

This  situation  has  developed,  or  at  least  developed  on  its  present 
and  prospective  scale,  because  the  FCC  has  in  fact  followed  a  policy 
quite  different  from  that  recommended  in  the  task  force  report,  and 
announced  in  its  own  1969  and  1971  MCI  opinions.  The  pattern  of 
FCC  decisions  is  clear.  In  situation  after  situation,  it  has  author- 
ized the  new  service,  and  sought  to  restrict,  postjjone,  or  indeed 
prevent  any  competitive  response  by  the  existing  carriers.  In  its 
1972  decision  on  domestic  satellites,  for  example,  the  FCC  ruled 
that  A.T.  &  T.  should  be  prevented  for  3  years  from  using  its  domes- 
tic satellite  in  providing  private  line  services.  And  in  its  1974  re- 
port and  order  on  land  mobile  radio  telephone  services,  the  estab- 
lished telephone  common  carriers  were  placed  under  severe  competi- 
tive restrictions,  both  in  the  procurement  of  equipment  and  in  the 
provision  of  services. 

On  price  competition,  the  FCC  policy  has  been  even  more  anti- 
competitive. "Wliile  it  has  given  lip  service  to  the  principle,  sup- 
ported by  the  Department  of  Justice,  that  there  should  not  be  a 
"protective  umbrella"  for  the  new  entrants,  or  "any  artificial  bolster- 
ing of  operations  that  cannot  succeed  on  their  own  merits,'  "  it  has 
in  fact  resisted  the  price  responses  of  the  Bell  System  to  competition. 
For  example,  A.T.  &  T.  had  to  go  to  the  court  of  appeals  for  the 
second  circuit  to  put  into  effect  competitive  rates  for  television  cus- 
tomers, and  to  set  aside  an  FCC  ruling  requiring  special  commission 
approval  for  the  filing  of  rates  on  competitive  services.  And  in  the 
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important  conflict  over  specialized  common  carriers  providing  pri- 
vate line  services,  the  A.T.  &  T.  proposals  for  revised  tariffs  were 
delaved  far  beyond  the  statutory  period,  in  an  effort  to  protect  the 
new  services  from  altogether  normal  and  legitimate  competition  on 
the  part  of  the  existing  common  carriers.  By  way  of  contrast,  the 
FCC  allowed  the  rate  responses  of  the  specialized  common  carriers 
to  a  new  Bell  System  tariff  to  go  into  effect  immediately.  In  this 
conflict,  the  FCC  has  thus  far  failed  either  to  agree  or  to  disagi't^ 
with  the  clear  economic  guideline  for  price  competition  of  this  kind 
proposed  in  our  1968  task  force  report.  It  has  not  yet  explicity  ac- 
cepted the  proposition,  on  which  the  economists  are  almost  univer- 
sally agreed,  that  it  is  economic,  and  in  the  social  interest,  for  capi- 
tal to  be  used  so  long  as  the  additional  revenue  associated  with  its 
use  covers  the  additional  costs  incurred  in  using  it.  It  follows  that 
true  incremental  costs  are  the  proper  economic  benchmark  or  floor 
for  carrier  response  to  competitive  pricing,  as  the  task  force  report 
and  many  other  economists  have  pointed  out.  Before  the  FCC  and 
this,  committee  alike,  Bell's  position  on  this  critical  issue  has  been 
vigorously  opposed  by  the  specialized  common  carriers,  on  grounds 
which  have  often  been  advanced  over  the  years  in  comparable  ICC 
proceedings. 

As  a  result  of  these  developments,  the  basic  pattern  of  ratemaking 
in  the  industry  has  been  threatened,  and  indeed  has  begun  to  erode. 
The  traditional  practice  of  nationwide  averaging  has  meant  uniform 
rates  for  service  between  equidistant  points,  regardless  of  costs  on 
any  given  route.  That  practice,  together  with  other  pricing  prac- 
tices related  to  business  and  optional  services  and  equipment,  has 
resulted  in  low  rates  for  residential  users,  rates  that  are  low,  that 
is,  in  relation  to  the  actual  costs  of  providing  such  services.  The 
social  and  economic  policy  behind  these  rates,  which  is  strongly  sup- 
ported by  the  State  regulatory  commissions,  has  resulted  in  the 
rapid  growth  of  telephone  service  in  recent  years.  More  than  93 
percent  of  American  homes  now  have  telephones  as  compared  with 
only  37  percent  in  1940. 

During  the  last  few  years,  experience  has  accumulated  suggesting 
that  the  technical  safeguards  for  interconnection  originally  required 
by  the  FCC  may  be  adequate  at  least  for  terminal  gear.  This  is  a 
problem  that  will  be  discussed  by  Mr.  Hough  in  our  series  of  presen- 
tations. The  rapid  development  of  the  practice  of  connecting  terminal 
gear  to  the  system  has  caused  service  problems,  and  has  caused  some 
degradation  of  service.  The  FCC  commissioned  studies  of  inter- 
connection in  1970.  These  studies  were  conducted  by  the  National 
Academy  of  Sciences.  The  National  Academy  of  Sciences'  report 
confirmed  that  the  technical  problem  of  interconnection  was  indeed 
a  serious  matter.  It  concluded  that  the  unrestricted  connection  of 
customer-owned  equipment  would  threaten  harm  to  the  network,  to 
the  services  the  network  provides,  to  the  people  who  work  on  the 
network,  and  should  not  be  allowed.  Carrier  provided  connection 
devices,  the  study  fomid,  would  be  one  reasonable  solution  for  the 
problem.  It  was  possible  that  there  were  others,  notably,  the  certi- 
fication of  terminal  equipment  after  inspection  and  test.  On  that 
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approach,  the  NAS  report  called  for  further  study.  Since  receiving 
the  repoi-t,  the  FCC  in  a  joint  board  proceedino;  has  been  consider^ 
ine:  a  number  of  possible  solutions  for  the  problem. 

The  technical  aspects  for  the  interconnection  controversy  have 
been  complicated  by  another  recent  development.  It  now  appears, 
contrary  to  tlie  original  proposals  made  to  the  FCC.  that  specialized 
common  carrier  private  line  services  will  involve  direct  connection 
with  the  entire  integrated  message  network,  causing  new  problems  of 
network  planning  and  management,  and  opening  up  new  vistas  of 
competition  in  the  provision  of  regiilar  long  distance  service.  This 
development  offers,  as  well,  astonishing  vistas  of  duplication  of 
expensive  capital  facilities  which  the  economy  can  ill  afford. 

The  National  Association  Regulatory  Utility  Commissioners  has 
been  increasingly  concerned  about  these  developments,  that  is,  about 
both  the  technical  and  the  economic  consequences  of  the  new  competi- 
tion offered  the  established  carriers  by  interconnect  companies  and 
by  specialized  common  carriers.  The  association  be-came  so  discour- 
aged by  its  inability  to  persuade  the  FCC  to  undertake  what  it  con- 
sidered to  be  the  necessarv  investigations  that  it  instituted  a  major 
investigation  and  study  of  its  own,  an  unprecedented  procedure  for 
that  old  and  respected  body.  The  report  of  its  committee  on  com- 
munications was  filed  in  ]\Iay  1974.  It  estimates  that  unless  present 
FCC  policies  are  reversed,  and  quite  apart  from  any  prospective 
rate  incr-eases  attributable  to  inflation  and  other  causes, "the  telephone 
rates  for  residential  subscribers  will  have  to  be  raised  between  8  per- 
cent and  13  percent  by  1980,  and  by  15  percent  to  16  percent  by  1984. 
The  association  tells  us  that  these  are  minimal  estimates.  A  bill 
embodying  its  recommendations  has  been  introduced  in  the  Senate 
by  Senator  Magnuson. 

In  April  1974,  the  FCC  undertook  an  investigation  into  the  eco- 
nomic impact  of  interconnection  and  private  line  developments. 
That  inquiry,  of  course,  is  pending  at  this  time. 

The  course  of  events  during  the  last  few  years  which  I  have  just 
tried  to  eToke  for  you,  Mr.  Chairman,  raises  increasingly  serious 
questions.  It  is  manifestly  uneconomic,  and  wrong,  to  allow  the 
existing  carriers  to  be  nibbled  to  death  by  specialized  common  car- 
riers who  are  seeking  to  take  advantage  of  a  price  umbrella.  It  is 
similarly  uneconomic,  and  wrong,  to  allow  the  carriers  to  be  nibbled 
to  death  by  interconnect  companies  who  are  taking  advantage  of 
existing  value  of  service  rates  for  terminal  equipment  to  divert  reve- 
nues from  the  carriers  to  themselves  by  supplying  such  equipment 
to  the  telephone  companies'  business  customers — ^private  branch  ex- 
changes, key  telephone  systems,  and  the  like.  Yet  the  Commission 
and  the  new  competitors  have  attempted  to  deny  the  existing  tele- 
phone companies,  and  Bell  Long  Lines,  their  unquestioned  right  to 
meet  such  competition  by  prompt  and  nonpredatory  price  reduc- 
tions. They  Avant  to  have  the  cake  of  competition,  and  eat  it,  too. 

In  my  opinion,  this  trend  in  FCC's  decisions  gives  us  the  woi-st  of 
both  worlds.  It  is  bad  regulatory  policy  and  it  is  bad  competitive 
l^olicy.  It  is  contrai-y  to  the  rules  of  optimization  of  economic  analy- 
sis; it  is  contrary  to  the  principle  of  preserving  the  economic  viabil- 
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ity  of  the  integrated  switched  network  which,  in  my  judginent,  is 
part  of  the  concept  of  the  public  interest  in  the  Communications 
Act;  and  it  is  contrary  as  well  to  the  ultimate  notions  of  due  proc- 
ess which  rule  our  legal  order. 

Some  of  the  FCC's  decisions  have  challenged  the  principle  of  the 
integrated  switched  network  even  more  directly  than  its  decisions 
about  pricing.  For  example,  the  FCC  authorized  the  General  Tele- 
phone &  Electronics  Co.  to  have  its  own  satellite  linking  its  scattered 
operating  companies,  an  obvious  breach  of  the  principle  of  network 
unity  for  long  distance  message  service.  While  G.T.  &  E.  and 
A.T.  &  T.  have  since  agreed  to  cooperate  in  the  development  of  the 
satellite,  the  significant  fact  for  our  purposes  here  is  that  the  Com- 
mission was  willing  to  make  such  a  decision. 

The  uneconomic  character  of  the  competition  between  the  Bell 
System  and  the  interconnect  companies  and  that  between  Bell  and 
the  specialized  common  carriers  brings  out  some  of  the  dangers 
of  the  Hart  bill  as  it  might  be  applied  to  the  communications  equip- 
ment industry. 

The  line  recently  pursued  by  the  FCC  corresponds  closely  to  that 
apparently  delineated  in  the  concept  of  effective  competition  set 
forth  in  sections  20;Ma)  (1)  and  20;^ (a)  (2)  of  the  bill— the  quest  for 
maximum  feasible  ease  of  entry,  and  a  maximum  feasible  number 
of  competitors  at  every  level. 

For  example,  in  seeking  to  maximize  the  number  of  competitors, 
the  FCC  has  fallen  into  the  trap  of  confusing  competitors  with 
competition.  Time  after  time,  the  FCC  encourages  the  new  competi- 
tors to  enter  and  then  tries  to  prevent  the  existing  companies  from 
competing  legitimately  with  them.  This  is  not  competition;  it  is 
the  restraint  "of  competition.  Competition  is  not  a  one  way  street. 
The  existing  telephone  companies  have  the  same  legal  rights  as  their 
rivals. 

In  drafting  the  task  force  report,  we  assumed  that  full  freedom 
for  the  Bell  System  to  exercise  those  rights  would  keep  the  devel- 
opment of  specialized  common  carriers  to  the  level  justified  by 
genuine  innovation  and  genuine  economic  advantage.  And  we  pointed 
out  that  freedom  of  entry  had  to  be  matched  by  freedom  of  exist 
if  the  Nation  was  to  avoid  the  waste  of  uneconomic  investment  in 
communications  facilities. 

Unless  the  FCC  returns  to  the  rules  it  announced  in  its  1060  and 
1971  JICI  case  and  in  its  docket  18920  opinions ;  and  unless  it  ap- 
plies those  rules  impartiallv.  Congress  will  face  the  dilemma  against 
which  the  task  force  report  warned.  If  the  existing  common  carriers 
are  not  allowed  full  economic  rate  flexibility  in  responding  to 
competitive  pressures,  the  result  may  well  be  both  wasteful  invest- 
ment and  substantiallv  higher  rates  for  residential  subscribers. 

Some  increases  in  those  rates  may  occur  in  any  event,  as  increased 
competition  for  the  lucrative  service  to  larger  business  firms  forces 
the  telephone  rates  of  business  down,  with  corresponding  adjust- 
ments throughout  the  rate  system. 

The  problem  of  vertical  integration  in  the  telephone  industry  was 
intellectually  the  most  difficult  of  all  the  issues  we  faced  in  drafting 
the  task  force  report : 
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How  slioiild  the  twin  principles  with  which  I  started  this  part  of 
my  statement  be  applied  to  the  ownership  relations  linking  A.T.  &  T.. 
the  Bell  operatino-  companies,  Western  Electric,  and  the  Bell  Labs? 

Is  that  ownership  strncture  a  simple  matter  of  foreclosing  the 
access  of  independent  mannfacturers  of  electrical  equipment  to  an 
important  fraction  of  the  market  for  such  equipment? 

Or  is  it  something  more  complex? 

Vertical  integration  is  a  term  of  many  colors.  It  extends  from  the 
restaurant  which  makes  its  own  pies,  or  the  steel  mill  which  owns  a 
coal  mine  or  an  iron  mine,  to  the  vertically  integrated  oil  compa- 
nies, most  of  which  extract  petroleum  from  the  earth,  transport  and 
refine  it,  and  distribute  its  products  at  wholesale  and  retail. 

The  etfect  of  vertical  integration  on  competition,  on  market  op- 
portunity, on  innovation,  and  on  other  values  to  be  served  by  the  pri- 
vate enterprise  system  is  the  subject  of  vehement  and  sustained  de- 
bate in  the  legal  and  economic  literature. 

Sometimes  the  effect  of  vertical  integration  on  competition  pre- 
sents an  easy  problem.  It  is  not  very  difficult,  for  example,  when  the 
specialized  producei-s  of  Pennsylvania  lubricating  oil  camiot  reach 
large  sections  of  the  consuming  market^the  factual  situation  of  the 
Standard  /Stations  case.  Nor  is  there  much  of  an  issue  when  the 
seller  of  a  patented  record  player  or  motion  picture  projector,  which 
for  the  moment  has  full  monopoly  power,  tries  to  insist  that  only 
his  records  or  his  motion  pictures  can  be  used  with  his  machine. 

The  problem  of  vertical  integration  in  the  communications  equip- 
ment industry,  which  is  dealt  with  in  section  203  of  the  Hart  bill, 
is  much  more  difficult. 

The  Bell  System  is  an  intricately  reticulated  institution  which 
has  developed  over  the  years,  taking  shape  in  response  to  economic 
conditions,  and  the  decisions  both  of  management  and  of  government. 
The  system  consists  of  24  telephone  operating  companies,  whose 
stock  is  owned  in  whole  or  in  part  by  A.T.  &  T.  A.T.  &  T.  advises 
and  assists  the  Bell  operating  companies  in  technical,  financial, 
operating,  and  other  matters.  It  constructs,  manages,  maintains,  and 
operates  the  nationwide  long  lines  network  connecting  both  Bell 
System  and  independent  telephone  operating  companies.  And  it  own.s 
all  the  stock  of  the  "Western  Electric  Co.  Both  companies  jointly  own 
the  stock  of  the  Bell  Laboratories. 

Battle  has  raged  for  manj-  years  over  the  legality  of  this  struc- 
ture under  the  antitrust  laws. 

On  one  side,  many  have  contended  that  Western  Electric  and  the 
Bell  Laboratories  are  unnecessary  to  the  existence  and  development 
of  the  switched  network,  and  that  the  ownership  structure  of  the 
Bell  System  excludes  many  promising  manufacturers  and  scientists 
from  the  field  of  conununications  technology.  As  a  result,  these  men 
argue,  technological  progress  is  denied  the  stimulus  of  competition. 
They  also  claim  that  Western  Electric  prices  are  too  high,  permitting 
the  Bell  operating  companies  to  pad  their  rate  bases,  ancl  thus  col- 
lect higher  rates  from  subscribers  than  would  otherwise  prevail. 

]\Iany  members  of  the  task  force  were  predisposed  to  accept  these 
plausible  and  familiar  arguments.  We  were  aware  of  the  criticisms 
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of  the  consent  decree  of  1956.  "We  knew  that  the  antitrust  laws  do 
not  distinguish  between  good  and  bad  trusts,  and  that  the  law 
scrutinizes  legal  monopolies  carefull}',  to  make  sure  that  their  legiti- 
mate market  power  is  not  abused  to  yield  illegitimate  rewards— that 
is,  market  advantages  beyond  the  metes  and  bounds  of  their  legal 
monopoly  position. 

As  we  studied  the  problem,  however,  the  question  in  our  minds 
changed  in  character.  The  question  we  had  to  answer  first,  we  con- 
cluded, was  not  whether  the  Bell  System  was  "good"  or  "bad"  by 
some  tangible  or  intangible  standard  of  economic  performance,  or 
"too  big"  by  some  even  less  palpable  criterion,  but  whether  the  struc- 
ture of  the  Bell  System,  as  it  has  evolved,  is  an  appropriate  way  to 
organize,  manage,  maintain,  and  improve  the  switched  network. 
There  were  nuances  of  difference  among  the  members  of  the  task 
force  on  this  point,  and  some  ticklish  problems  of  drafting  accepta- 
ble conclusions.  But  there  were  no  dissents. 

jVIy  comments  on  this  phase  of  the  report  represent  my  own  view 
at  the  time,  and  my  own  view  now.  I  believe  they  also  represent 
the  consensus  reached  by  a  large  majority  of  the  members  of  the 
task  force.  That  consensus,  within  the  limits  of  our  mandate,  was 
a  finding  that  the  basic  processes  through  which  the  Bell  System 
functions  were  and  are  detennined  by  the  technological  and  man- 
agerial problems  with  which  it  deals — that  is.  that  its  manufactur- 
ing, research,  and  service  components  are  indispensable  t-o  the  ful- 
fillment of  the  goals  to  which  it  has  confined  its  corporate  activities 
— the  provision  of  common  carrier  communications  services  for  the 
United  States,  and  of  couree,  its  occasional  work  for  the  Government. 
Once  we  had  reached  this  conclusion,  the  arguments  for  vertical 
disintegration,  in  our  minds,  were  answered.  If  the  association  of 
"Western  Electric,  the  Bell  Laboraties,  the  Long  Lines  service,  and 
the  Bell  operating  companies  was  an  appropriate  and  reasonable 
way  to  organize  and  manage  the  network  it  could  not  be  a  viola- 
tion of  the  antitrust  laws.  By  definition,  the  switched  network  was 
a  regulated  natural  monopoly,  and  to  that  extent  exempted  from 
the  antitrust  laws. 

One  round  of  the  battle  over  the  structure  of  the  Bell  System  had 
been  resolved  in  the  consent  decree  of  1956.  That  decree  confirmed 
the  company's  policy  of  confining  its  activities  to  the  provision  of 
communications  services  for  the  IJnited  States,  and  of  services  to  the 
Government.  It  supplemented  the  restraints  on  "Western  Electric 
pricing  policies  w-hich  had  already  been  imposed  by  management, 
by  the  FCC,  and  by  the  State  regulatory  agencies.  • 

In  negotiating  the  consent  decree,  the  Department  of  Justice  had 
reached  the  conclusion  that  the  basic  ownership  structure  of  the 
system  should  not  be  changed ;  that  is,  that  research  and  manufactur- 
ing capacities  were  necessary  to  the  fulfillment  of  the  primary  mis- 
sion of  the  Bell  System  as  the  organizer,  manager,  and  improver  of 
the  American  telecommunications  network.  SulDJect  to  various  safe- 
guards the  decree  leaves  it  to  the  system  to  make  its  own  decisions 
about  when  to  manufacture  equipment  and  when  to  purchase  it. 
Bv  implication  at  least,  the  Hart  bill  would  reverse  that  decree. 
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The  studies  and  debates  of  the  task  force,  and  the  studies  of  the 
subject  I  liave  made  during  the  last  year,  support  the  general  con- 
clusions which  are  embodied  in  the  decree. 

The  results  of  the  task  force  examination  of  the  problem  appear 
on  pages  2  to  6  and  37  to  42  of  chapter  6  of  its  report,  and  on  page 
17  of  the  introduction  against  tlie  background  of  the  discussion  of 
price  policy  at  pages  16  to  21  of  chapter  6.  "We  found  that  policy 
should  encourage  every  feasible  possibility  of  enlarging  opportun- 
ities for  comi^etitive  access  to  the  market  for  communications  equip- 
ment without  breaking  or  weakening  the  ties  which  link  Western 
Electric  and  the  Bell  Laboratories  to  the  Bell  System  operating 
companies,  and,  of  course,  without  weakening  the  technical  and  the 
economic  viability  of  the  integrated  switched  network. 

The  weightiest  reason  for  this  conclusion,  I  believe,  appears  at 
page  42  of  chapter  6  of  the  task  force  report,  the  problem  of  devel- 
opmg.  perfecting,  and  installing  new  products.  New  products  come 
into  the  system^at  an  astonishing  rate;  22  percent  of  the  current 
output  of  "Western  Electric  consists  of  products  which  did  not  exist 
5  years  ago.  The  fraction  is  50  percent  if  we  take  a  time  frame  of 
10  years.  On  the  basis  of  my  more  recent  studies,  I  should  now  add, 
with  nearly  equal  emphasis,  that  the  association  of  Bell  Laboratories, 
Western  Electric,  and  A.T.  &  T.  is  justified  also  by  the  problem  of 
maintaining  the  network,  a  complex  process  which  often  involves  the 
sustained  presence  both  of  Western  Electric  and  of  Bell  Laboratories 
personnel  in  the  operating  companies,  and  of  operating  company  per- 
sonnel at  Western  Electric  or  the  laboratories,  to  help  solve  difficul- 
ties that  arise  in  the  adaptation  of  new  technologies  to  the  rhythm 
of  operations. 

The  key  to  the  dilemma,  the  task  force  thought,  is  the  issue  one 
faces  in  every  antitrust  case :  defining  the  market.  Were  we  talking 
about  a  market  for  communications  equipment,  as  if  that  equipment 
were  as  stable,  as  fungible,  and  as  definable,  say,  as  lubricating  oil. 
business  machines,  computer  softwear,  paint,  or  salt  tablets,  to  recall 
the  products  involved  in  some  famous  antitrust  cases?  Or  were  we 
talkino;  about  a  market  which  was  in  fact  a  process,  a  market 
which  could  be  defined  only  as  communications  equipment  and 
technology  produced,  maintained,  and  ultimately  replaced  by  ex- 
tended cooperative  effort  on  the  part  of  the  Bell  Laboratories,  West- 
ern Electric,  and  the  Bell  operating  companies  working  together? 

It  seemed  apparent  to  most  of  us  then,  and  seems  apparent  to  me 
now,  that  for  many  kinds  of  communications  equipment  going 
through  nearly  continuous  processes  of  experiment,  development, 
test,  and  change,  "the  relevant  market"  for  purposes  of  antitrust 
enquiry,  or  enquiry  under  the  Hart  bill,  could  not  be  defined  as  the 
market  for  Bell  System  operating  company  purchases  of  equipment 
from  the  shelf.  There  is  no  such  market  because  there  is  no  such 
shelf.  Rather,  the  market  should  be  defined  as  one  for  developing 
and  improving  complex  equipment,  and  the  scientific  knowledge 
required  to  use  it.  If  this  conclusion  is  correct,  it  cannot  be  said  that 
the  ownership  structure  of  A.T.  &  T.  forestalls  or  forecloses  the 
market  for  communications  equipment. 
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In  my  opinion.  Mr.  Cliairman,  innovation  is  the  most  important 
of  economic  activities,  from  tlie  point  of  view  of  social  and  hnman 
welfare,  and  encouraging  innovation  is  one  of  the  most  important 
goals  of  public  policT.  Innovation  is  a  process,  or  an  occurrence, 
which  defies  easy  formulas.  It  is  both  a  psychological  and  an  eco- 
nomic phenomenon.  Schumpeter  thought  innovation  required  a  con- 
siderable degree  of  monopoly  power,  which  alone  could  assure  an 
economic  reward  for  the  innovator.  I  have  never  been  inuch  im- 
pressed by  that  argument.  It  has  seemed  to  me  too  simple.  The  in- 
novating mind  is  a  particular  kind  of  creative  mind.  In  a  favorable 
environment,  it  operates  without  much  reference  to  economic  re- 
wards :  in  a  university,  for  example,  or  in  the  military  establishment. 
It  has  seemed  to  me  that  some  stress  is  desirable,  perhaps  necessary, 
in  stimulating  innovation,  the  stress  of  war,  however  tragically,  has 
led  to  many  innovations;  so  have  the  stress  of  economic  competition 
and  other  forms  of  rivalry  and  emulation.  While  too  much  stress 
})aralvzes  people,  the  complete  absence  of  stress  leads  many  to 
vegetate. 

True  innovations  have  cropped  up  at  various  times  under  varying 
economic  circumstances,  and  from  diverse  sources.  In  the  communica- 
tions industry,  the  Bell  Laboratories  have  proved  to  be  a  favorable 
breeding  ground  for  innovation.  It  is  hard  to  be  sure  whether  the 
reason  for  its  i-ecord  is  f arsighted  management ;  the  interaction  of 
a  considerable  number,  a  "critical  mass"'  of  scientists,  living  and 
working  together;  the  particular  structure  and  ethos  of  the  Bell 
System,  with  its  diverse  signals  and  stimuli ;  or  luck.  While  the  Bell 
Laboratories  operate  in  a  protected  economic  enviromnent,  perhaps 
one  Schumpeter  would  have  approved,  it  is  also  an  evnironment  I 
found  under  a  good  deal  of  stress.  Tlie  Bell  Sj^stem,  I  found,  is 
very  conscious  indeed  of  the  pressures  upon  it,  technological  and 
economic  pressui'es  involved  in  the  need  for  compatible  network 
growth;  political  and  legal  pressures,  like  those  represented  by  this 
set  of  hearings,  like  the  continuing  scrutiny  of  the  FCC  and  State 
regulators,  and  the  pendency  of  the  task  force  study  a  few  years 
ago;  competitive  pressures,  like  the  development  of  rival  compa- 
nies, and  of  companies  seeking  to  become  rivals;  and  scientific  pres- 
sures, the  concern  that  a  laboratory  here  or  abroad  might  outstrip 
Bell  in  the  race  for  progress. 

Some  of  these  factors  or  all  of  them  in  combination  have  surely 
contributed  to  the  Bell  record  in  innovation.  It  is  a  good  record,  by 
any  criterion.  In  a  field  of  advanced  and  complex  technology  like 
that  of  connnunications,  where  one  research  breakthrough  flows  out 
of  another,  it  seems  safe  to  contend  that  research  and  development 
can  be  carried  on  rationally  only  by  the  cooperative  efforts  of  sci- 
entists, manufacturing  engineers,  and  operating  men,  working  to- 
gether for  extended  periods  of  time.  I  do  not  mean  to  disparage  or 
to  dismiss  the  possible  role  in  scientific  progress  of  .the  isolated  out- 
sider, the  individual  inventor  working  in  his  laboratory  or  garage. 
But  modern  science  necessarily  depends  on  organized  and  large- 
scale  collaboration  among  interdisciplinary  groups.  Such  collabora- 
tion is  not  alone  enough  to  guarantee  success.  But  it  is  probably 
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a  necessary  condition  of  success,  certainly  for  tlie  application  of  new 
ideas,  and  usually  for  their  discovery  as  well. 

Collaboration  of  this  sort  among  men  and  women  of  complemen- 
tary experience,  trained  in  different  disciplines,  seems  equally  in- 
dispensable to  the  other  tasks  of  modern  communications  technology: 
Systems  design  and  systems  management:  the  training  and  retrain- 
ing of  pers>^nnel ;  the  testing  and  standardization  of  equipment,  and 
its  maintenance;  and  forward  planning.  One  such  pattern  of  colla- 
boration, involving  these  functions,  as  Avell  as  research,  development 
and  niaiiufacture.  has  been  organized  by  the  Bell  System.  In  the 
nature  of  things,  the  necessities  of  the  task  of  improving,  developing, 
and  maintaining  the  switched  network  will  continue  to  require  the 
sustained  cooperation  of  research,  manufacturing,  and  operating 
experts,  whatever  the  corporate  structure  of  the  system  might  become. 
Congress  could  hardly  forbid  interdisciplinary  research,  develop- 
ment, and  maintenance  teams,  after  all. 

Let  me  illustrate  my  point  from  the  side  of  service  and  mainte- 
nance rather  than  that  of  developing  new  technology.  I  found  that 
aspect  of  the  problem  particularly  striking  in  my  recent  study  of 
the  Bell  S3'stem.  The  telephone  companies  never  have  much  excess 
capacity  because  of  its  cost.  Late  in  1967  the  high  levels  of  employ- 
ment of  the  mid-1960's  became  a  boom.  The  demand  for  telephone 
service  rose  suddenly,  and  at  a  rate  which  had  not  been  foreseen, 
either  within  the  Bell  System  or  outside  it.  The  number  of  telephones 
increased  rapidly,  and  the  number  and  duration  of  calls  per  telephone 
increased  even  more  rapidly.  In  many  parts  of  the  countiy.  and 
particularly  in  Xew  York,  demand  outstripped  the  capacity  of  the 
network  to'  handle  it.  The  New  York  situation  was  compounded  by 
several  features  peculiar  to  New  York:  A  spectacular  increase  in 
the  volume  of  stock  market  transactions,  for  example,  coupled  with 
a  shortening  of  working  time  at  the  stock  exchange,  which  meant 
higher  peak  loads.  As  a  result,  there  Avere  serious  service  problems. 
The  full  resources  of  the  Bell  System  were  mobilized  on  a  crash 
basis  to  deal  with  them.  Experts  from  Bell  Laboratories  and  Western 
Electric  worked  with  the  New  York  Telephone  Co.  personnel  to  de- 
velop a  program  for  redesigning  and  enlarging  the  Xew  York  cen- 
tral office  network.  Innovations  emerged  under  the  pressure  of 
necessity.  Equipment  was  diverted  from  less  ui-gent  orders  to  help 
solve  the  problem  once  it  had  been  diagnosed.  Technicians  were 
brought  in  from  all  over  the  country  to  help.  New  York  Telephone 
Co.  increased  its  installation  staff  fi'om  l,.55o  in  1968  to  2,5?)3  in 
1970  and  2,-582  in  1971.  In  1970,  nearly  1,000  out-of-town  employees 
of  the  Bell  System  were  working  on  the  problem  of  installations  in 
New  York,  536  in  1971,  585  in  1972.  New  York  Telephone  Co.  pur- 
chases f]-om  Western  Electric  alone,  which  had  fluctuated  between 
$245  million  a  vear  and  $279  million  between  1962  and  1967,  being 
$253  million  in'l967.  shot  up  to  $472  million  in  1969,  $631  million  in 
1970,  $517  million  in  1971,  and  $514  million  in  1972. 

Comparable  but  less  severe  problems  existed  in  a  number  of  other 
cities,  and  were  dealt  with  in  a  similar  Avay. 

For  these  reasons,  which  I  have  just  attempted  to  summarize  and 
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identify,  the  task  force  6  years  ag:o  reached  the  conchisions  I  have 
set  out.  My  recent  examination  of  the  problem  in  preparation  for 
this  hearing  has  fully  confirmed  my  belief  in  the  soundness  of  these 
A'iews.  The  key  to  those  conclusions,  the  conclusion  from  which  the 
others  were  drawn,  is  that  the  structure  of  A.T.  &  T.  does  not 
represent  a  vertical  integration  in  the  ordinary  antitrust  sense.  On 
the  contrary,  we  found  it  to  be  a  reasonable  and  indeed  an  inevitable 
system  for  organizing  the  kind  of  inputs  which  are  indispensable  to 
the  process  of  maintaining  and  improving  an  integrated  national  and 
international  system  of  communications,  research  inputs:  engineer- 
ing inputs ;  manufacturing  inputs ;  and  the  inputs  of  overall  manage- 
ment. The  pattern  which  the  Bell  System  has  developed  for  the 
conduct  of  that  process  strikes  me  as  an  efficient  and  effective  way 
to  bring  all  these  perspectives  to  bear  on  an  infinitely  complex  prob- 
lem of  systems  management.  I  see  no  reason  to  subject  that  organism 
to  radical  surgery. 

On  the  contrary,  on  this  ultimate  and  basic  issue  raised  by  the 
application  of  the  Hart  bill  to  the  Bell  System,  the  value  to  our 
economy  of  maintaining  the  integrated  communications  network  as 
a  viable  entity,  and  of  allowing  Western  Electric,  the  Bell  Labora- 
tories and  the  Bell  System  operating  companies  to  work  together  in 
developing,  maintaining  and  improving  it,  it  seems  to  me  that  a 
reorganization  of  the  communication  equipment  industry  along  the 
lines  prescribed  by  the  bill  would  be  a  disaster,  and  a  disaster  with- 
out compensating  advantages. 

Some  recent  studies  have  criticized  the  economic  consequences  of 
certain  antitrust  divestiture  decrees,  particularly  as  they  have 
affected  research  and  development.  The  conclusions  of  those  studies 
may  or  may  not  withstand  analysis.  But  they  should  be  taken 
seriously.  The  most  enthusiastic  believer  in  antitrust  enforcement 
must  acknowledge  that  innovation  is  a  most  particular  problem ;  that 
institutions  capable  of  innovation  are  rare;  that  they  come  in  many 
sizes  and  shapes ;  and  that  they  are  difficult  and  expensive  to  develop, 
and  easy  to  destroy.  I  speak  to  this  theme  with  special  conviction  be- 
cause I  am  of  the  miiversity  world.  Universities  should  be  institu- 
tions favorable  to  innovation.  Sometimes  they  are.  But  I  know  how 
slioit  the  list  of  genuinely  great  universities  is,  and  how  vulnerable 
their  irreatness. 

I  uro-e  3'ou,  therefore,  to  think  long  and  carefully  before  you 
propose  a  step  which  I  am  convinced  would  weaken  our  national 
capacity  for  innovation. 

Senator  Hart.  Do  you  want  to  get  on  to  a  noncontroversial  sub- 
ject while  you  pause  there,  and  tell  us  those  universities  you  believe 
genuinely  to  be  great? 

]Mr.  RosTOw.  Do  you  not  believe  in  the  fifth  amendment? 

[General  laughter.] 

Mr.  RosTOw.  I  have  friends  everywhere  throughout  the  university 
world.  I  will  come  and  whisper  in  your  ear  after  the  hearing. 

Before  concluding,  I  should  say  a  few  words  on  the  testimony 
presented  to  this  committee  earlier  this  month  by  ]Mr.  Clay  Wiite- 
head,  the  Director  of  the  Office  of  Telecommunications  Policy. 
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It  seems  to  me,  reading  his  testimony,  that  the  principal  differ- 
ences between  Mr.  ^\niitehead  and  me  are  differences  about  facts, 
and  about  one  fact  in  particular — the  nature  of  the  integrated 
switched  network — rather  than  differences  of  analysis  or  of  policy 
outlook.  On  many  specific  policy  issues,  indeed,  we  reach  the 
same  conclusions. 

Mr.  Wliitehead  starts,  as  I  do,  with  the  proposition  that  com- 
petition should  be  the  rule  and  monopoly  the  exception  in  our  law 
of  industrial  organization. 

Applying  that  proposition  to  the  process  of  change  in  the  com- 
munications industry,  he  concludes  that  communications  policy 
should  be  governed  by  four  principles. 

The  first  of  Mr.  Whitehead's  principles  in  that  the  public  utility 
monopoly  in  what  he  calls  conventional  telephone  service  is  still 
appropriate  today. 

I  find  it  difficult  to  tell  from  Mr.  Whitehead's  testimony  whether 
he  thinks  the  public  utility  telephone  monopoly  should  be  local  or 
national  in  character.  At  some  parts  of  this  testimony,  he  seems  to 
be  talking  about  the  telephone  network  as  if  it  involved  simply  the 
provision  of  IcK^al  services,  with  perhaps  a  residual  long-line  con- 
nection, not  necessarily  part  of  the  system.  At  othere,  however,  he 
seems  to  be  talking  about  the  national  switched  network,  the  basis 
for  what  he  calls  our  universal  low-cost  telephone  service.  I  believe 
that  Mr.  "Wliitehead  regards  the  maintenance  and  development  of 
the  national  switched  network,  and  of  the  public  message  services 
w^hich  use  it,  as  the  appropriate  definition  of  the  scope  of  his  first 
principle.  But  I  cannot  be  sure.  That  definition  was  the  predicate 
of  the  task  force  report  in  1968,  and  of  my  testimony  today.  In  our 
view,  the  natural  communications  monopoly  nowadays  must  include 
the  provision  of  integrated  switched  message  service  on  a  national 
basis,  managed  as  a  unit. 

Mr.  Whitehead's  second  principle  is  that  the  monopoly  concept 
should  not  be  extended  to  communications  services  other  than  those 
which,  in  his  language,  have  "to  go  through  the  switched  telephone 
network." 

What  are  the  peripheral  communication  services  which  do  not  have 
to  go  through  the  switched  network?  Mr.  Whitehead  offers  a  defini- 
tion on  page  1611  of  his  testimony:  "Most  everyone  wants  or  needs 
a  telephone,"  he  says,  "but  not  everyone  wants  a  private  branch 
exchange  or  access  to  data  processing  equipment  or  a  private  line 
between  two  cities,  or  a  phone  in  his  car,  or  any  of  the  special  capa- 
bilities which  electronic  technology  can  make  available  to  particular 
uses,  packaged  to  meet  their  particular  needs." 

Mr.  Whitehead's  list  does  not  really  fit  his  test.  A  private  branch 
exchange,  for  example,  is  designed  to  use  the  network,  as  may  or 
may  not  be  the  case  for  the  specialized  communications  services 
which  he  mentions. 

The  difficulty  with  his  definition,  however,  insofar  as  it  does  apply, 
is  that  the  companies  offering  specialized  communications  services, 
as  contrasted  with  equipment,  generally  insist  on  going  through  the 
national  switched  telephone  network.  And  they  press  the  point  more 
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and  more  urgentl}'.  Their  customers  are  not  content  to  bo  connected 
only  to  each  other.  They  want  to  be  able  to  reach  all  the  millions  of 
termin.als  linked  together  through  the  switched  network. 

The  distinction  between  Mr.  XVhitehead's  first  and  second  prin- 
ciples, then,  simply  does  not  work.  As  I  said  a  few  minutes  ago,  one 
cannot  draw  a  straight  line  through  the  system,  with  the  switched 
network  on  one  side  and  the  rest  of  the  communications  industry  on 
the  other.  That  is  why  we  chose  another  pair  of  definitions  in  the 
task  force  report — the  definitions  I  haye  used  today.  We  simply  could 
not  identify  a  sphere  of  monopoly  for  communications  services  which 
use  the  integrated  switched  message  network,  and  a  sphere  of  com- 
petition for  services  which  do  not.  The  new  services,  or  most  of  them, 
end  ui.)  trying  to  use  the  network.  I  think  our  definition  in  the  task 
force  report  Is  a  good  deal  more  realistic  than  Mr.  "Wliitehead's,  al- 
thouo-h  more  difficult  to  apply — that  competition  should  be  allowed 
for  suijplemental  services  or  equipment  whose  use  would  not  threaten 
the  technical  or  economic  viability  of  the  basic  national  switched 
message  network.  There  is,  in  my  judgment,  no  easy  way  to  escape 
from  the  dilemma  of  judgment. 

As  I  tried  to  bring  out  in  my  testimony  earlier,  my  objection  to 
duplicative  and  uneconomic  services  is  a  much  deeper  one.  Manifestly, 
most  of  the  new  services  are  both  technically  and  economically  inter- 
twined with  integrated  switched  network.  The  policy  problem  they 
raise  is  not  so  much  whether  they  use  the  switched  network,  but 
whether  that  use  impairs  its  technical  and  economic  integrity. 

Mr.  Whitehead's  third  principle  follows  from  his  second,  and 
sutlers  from  the  same  difficulties  I  have  just  tried  to  point  out.  A  new 
entrant  should  be  free,  he  contends,  to  offer  any  communications 
service,  except  what  he  calls  conventional  telephone  service,  with- 
out the  prior  permission  of  the  FCC.  What  is  now  clear,  however, 
is  that  conventional  telephone  service  is  exactly  w^hat  the  special- 
ized intercity  common  carriers  are  offering.  So,  indeed,  are  the 
conij^anies  oli'ering  private  branch  exchanges,  key  telephone  systems, 
and  extension  phones.  They  want  to  offer  communications  services  or 
equijiment  which,  in  Mr.  Whitehead's  terminology,  use  the  integrated 
switched  network. 

Mr.  Whitehead's  fourth  principle  concerns  the  freedom  of  the 
customer  to  use  any  communication  device  he  wants  over  the  tele- 
phone lines,  provided  the  problem  of  technical  compatibility  is 
solved.  ^Ir.  Whitehead  reo-ards  that  problem  as  easy.  Others  think 
it  is  more  difficult.  In  addkion,  as  I  tried  to  bring  out  earlier,  some 
of  the  rate  and  regulatory  problems  that  have  arisen  in  this  con- 
text are  serious. 

Mr.  Whitehead  and  I  are  agreed  in  criticizing  the  way  m  which  the 
FCC 4ias  handled  rate  and  regulatory  problems  of  competitive  entry 
and  response.  He  says  the  FCC  has  become  a  cartel  manager,  ap- 
portioninir  markets  among  pseudo-competitors  and,  by  implication 
at  least,  he  criticizes  tlie  FCC  for  setting  up  artificial  barriers  pro- 
tecting the  specialized  common  carriers  against  Bell  Co.  competition. 
Mr.  Whitehead  urges,  as  I  do,  that  the  Bell  companies  should  be 
free  to  offer  vigorous  competition  to  those  who  are  seeking  to  sell 
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rival  services  or  equipment,  altliouo-h  he  does  not  make  his  position 
clear,  as  I  have  tried  to  do,  on  the  issues  of  price  policy  which  this 
approach  involves.  In  Mr.  Whitehead's  view,  the  Bell  companies 
sliould  be  allowed  to  offer  what  he  calls  nontelephone  services  freely, 
and  he  sees  no  reason  to  separate  the  ownership  of  Western  Electric 
and  the  Bell  Laboratories  from  the  Bell  System. 

Tlie  main  difficulty  I  find  with  ^Ir.  Whitehead's  testimony  as  a 
jruide  to  policy,  then,  is  in  his  definition  of  the  basic  switched  net- 
work whicli,  we  are  agreed,  should  remain  a  monopoly  reo'ulated  by 
public  authority.  I  think  he  has  offered  a  definition  much  too  simple 
and  mechanical  to  be  useful  to  you,  and  one,  furthermore,  which  com- 
pletelv  ig-nores  what  I  believe  to  be  the  central  problem  of  policy 
in  this  field — protectino-  the  technical  and  economic  intej^rity  of 
tlie  basic  switched  network. 

The  controversies  we  have  reviewed  over  the  putative  application 
of  the  policies  of  S.  1167  to  the  Bell  System,  as  part  of  what  the  bijl 
calls  the  communication  equipment  industry,  bring  out,  I  believe, 
some  of  the  inherent  difficulties  in  reconciling  our  national  policy 
for  preventing  restraints  of  competition  with  our  equally  clear  na- 
tional policy  of  having  some  sectors  of  the  economy  organized  as 
regulated  monopolies.  The  conflict  between  these  policies  is  more 
than  80  years  old.  The  Interstate  Commerce  Act  was  passed  in  1887, 
and  the  Sherman  Act  in  1800.  Some  of  the  earliest  and  most  famous 
Slierman  Act  cases  concerned  the  railroads.  The  law  books  ever 
since  have  been  full  of  antitrust  cases  dealing  with  regulated  indus- 
tries— shipping  lines,  banks,  stock  exchanges,  and  many  others.  The 
conflict  between  these  two  policies  can  never  be  neatly  or  finally  re- 
solved. All  that  can  be  expected,  as  our  history  attests,  is  a  more 
or  less  sensible  accommodation  in  each  situation  between  our  reluc- 
tant acceptance  of  the  necessity  for  monopoly  in  some  instances,  on 
the  one  hand,  and  our  deep  and  almost  instinctive  preference  for  com- 
petition on  the  other. 

My  purpose  here  today  has  been  to  delineate  a  line  of  analysis 
which  might  contribute  to  a  sensible  accommodation  in  the  field  of 
communications  policy.  I  think  it  might  be  helpful  if  I  summarized 
my  principal  conclusions. 

The  first  basic  conclusion,  I  should  say,  is  that  the  integrated 
switched  network,  national  and,  indeed,  international  in  reach,  should 
continue  to  be  treated  as  a  natural  monopoly  managed  by  the  Bell 
System  in  cooperation  with  the  independent  telephone  companies, 
and  regulated  in  the  public  interest,  in  order  to  preserve  its  techni- 
cal ancl  economic  integrity. 

That  switched  network,  I  have  contended,  is  an  organic  entity, 
necessarily  including  research,  manufacturing,  operating,  and  mana- 
gerial elements.  Therefore,  the  Bell  System,  which  is  the  chosen 
instrument  of  the  law  to  manage  and  develop  the  network,  is  not  a 
A'ertical  integration  in  the  antitrust  sense. 

Public  policy  should  allow  and  encourage  competition  in  the  sale 
of  commmiications  equipment  and  services  to  the  extent  that  such 
competition  is  consistent  with  this  principle. 

Second,  insofar  as  we  do  decide  to  allow  competition  in  areas  of 


4034 

the  economy  close  to  those  beino-  regulated,  the  lesson  'both  of  theory 
and  of  experience  is  that  the  competition  should  be  real  competition, 
hard  competition,  equal  competition,  not  the  pseudo-competition  of 
a  cartel,  or  the  protectionist  devices  of  mercantilism  or  syndicalism. 

Third,  in  its  present  form,  S.  1167  violates  the  principle  of  network 
unity  by  requiring  the  breakup  of  the  Bell  System,  at  least  pre- 
sumptively. And  some  of  the  suggestions  urged  upon  the  committee 
by  other  witnesses  go  further  in  recommending  the  separation  of 
Long  Lines.  Western  Electric,  and  Bell  Laboratories  from  A.T.  &  T. 
and  from  the  operating  companies  and  from  each  other,  and  the 
division  of  Western  Electric  into  a  number  of  separate  companies. 
Separately  and  together,  these  proposals  would  make  it  nearly  im- 
possible to  organize  and  conduct  a  progressive  and  unified  message 
network  in  the  United  States. 

Fourth,  the  Federal  Communications  Commission  has  violated  the 
first  two  conclusions  I  have  just  stated.  It  has  violated  the  principle 
of  network  unity  in  a  number  of  significant  regards,  both  economic 
and  technical.  It  has  authorized  competition  which  is  inconsistent 
with  the  requirements  of  system  integrity,  and  it  has  practiced  pro- 
tection while  preaching  competition.  It  has  authorized  too  many 
domestic  communications  satellites  and  created  a  regulatory  climate 
sympathetic  to  demands  for  protecting  the  excess  investments 
against  competition.  In  the  domestic  satellite  field,  FCC  has  already 
restrained  A.T.  &  T.  from  entering  a  sector  of  the  market  for  3  years. 

Similarly,  it  has  imposed  a  number  of  restrictions  on  A.T.  &  T.  in 
the  market  for  land  mobile  point  to  point  services.  When  A.T.  &  T. 
lowered  its  rates  in  order  to  meet  the  competition  of  specialized  com- 
mon carriers,  the  FCC  sought  to  delay  the  effectiveness  of  such  rates 
in  order  to  protect  the  new  competitors  from  the  challenge  of  rates 
which  in  all  cases  would  have  been  well  above  the  benchmark  of  true 
incremental  costs.  When,  on  the  other  hand,  the  specialized  common 
carriers  reduced  their  rates  to  meet  those  of  the  Bell  System  com- 
panies, their  tariffs  were  allowed  to  go  into  effect  immediately.  The 
FCC  has  thus  far  failed  to  commit  itself  to  incremental  cost  as  the 
proper  floor  for  competitive  cost  responses  in  a  regulated  industry. 

Fifth,  developments  since  the  preparation  of  the  task  force  report 
of  1968  require  a  fresh  look  at  many  of  its  conclusions.  Some  of  the 
exj^ectations  of  the  time  have  proved  to  be  illusory.  The  task  force 
and  the  FCC  had  been  repeateclly  assured,  for  example,  that  special- 
ized common  carrier  private  line  services  would  break  new  ground, 
both  in  technology  and  in  marketing.  Thus  far,  at  least,  such  serv- 
ices have  been  indistinguishable  from  the  services  offered  by  the  Bell 
System  except  in  price.  They  have  resulted  in  the  diversion  of  business 
and  of  revenues  from  the  existing  carriers,  thus  setting  in  motion  a 
chain  reaction  of  price  and  rate  responses,  and  a  chain  reaction,  too, 
of  controversies  before  commissions,  associations,  courts  and  congres- 
sional committees.  The  National  Association  of  Regulatory  Utility 
Commissioners  is  calling  for  major  changes  in  policy  direction  as  a 
result  of  all  that  has  happened  during  the  last  6  years  with  regard  to 
the  connection  of  terminal  equipment  to  the  telephone  system,  and 
the  growth  of  specialized  common  carriers. 
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The  strong  economic  interests  which  have  successfully  pressed  for 
the  new  rules  contiime  to  press  for  their  maintenance. 

These  controvei-sies  pose  basic  choices  of  public  policy.  Does 
ConjiTCSS  want  to  continue  the  historic  pattern  of  telephone  rates, 
which  has  favored  the  residential  subscriber  for  basic  exchange  serv- 
ice? Or  does  it  want  a  rate  system  in  which  each  class  or  group  of 
subscribei-s  would  come  much  closer  to  paying  its  own  way  ? 

Does  Congi'ess  want  to  encourage  the  entry  of  new  competitors 
into  various  phases  of  the  communications  industry,  provided  that 
there  is  no  significant  threat  to  s^-stem  integrity,  and  only  if  the  new 
entrants  c-an  make  their  waj'  of  genuinely  competitive  grounds?  Or 
does  it  want  to  subsidize  the  entry  of  new  competitor,  even  at  con- 
siderable risk  to  the  teclinical  integrity  and  economic  viability  of  the 
unified  switched  network? 

If  we  Avant  to  have  a  rational  public  polic}',  the  responsible  agen- 
cies should  assemble  and  consider  the  facts  bearing  on  the  merits  of 
a  series  of  current  and  prospective  controversies  over  a  whole  series 
of  issues  which  sometimes  seem  small  in  themselves,  but  have  the 
capacity  to  shape  the  future  of  the  communications  network :  Those 
concerning  the  connection  of  terminal  equipment  and  specialized 
communications  syst-ems  to  the  network;  those  concerning  the  rela- 
tionship between  State  and  National  regulatory  authority  in  this 
field;  and  finally,  those  concerning  the  rules,  which  should  govern 
the  competition  of  regulated  and  unregulated  firms  in  several  sectors 
of  the  communications  industry. 

I  recognize,  Mr.  Chairman,  that  reasonable  men  differ  and  differ 
strongly  about  the  gravity  and  import  of  several  of  these  develop- 
ments. May  I  end  on  a  note  of  caution  about  how  such  differences  of 
view  should  be  resolved? 

We  are  living  at  a  time  when  unprecedented  change  has  put  all  of 
the  institutions  of  our  society  under  unprecedented  stress.  Many  of 
those  institutions  are  not  working  well — our  schools,  for  example; 
our  railroads;  the  Post  Office;  our  arrangements  for  providing  health 
care.  Each  of  us  could  add  to  this  list  from  his  own  experience. 

Is  it  sound  policy  to  allow  the  basic  system  for  providing  our 
communications  services  to  be  broken  up  and  reorganized  in  the  name 
of  an  abstraction,  at  a  time  when  that  system  has  demonstrated  a 
nearly  unique  capacity  to  adapt  itself  quickly  and  efficiently  to  these 
turbulent  streams  of  change? 

I  do  not  think  so. 

Senator  Hart.  I  doubt  very  much  whether  any  other  committee  in 
this  busy  building  in  the  Old  Senate  Office  Building  this  morning 
has  been  exposed  to  a  more  interesting  discussion  of  a  drier  subject 
than  what  we  just  heard.  And  if  an3^one  was  a  late  arrival  and  did 
not  know  that  it  was  basically  an  academician  who  was  testifying, 
your  concluding  note  would  have  suggested  it.  The  recognition  that 
reasonable  men  can  differ  strongly  alx)ut  some  of  these  questions  is 
not  always  the  concluding  note  of  many  witnesses  around  here,  and 
it  is  a  welcome  one. 

You  certainly  saved  your  fastest  ball  for  the  end,  that  suggestion 
that  there  are  other  institutions  which  seem  more  decrepit  in  the 
turbulent  streams  of  change? 

39-887— 74— a)t.  6 14 
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We  have  been  joined  by  the  senior  Senator  from  Massachusetts 
diirino-  the  course  of  your  testimony.  As  a  constituent,  I  am  sure  he 
would  like  a  moment  to  bid  you  welcome. 

Mr.  RosTOW.  I  must  correct  the  record.  Senator. 

Senator  Hart.  Oh.  no,  no.  It  is  Yale,  it  is  not 

Mv.  RosTOw.  I  come  from  Yale ;  it  is  in  Connecticut. 

Senator  Kennedy.  How  could  you  make  a  mistake  like  that? 

Senator  Hart.  Not  being  an  Ivy  League  graduate,  I  have  diffi- 
culty keeping  them  apart. 

Senator  Kennedy.  Well,  in  any  event,  I  want  to  extend  a  warm 
word  of  welcome  to  Professor  Rostow.  I  think  many  of  us  who  have 
followed  over  the  period  of  recent  years  his  involvement  in  issues  of 
public  concern,  and  all  of  us  in  the  Congress  give  a  special  weight 
and  a  special  consideration  to  his  comments  on  matter  of  public 
policy. 

Even  though  we  are  across  the  borders  of  Connecticut  we  admire 
greatly  the  work  that  you  liave  done  and  the  interest  that  you  have 
taken  in  so  many  areas  of  public  concern. 

As  you  know,'  Professor,  there  are  many  aspects  of  the  Bell  System 
in  my  own  State  of  Massachusetts.  And  as  I  have  said,  up  there. 
Western  Electric,  which  is  one  of  the  great  employers  north  of 
Boston,  has  really  been  the  leader  as  far  as  the  public  awareness  and 
interest  in  the  community  and  have,  I  think,  practically  in  every 
respect  been  the  kind  of  model  good  citizen  for  our  community.  They 
have  taken  it  very  seriously,  in  a  number  of  different  areas,  whether 
it  is  in  education  of  the  students  that  are  working  part  time  in  their 
plants  or  factories,  or  water  pollution  areas  and  concerns.  They  have 
really  been  extremely  active  and  interested,  and  I,  for  one,  find  that 
in  those  instances,  because  they  have  been  sensitive  to  matters  of 
public  concern,  I  always  feel  that  wdien  they  come  to  the  Congress 
and  talk  about  the  impacts  that  legislation  has  upon  their  interests,  I 
always,  from  my  own  point  of  view,  find  them  much  more 
persuasive. 

There  are  so  many  industries  that  really  feel  their  only  responsi- 
bilities are  strictly  to  the  shareholders.  They  really  do  not  have  the 
kind  of  interest  that  this  company  has.  And  then  they  come  to  the 
Congress  and  want  very  special  kinds  of  considerations. 
So  I  welcome  you  here. 

I  apologize  for  not  being  here  earlier,  but  I  was  at  the  funeral 
services  for  former  Senator  ]Morse  so  I  missed  the  statement  and 
commentary. 

One  of  the  themes  that  you  have  in  your  statement  is  that  we 
really  ought  to  leave  the  outer  limits  in  terms  of  a  corporate  struc- 
ture to  the  natural  economic  interplay  of  forces. 

And  then  you,  as  I  understand,  recognize  that  there  will  be  an 
increase  in  the  costs  to  the  consumers,  I  am  just  wondering  what 
you  think  our  responsibility  is  in  terms  of  letting  these  costs  continue 
to  escalate.  Should  we  just  let  that  happen;  should  we  just  stand  by; 
or  should  we  be  willing  to  take  some  kind  of  action  ? 

I  would  be  interested  in  the  reactions  you  would  have  to  that. 

Mr.  RosTOW.  Before  I  answer  your  important  question,  Senator 
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Kennedy,  may  I  thank  you  for  yonr  very  kind  words  of  welcome.  I 
am  also  sure' that  the  men  from  Western  Electric  here  today  will 
appreciate  what  you  said  about  the  attitude  of  that  company. 

Yes,  I  did  try  to  dehne  the  outer  boundaries  of  the  switched  net- 
work in  terms  of  the  interplay  of  competitive  forces,  because  I  can 
find  no  better  way  of  makino;  a  sharp  definition.  You  are  quite  right, 
I  did  say  in  this  paper  that  the  recent  FCC  policy  of  encouraginfr  the 
entry  of  manufacturino;  companies  which  make  telecommunications 
equipment  for  connection  to  the  system  and  of  common  carriers 
offerinff  specialized  private  line  services  of  one  kind  or  another  would 
inevitably  have  an  impact  on  the  rate  structrue.  In  the  nature  of 
things,  that  impact  woukl  necessarily  lead,  given  the  importance  of 
the  principle  of  the  margin  in  the  economic  analysis,  to  ripple  effects 
throughout  the  rate  structure,  and  higher  rates  for  the  residential 
user  and  subscriber,  should  Congress  sit  idly  by  and  allow  this 
2")rocess  to  continue. 

That  is  why  I  tried  to  conclude  my  testimony  with  four  questions 
which  I  think  Congress  should  face,  and  face  very  seriously.  These 
rate-cost  relationshi]^s  do  not  really  involve  the  question  of  who  is 
subsidizing  whom.  You  will  notice  that  in  my  prepared  statement  the 
word  "subsidy"  is  not  used  in  any  way,  shape,  or  form. 

The  utilization  of  the  l)asic  switched  network  involves  joint  costs, 
and  many  quite-different  services. 

If  I  can  t-ake  a  homely  analogv.  it  is  a  little  like  the  pro]>lem  of 
pricing  the  various  cuts  of  beef.  The  meat  is  all  produced  out  of  the 
same  process  of  slaughtering.  Tlie  cost  of  steak  and  of  hamburger  are 
therefore  not  very  different.  But  the  prices  are  very  different. 

We  do  not  say  that  the  purchaser  of  steak  subsidizes  the  users  of 
hamburger.  We  say  that  the  prices  for  the  different  cuts  of  beef  are 
set  in  accordance  witli  the  elasticitv  of  demand  for  the  products,  and 
tliat  the  different  cuts  of  beef  will  be  sold  so  long  as  the  extra  costs  of 
providing  the  meat  do  not  exceed  the  extra  re  Avenue  brought  in 
through  their  sale. 

For  a  variety  of  economic  and  social  reasons,  we  have  developed  a 
pattern  of  ratemaking  in  the  telephone  industry  which  has  led  to 
relatively  low  rates  for  tlie  residential  user.  That  policy  may  have 
strong  economic  justification  from  the  point  of  view  of  the  com]>any 
in  achieving  the  economic  advantages  of  having  a  universal  telephone 
system.  It  has  great  appeal  as  a  matter  of  social  policy  to  Congress 
and  to  the  State  legislatures,  as  we  have  heard  this  morning  from 
IMr.  Colter. 

Congress  should  recognize  it  has  to  balance  two  or  three  sets  of 
policy  considerations  in  this  field. 

If  Congress  wishes  to  encourage  the  entry  of  manufacturers  of 
equipment  and  providers  of  communications  services  around  the 
periphery  of  the  switched  network,  as  the  FCC  has  done,  it  must 
recognize  that  continuing  that  policy  will  have  a  cost.  The  cost  will 
be  that  in  all  fairness  the  Bell  System  and  other  operating  companies 
simply  have  to  be  allowed  to  respond  competitively  for  areas  of  busi- 
ness which  are  very  large  and  growing  very  rapidly,  and  therefore 
that  there  wdll  be  ripple  effects  on  the  whole  rate  structure. 


4038 

On  tlie  other  hand,  if  Congress  saj^s,  "No,  the  maintenance  of  a 
system  of  rates  which  leads  to  comparatively  low  rates  for  the  resi- 
dential user  is  the  policy  we  want  to  pursue,"  then  is  must  conclude 
that  the  outer  limits  of  what  I  have  called  here  the  integrated 
switched  network,  the  natural  monopoly  of  the  telephone  system 
managed  by  Bell,  will  be  drawn  somewhat  more  broadly  than  other- 
wise. Those  are  among  the  choices  that  I  think  Congress  has  to  make, 
and  I  have  ibeen  trying  to  bring  out  those  choices  as  sharply  a,s  I 
could. 

Senator  Kennedy.  I  think  in  part  of  your  testimony  you  also  talk 
about  using  the  marginal  cost  pricing  to  permit  cross-subsidizing  in 
some  of  their  competitive  services  with  some  of  their  monopoly 
services. 

Mr.  RosTOW.  Yes. 

Senator  Kennedy.  I  think  this  is  in  an  earlier  part  of  your 
testimony. 

Mr.  RosTOW.  Well,  I  got  into  part  of  that. 

Senator  Ivennedy.  Is  this  really  in  the  public  interest  ? 

Mr.  RosTOW.  Well,  I  mentioned  the  economic  basis  for  that  argu- 
ment, which  is  now  a  very  active  and  intense  argument  in  many  quar- 
ters, especially  with  regard  to  these  new  specialized  communications 
services,  in  my  response  to  your  previous  question.  I  do  refer  to  that 
problem  in  my  prepared  testimony  today,  and  you  find  the  statement 
we  made  on  the  subject  in  the  task  force  report  at  page  18,  I  think,  of 
chapter  six.  There  we  said  that  a  minimum  price  standard  calculated 
with  reference  to  long-run  incremental  costs  for  the  particular  service 
is  the  proper  guide  for  the  minimum  price  policy  that  the  FCC 
should  pursue,  and  that  under  those  circumstances  there  is  no  subsidy. 

There  is  an  intense  controversy  going  on  that  in  many  ways  paral- 
lels the  controversy  which  occupied  the  ICC  for  so  many  years  as  to 
whether  marginal  costs,  incremental  costs,  should  or  should  not  be 
the  benchmark  for  minimum  prices  in  this  field.  Of  course,  the  trage- 
dy of  the  railroad  system,  and  of  the  transportation  system  generally, 
is  much  in  people's  minds  as  they  look  at  the  problems  of  the  FCC 
and  the  communications  industry.  No  one  wants  to  go  down  that  road 
again  if  we  can  help  it. 

The  problems  of  communications  and  transportation  are  similar  in 
some  ways  and  different  in  others. 

Looking  back  at  the  history,  I  think  the  ICC  does  bear  a  consider- 
able share  of  the  responsibility  for  this  tragedy.  I  think,  in  retro- 
spect, that  the  particular  issue  which  your  question  raises  is  one  of 
the  key  mistakes  that  the  ICC  made,  one  of  the  key  mistakes  1  am 
very  anxious  that  the  FCC  should  not  repeat.  The  ICC  set  minimimi 
prices  too  high,  and  set  them  on  the  wrong  economic  basis.  Therefore, 
the  Commission  prevented  the  railroads  from  responding  competi- 
tively to  the  development  of  trucking  and  the  development  of  water 
shipment.  And  the  ICC  also  forbade  the  railroads  to  own  trucks,  and 
so  on.  All  in  all  the  railroads  were  denied  the  possibility  of  a  sensi- 
ble business  response  to  the  new  forms  of  competition  that  were 
coming  and  had  to  come.  The  net  result  was  an  uneconomic  evolution 
of  the  railroad  industry  as  compared  to  its  rivals. 


4039 

I  do  not  think  there  can  really  be  any  claim  that  prices  which 
cover  true  incremental  costs,  tme  variable  costs,  out  of  pocket  costs, 
the  additional  costs  of  providing  the  particular  service,  are  sub- 
sidized in  any  way.  That  common  argument  is  like  saying  thata  man 
who  is  competing  with  a  rival  who  happens  to  have  a  rich  wife  has 
an  economic  disadvantage.  We  are  talking  about  the  use  of  resources. 
The  general  economic  rule  is  that  resources  should  be  used  so  long  as 
they  bring  in  more  revenue  than  the  extra  use  costs  attribute  to  the 
particular  use. 

You  aet  into  arguments  about  exactly  how  short-term  variables 
should  be  measured.  That  is  a  normal  decision  a  businessman  takes 
every  time  he  accepts  additional  business.  So  long  as  that  rule  is 
respected  there  is  no  cross-subsidization  when  it  is  not  respected, 
when  people  try  to  set  minimmn  prices  too  high,  they  are  not  only 
committing  the  overhead  cost  fallacy  in  economic  theory,  which 
would  bring  them  an  "F"  in  their  examinations  in  the  leading  uni- 
versity in  your  State  as  well  as  in  mine,  Senator  Kennedy,  but  they 
are  moving  in  a  way  which  interferes  with  the  optimal  use  of  re- 
sources and  leads  to  uneconomic  waste. 

So  I  would  say  in  answer  to  your  question  that  so  long  as  this  rule 
is  respected,  the  "ride,  that  is  to  say,  that  the  floor  for  minimum  prices 
in  this  area  should  be  the  floor  of  incremental  costs,  then  there  can 
be  no  cross-subsidization.  I  think  a  great  deal  of  the  anxiety  and 
concern  on  the  subject  has  really  not  been  about  cross-subsidization, 
but  about  the  economies  for  society  of  using  a  system  which  neces- 
sarily involves  joint  costs.  The  capital  of  the  switched  network  does 
involve  joint  costs.  It  does  offer  society  an  opportunity  to  obtain  new 
services  at  low  incremental  costs.  From  the  point  of  view  of  society, 
we  should  not  forego  the  advantage  of  that  enormous  investment. 

Senator  Kennedy.  Thank  you  very  much. 

Senator  Hart.  The  several  signals  that  have  disturbed  us  are  to 
give  notice  that  a  vote  is  occurring  on  the  Senate  floor.  AYe  will 
briefly  recess. 

[A  brief  recess  was  taken.] 

Senator  Hart.  The  committee  will  be  in  order. 

I  woidd  like  to  ask  just  a  couple  of  questions,  more  to  get  your 
reaction  than  to  quarrel,  and  then  I  know  that  staff  has  a  number  of 
questions  they  would  like  to  develop. 

Early  in  your  paper  your  say  that  as  a  method  for  dealing  with 
the  genuine  economic  problems  of  oligopoly  and  monopolization  in 
the  economy,  the  bill,  S.  1167,  is  overbroad  and  unnecessary. 

Putting  aside  the  bill  would  you  agree  that  we  do  have  a  problem 
with  respect  to  oligopoly  and  monopoly  in  certain  sectors  of  the 
economy. 

Mr.  EosTow.  Yes,  certainly.  I  have  not  made  a  recent  survey  to 
bring  up  to  date  the  pages  from  that  book  of  mine  that  I  put  in  by 
waj-  of  appendix,  so  I  would  not  today  be  prepared  to  testify  as  to 
the  percent  of  the  economy  in  different  areas  that  involves  oligopoly, 
but  certainly,  of  course  we  have  a  problem  of  oligopoly,  and  in  some 
areas  probably  an  important  one. 

In  our  statistical  approach  to  the  problem  I  think  we  often  miss 
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the   forest   for  the  trees   for   reasons   that   are   very   natural    and 
understandable. 

First  of  all,  we  use  concentration  statistics  based  on  census  data  as 
to  what  percentage  of  the  national  wealth  or  what  percentage  of  the 
Nation's  industiy  is  owned  by  the  biggest  corporations.  Those  sta- 
tistics are  important.  They  may  even  become  ominous  someday.  But 
they  have  nothing  to  do  with  the  problem  of  monopoly  and  competi- 
tion in  particular  markets. 

The  second  <renei'al  reason  for  some  confusion  in  our  measures  of 
monopoly  is  that  we  often  tend  to  focus  on  compatible  conditions 
within  markets  and  fail  to  realize  how  much  interpenetration  of 
markets  is  developing,  both  through  the  de^-elopment  of  transporta- 
tion and  through  the  use  of  substitute  materials.  Look  at  the  building 
industry,  for  example.  There  used  to  be  a  list  of  two  or  three  or  four 
l)uilding  materials.  Xow  tliere  it  is  a  list  of  25.  Pipes  are  made  from 
plastic  as  well  as  steel,  tile,  and  so  on. 

I  should  say,  then,  that  of  course  monopoly  and  oligopoly  are  im- 
portant problems.  Of  course  they  are  ]-)roblems  that  we  should  con- 
cern ourselves  with  and  keep  up  to  date  about.  But  my  own  guess  is 
that  in  reality  our  economy  is  now  a  great  deal  more  competitive 
than  it  was  in  the  early  days  of  the  antitrust  laws,  when  we  had 
single  firm  monopolies  in  some  of  the  basic  industries  of  the  country. 
"We  do  not  have  that  anvmore.  That  is  a  huge  achievement  for  which 
the  enforcement  of  the  Sherman  Act  deserves  a  great  deal  of  credit. 
But,  I  would  answer  your  question  with  emphasis,  yes,  monopoly 
and  oligopoly  are  important  questions. 

Senator  Hart.  Later  in  your  paper  you  indicate  that  we  have  fully 
adequate  Sherman  Act  doctrines  for  dealing  with  the  genuine  eco- 
nomic pi'oblems  of  oligoply  and  monopolization. 

Xow,  as  you  know,  there  are  other  people  wlio  express  real  uncer- 
tainty as  whether  the  existing  law  reaches  a  share  of  monopoly  or 
oligopoly.  I  take  it  that  you  believe  it  does. 

Mr.  EosTOw.  I  think  so.  T  laid  out  U\o  lines  of  analysis  there.  The 
first  is  the  line  of  analysis  in  the  Paramout  case  and  the  Cement 
Imt'ttvfe  case.  They  are  instances  of  group  oligopoly;  cases  where  a 
number  of  companies  activity  in  parallel  ways  are  treated  as  a  com- 
bination. The  second  theory,  which  I  think  is  uuich  more  powerful 
and  discriminating  is  based  on  the  line  that  stems  from  the  Socony 
Vacuum  and  Reading  cases,  where  a  single  company  built  up  by  merg- 
ers is  treated  as  a  combination  in  restraint  of  trade,  violating  section 
1  of  the  Sherman  Act.  I  am  very  pleased  to  notice  that  a  recent  ar- 
ticle by  Prof.  Richard  Posner  of  the  University  of  Chicago  takes  a 
similar  view  of  the  cases. 

I  do  not  think  the  inhibition  has  been  a  doctrinal  inhibition._  It 
has  been  an  inhibition,  and  once  again  a  very  understandable  inhibi- 
tion, on  the  part  of  enforcement  authorities,  of  the  Department  of 
Justice,  to  say  in  a  given  industiy,  let  us  say  the  automobile  industry, 
5  or  6  years  ago,  before  its  recent  volcanic  troubles,  that  w^e  should 
sue  General  Motors  as  a  (ombination  in  restraint  of  trade,  and 
break  it  up.  What  held  the  Department  back,  I  think,  was  not  a  doc- 
trinal (juestion  but  a  question  of  policy  as  to  the  wisdom  of  going 
down  that  road,  taking  a  great  manv  reasons  into  account. 
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Senator  PTakt.  "Well,  as  yon  liavc  indicatod.  tlio  proposed  bill  would 
set  up  a  ncAv  standard  ■\vitli  respect  to  tlie  single  firm  monopoly  situ- 
ation, and  as  you  said,  under  existino;  law  you  use  the  word  ''"conduct."' 
There  has  r^ot  to  be  motive,  abuse,  or  intent,  some  clement  of  deliberate- 
ness  in  the  acquisition  of  that  power. 

I  Avill  phrase  this,  if  I  can,  in  a  way  to  elicit  a  yes  answer.  I  am 
not  sure  I  will  g^t  it.  Where  there  is  monopoly  power  why  do  Ave 
need  anything-  in  terms  of  consciousness,  intent,  or  anything  else; 
why  should  public  policy  not  be  simply  to  dissipate  the  power,  no 
matter  how  important?  Should  that  be  the  polic}"? 

Mr.  RosTOW.  Your  question  raises  two  sets  of  problems,  I  think. 
First,  the  problem  of  interpreting  and  applying  the  Sherman  Act. 
It  is  among  other  things,  a  criminal  law.  as  Judge  Hand  pointed 
out  in  his  famous  Alcoa  opinion  which  remains  one  of  the  finest  in 
the  field  I  think;  and  second,  there  is  the  problem  of  policy:  Should 
all  monopolies  ipso  facto  be  abolished  if  we  can  do  it? 

I  take  it  your  question  is  really  addressed  to  the  second  half  of 
the  problem. 

Senator  Hart.  It  reminds  me  to  point  out  for  the  reader  of  the 
record  that  the  bill  is  not  a  criminal  statute. 

Mr.  EosTOw.  Yes,  I  noticed  that.  Throughout  my  testimony  I  tried 
to  observe  that  distinction  very  carefully.  I  think  there  are  situations 
of  monopoly  where  we  should  say,  ''"Well,  we  really  have  no  alterna- 
tive," the  way  the  Supreme  Court  did  in  the  old  St.  Louis  Tenninal 
case. 

There  was  no  feasible  way  to  build  another  railroad  terminal  in 
St.  Louis,  and  it  would  have  been  stupid  to  break  it  up.  The  other 
lines  could  not  build  terminals  of  their  own.  Therefore,  the  Court  said 
we  will  treat  the  terminal  as  a  utility  and  say  in  effect  that  all  the 
i-ailroads  have  a  right  to  use  it.  In  answer  to  your  question,  then, 
I  should  say  that  policy  ought  to  take  an  active  interest  in  situations 
of  presumptive  monopoly  and  oligopoly.  I  have  no  objection  to  such 
a  policy.  Indeed,  I  favor  it.  You  will  recall  that  that  was  the  recom- 
mendation of  the  Attorney  General's  committee  in  which  I  was  quite 
active  20  years  ago. 

I  am  a  great  believer  in  nine-tenths  of  that  report.  We  urged  the 
Department  of  Justice  to  do  some  serious  economic  planning  so  that 
it  could  bring  cases  not  only  in  response  to  complaints,  because  many 
of  the  cases  they  bring  are  not  very  important,  but  could  address 
themselves  to  the  genuine  problems  of  monopoly  in  the  economy  on 
the  basis  an  anal3'sis  of  where  the  real  bottlenecks  are. 

I  believe  that  situations  of  monopoly  should  be  studied  and  scruti- 
nized under  the  antitrust  laws,  but  not  in  a  flat  rule  that  they  should 
be  broken  up  as  a  matter  of  routine.  I  should  say,  even  if  I  agreed 
with  the  measures  of  monopoly  wliich  are  proi)osed  in  your  bill, 
which  I  do  not,  I  should  be  hesitant  to  go  that  far.  The  bill  covers 
local  markets  as  well  as  national  markets.  It  provides  a  universal 
test.  Under  the  existing  law,  if  the  Department  of  Justice  does  some 
serious  e<^onomic  planning  about  how  best  to  use  its  antitrust  re- 
sources, it  can  pick  the  cases  that  really  matter  to  the  economy  as 
well  as  deal  with  the  squeaky  wheels. 
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The  approach  proposed  in  the  bill  goes  far  beyond  such  a  program. 
The  bill  covers  all  situations  defined  as  those  of  monopoly,  and  would 
involve  the  seven  great  areas  of  the  economy  specifically  mentioned. 
It  is  too  much  to  call  those  areas  industries.  The  headings  go  indusi- 
tries.  For  the  law  to  require  15  years  of  intense  investigation  of 
these  huge  areas  of  the  economy,  winding  up  with  plans  for  struc- 
tural reorganization,  which  would  have  a  momentum  of  their  ovra 
through  the  Commission,  through  the  courts  and  so  on,  seems  to  me 
to  do  far  more  than  is  warranted  by  the  nature  of  the  problem.  I  do 
not  deny  the  importance  of  that  problem.  But  I  think  the  bill  is — 
well,  the  word  I  chose  was  "overbroad,"  recalling,  of  course,  some 
recent  Supreme  Court  opinions.  The  bill  would  absorb  the  whole  of 
main  American  industry  in  an  exercise  of  investigation  and  soul 
searching,  which  I  think  would  go  bej^ond  what  is  really  indicated. 

Senator  Hart.  Could  I  persuade  you  to  agree  tentatively,  at 
least,  that  wliether  or  not  we  went  as  far  as  this  bill  does,  that  we 
preserve  that  feature  of  the  bill  that — it  is  in  section  203(a)  (2) 
through  (4) — creates  a  Commission  to  study  the  structure  and  per- 
formance, control,  and  then  we  list  the  seven  industries.  We  then  go 
on  to  say  that  the  Commission  shall  develop  a  plan  for  determining 
whether  or  not  a  corporation  is  in  violation  of  title  I,  and  in  develop- 
ing a  plan  the  Commission  shall  determine  the  maximum  feasible 
number  of  competitors  at  every  level,  and  degree  of  vertical  integra- 
tion, ease  of  entry  and  so  on.  and  it  shall  study  the  collective-bargain- 
ing practices  in  each  and  determine  the  effect  of  these  practices  on 
competition.  Then,  it  shall  report  to  the  Congress  each  odd  numbered 
year  and  make  recommendations,  including  legislation,  as  it  deems 
desirable.  The  recommendations  would  include  antitrust  law  amend- 
ments, IRS,  patent  law,  NLRB,  Labor  Relations  Act,  and  the  Com- 
mission may  also  report  on  the  effect  on  competition  of  the  policies 
of  executive  and  regulatory  agencies'  recommendations. 

Xow,  this  would  provide  us  in  the  Congress  with  some  basic  in- 
formation that  we  do  not  get.  It  also  might  be  needed  to  produce  the 
kind  of  reform  of  regulatory  bodies  that  you  suggested,  which,  in- 
cidentally, is  a  lot  tougher  than  busting  up  GM. 

Mr.  RosTOw.  It  sure  is. 

Senator  Hart.  Would  this  kind  of  orderly  development  of  studies, 
reports,  and  legislative  suggestions  be  worthwhile? 

Mr.  RosTOw.  Let  me  qualify  my  answer.  My  answer  would  be 
"Yes"  if  we  could  agree  on  a  certain  revision  of  your  question. 

First  do  we  need  a  new  body,  or  could  we  entrust  the  studies  to 
the  Federal  Trade  Commission,  which  has  important  statutory 
powers  to  conduct  studies,  and  which  has  made  extremely  important 
studies  in  the  past  ?  I  should  certainly  say  that  in  the  interest  of 
economy  and  simplicity  we  should  use  the  Federal  Trade  Commis- 
sion ratlier  than  create  a  new  body,  for  the  reasons  I  testified  to  a 
little  while  ago. 

Second,  should  the  studies  to  be  undertaken  be  addressed  to  the 
importance  of  the  problems  of  monopoly  and  competition  in  various 
sectors  of  the  economy  or  should  the  Commission  be  directed  in 
each  case  to  come  up  with  a  plan  of  structural  reorganization?  Tha* 
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provision  in  the  bill,  it  seems  to  me,  immediately  arouses  all  fears  and 
sets  in  motion  a  process  which  has  a  momentum  of  its  own.  It  may 
be  that  in  some  of  these  industries  that  kind  of  reaction  is  just  what 
you  do  not  want,  and  that  \Vhat  you  do  want  is  something  quite  dif- 
ferent. 

Third :  About  the  list,  I  am  not  prepared  now  to  say  whether  those 
seven  areas  of  the  economy  are  the  ones  which  suffer  from  the  most 
acute  and  important  problems  of  oligopoly  and  monopoly.  I  am  not 
prepared  to  say  they  are  not,  either.  The  problem  keeps  changing.  You 
surely  get  into  problems  of  oligopoly  and  monopoly,  for  example, 
in  the  field  of  energy.  Well,  energy  is  going  through  revolutionary 
change.  The  coal  industry  is  going  to  come  foi-ward.  We  are  going 
to  have  some  new  energy'  industries  in  no  time  at  all,  all  kinds  of 
problem  of  interpenetration.  I  would  not  confine  a  study  program, 
therefore,  to  that  particular  list.  Rather,  I  should  urge  that  Con- 
gress direct  an  appropriate  agency  to  conduct  studies  of  the  mono- 
poly problem,  and  its  importance,  and  ways  and  means  for  dealing 
with  it,  both  in  general  and  in  particular  industries.  We  certainly 
should  get  an  authoritative  report,  backed  by  good  research  work, 
on  whether  the  degree  of  monopoly  in  the  economy  is  increasing  or 
decreasing,  and  if  so  how,  and  in  what  respects?  I  should  strongly 
favor  steps  of  that  kind. 

Senator  Hart.  Thank  you  very  much. 
Mr.  O'Leary? 

]Mr.  OT^EART.  Dean  Eostow,  a  number  of  witnesses  have  alleged 
that  the  marketing  personnel  in  various  Bell  operating  companies 
have  engaged  in  economic  reprisal  after  a  customer  has  x^urchased 
telephone  equipment  from  a  competitor. 

If  those  allegations  are  true,  is  that  a  violation  of  existing  law? 
Mr.  EosTOW.  Well,  in  the  antitrust  laws,  of  course,  we  have  a  long 
line  of  cases  in  individual  and  collective  refusals  to  deal.  The  prin- 
ciple of  the  Colgate  case  has  been  pretty  substantially  eroded.  It  re- 
mains as  a  naked  principle  which  the  courts  will  always  respect.  But 
if  there  is  a  pattern  of  reprisal  against  companies  which  deal  with 
competitors  I  would  be  quite  sure  that  there  are  existing  remedies, 
both  tort  remedies  and  antitrust  remedies.  Xow,  I  hasten  to  add  that 
in  the  couree  of  my  study  of  the  Bell  System  in  preparation  for 
these  hearings  I  never  found  anyone  who  told  me  that  he  went  around 
and  engaged  in  reprisals.  I  am  not  an  expert  on  whether  these  things 
happen.  I  am  an  expert. — I  have  had  a  lot  of  experience,  at  any  rate 
— with  rmming  down  ramors,  and  I  have  seen  a  great  many  rumors, 
that  seemed  very  circumstantial,  evaporate.  I  would  not  offer  a  sta- 
tistical guess  about  the  factual  basis  for  your  question.  But  the  simple 
answer  to  your  question  is  "Yes."  There  are  both  private  tort  and 
antitnist  remedies  for  a  pattern  of  reprisal. 

Mr.  OT^EARY.  What  about  a  situation  where  the  marketing  person- 
nel of  a  common  carrier  threaten  economic  reprisal  prior  to  a  cus- 
tomer's decision  as  to  whether  or  not  he  should  purchase  his  own 
equipment,  and  that  the  customer  decides  not  to  purchase  that  equip- 
ment, but  to  continue  to  lease  from  the  common  carrier? 
Would  that  be  a  violation? 
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Mr.  RosTOw.  Oh,  yes.  That  is  the  same  problem  really.  A  threat 
to  do  something  is  almost  as  bad  a  tort  as  actually  doing  it. 

Mr.  O'Leary.  Dean,  I  would  like  to  get  your  reaction  to  an  exhibit 
which  was  introduced  into  the  record  at  a  preyious  set  of  hearings. 
The  coyering  sheet  is  a  memo  from  Michigan  Bell  Marketing  Diyi- 
sion's  commercial  manager  to  a  number  of  district  commercial  man- 
agers for  cities  in  western  Michigan.  As  you  can  see,  the  memo  is 
short  and  reads  as  follows : 

During  the  year  1971  Westeri;  Electric  purchases  within  ^licliigan  amoiuitecl 
to  .$31,266,729.  1.452  firms.  Attached  for  your  information  is  a  list  of  the  individual 
suppliers  and  amounts  of  money  spent  in  cities  and  towns  in  the  southern  area. 

In  addition  to  your  use  of  this  information,  your  market  coordinator  may  find 
this  helpful  when  recommending  the  sale  of  our  service  in  a  competitive  situation. 

Now,  what  purpose  can  that  memorandum  serye,  other  than  to 
enable  jNIichigan  Bell  marketing  people  to  use  or  threaten  economic 
re]:)risal  ? 

]Mr.  RosTOAy.  Oh.  I  should  think  there  would  be  a  numl^er  of  others 
that  would  strike  me  at  once  if  I  were  dealing  with  a  marketing 
situation  in  which  there  was  competition.  I  do  not  think  the  infer- 
ence of  reprisal  would  necessarily  be  the  only  one  that  would  rise 
to  my  mind,  or  necessarily  the  most  persuasiye  inference  to  check  out. 
If  the  salesman  is  facing  a  lot  of  competition  in  the  sale  of  seryices 
I  do  not  think  it  woulcl  be  a  tort  or  a  crime  or  a  yiolation  of  the 
antitnist  laws  for  the  fellow  to  remind  his  customer  that  Western 
has  been  his  customer,  so  long  as  it  did  not  inyolye  threats. 

Xow,  Avhat  is  ^h\  Lawford  divisional  commercial  manager  of?  Is 
this  Michigan  Bell  or  whatever  the  Bell  company  up  there  is  called? 

Mr.  O'Leary.  That  is  correct. 

Mr.  RosTOw.  In  other  words,  he  would  not  haye  any  immediate 
responsibility  for  threatening  the  withdraw-al  of  the  Western  Elec- 
tric business,  anyway.  It  would  just  sort  of  emanate  from  the  wood- 
work, I  suppose. 

Xo ;  I  should  think  it  would  be  a  legitimate  asset  in  a  competitiye 
situation  for  a  salesman  to  be  able  to  remind  his  potential  customer 
of  an  advantageous  business  connection.  The  line  between  good  sales- 
manship and  tie-in  connections  is  a  line  that  would  haye  to  be  ex- 
plored factually.  I  would  not  regard  this  document  as  a  particularly 
damning  piece  of  eyidence  offhand,  of  itself.  It  certainly  could  be. 
If  in  context  yon  develop  some  eyidence  indicating  it  was  a  part 
of  a  pattern  of  threatening  reprisals  in  order  to  keep  business,  that 
is  another  matter.  But  the  document  itself  does  not  seem  to  me 
necessarily  to  give  rise  to  that  kind  of  inference. 

jNIr.  O'Leary.  Well,  would  you  agree  that  making  reference  to  the 
amount  of  Western's  purchases  raises  serious  antitrust  implications 
in  a  situation  where  Bell  marketing  personnel  in  a  competitive  situa- 
tion may  remind  the  customer  how  much  Western 

Mr.  RosTOw.  Only  if  there  is  a  threat  of  reprisal.  After  all,  if 
Western  was  buying  from  these  companies,  presumably  it  had  a  rea- 
son to  buy.  It  may  haye  been  a  luiique  source  of  the  product.  A  little 
back-scratching  is  not  necessarily  criminal.  It  could  give  rise  to  a 
situation  of  tort.  There  is  no  doubt  about  that.  But  in  itself,  saying 
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you  nii^lit  be  interested  in  knowino;  when  you  otq  out  to  sell  your 
services  that  these  fellows  have  been  doing  a  profitable  business ■ 

Mr.  O'Leaky.  Dean,  in  your  statement  you  describe  how  the  task 
force,  in  chapter  6  of  its  report,  came  to  the  conclusion  that  vertical 
inteo-ration  Avas  essential  in  domestic  telecommunications. 

]\Ir.  Chairman,  I  wonder  if  we  could  put  chapter  6  into  the  record. 

Senator  Hart.  Without  objection. 

[Chapter  6  of  the  report  referred  to  appears  as  exhibit  23  at  the  end 
of  Mr.  Kelly's  oral  testimony,  p.  3244.] 

]Mr.  O'Leary.  In  your  statment  yQu  indicate  that  the  weightiest 
reason  for  this  conclusion  comes,  I  "believe,  on  page  42  of  chapter  6. 

Mr.  EosTOW.  I  said  that  reason  appear  at  42.  Well,  the  reason 
said  "appears"  is  a  very  simple  one,  as  I  tried  to  explain  when  I 
was  giviiig  the  testimony  earlier.  It  was  not  easy  to  reach  agreement 
on  the  substance  and  the  language  of  the  report  as  is  usually  the  case 
as  Avith  an  effort  involving  16  people  and  their  staffs.  There  were  a 
great  many  controversies  going  at  once,  and  there  were  nuances  of 
diffei-ence  "among  members  of  the  task  force  on  important  questions, 
including  the  question  of  the  consent  decree  of  1956. 

As  I  tried  to  make  very,  very  clear  this  morning,  on  this  set  of 
problems  I  was  testifying  to  my  own  views  and  what  I  believe  was 
the  consensus  of  a  large  majority  of  the  members  of  the  task  force, 
my  own  views  at  the  time  and  now,  against  the  background  of  the 
history  of  the  report  and  the  tough  job  of  getting  it  out,  the  normal 
struggles  in  the  final  stages  to  find  formulae  and  words  that  would 
be  satisfactory,  or  not  too  difficult  for  several  of  the  members.  That 
is  why  I  used  the  word  "appears.*' 

I  did  not  mean  to  say  that  the  issue  comes  out  as  sharply  in  the  re- 
port as  it  did  in  my  testimony.  It  did  not.  That  is  the  reason  I  char- 
acterized the  passage  in  the  report  with  the  word  "appeal's."  I  said 
that  the  basic  force  behind  the  general  consensus  on  the  question  of 
vertical  integration  was  an  awareness  of  the  importance  of  the  proc- 
ess of  innovation  in  the  way  in  which  the  Bell  System  had  developed 
over  the  years,  in  response  to  that. 

It  took  us  a  long  time,  many,  many  studies,  and  memorandums, 
and  hours  of  debate  before  we  reached  that  conclusion.  But  the  re- 
port spells  out  the  conclusion  in  ways  which  are  peculiar  to  the  his- 
tory of  the  group  effort,  as  is  altogether  normal  for  such  things. 

^Ir.  0'Le.\ry.  Is  it  not  fair  to  say  that  the  task  force  failed  to  take 
a  position  on  the  economics  of  vertical  integration? 

I  have  in  mind  a  reference  to  a  specific  paragraph  on  page  40  of 
the  report,  which  reads  as  follows : 

Dissolution  of  the  ownership  ties  between  Bell  and  "Western  Electric  has 
sometimes  been  suggested  as  the  best  way  of  obtaining  the  full  l)enefits  of 
diversity  and  comiietition  for  the  industry.  In  view  of  time  constraints,  we 
have  not  had  the  opportunity  to  study  this  question  in  depth  or  to  evaluate 
critically  the  arguments  that  an  extensive  degree  of  vertical  integration  is 
necessary.  On  the  basis  of  the  limited  studies  which  our  timetable  has  per- 
mitted, we  are  not  in  a  position  to  make  a  firm  recommendation  of  the  qiies- 
tion  one  way  or  the  other. 

Mr.  RosTOw\  That  is  exactly,  the  passage  I  had  in  mind  when  I 
presented  my  testimony  this  morning  and  made  my  remarks  just  now 
in  response  to  jour  previous  question. 
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Let  nie  add  two  things  to  wliat  I  have  already  said  about  the 
problem  of  vertical  integration  in  the  task  force  report.  First,  on 
the  concept  of  the  integrated  switched  network  which  runs  through 
this  part  of  the  report  as  its  central  theme,  there  was  never  a  time, 
I  think,  subject  to  the  usual  vagaries  of  memory,  that  I  can  recall 
at  this  moment  no  debate  and  no  strong  contention  within  the  task 
force  for  breaking  up  the  Long  Line  system  or  breaking  up  the  net- 
work into  its  component  parts. 

Secondly,  what  I  referred  to  this  morning  as  a  ticklish  problem 
in  drafting  acceptable  language  concerned  something  quite  specific. 
The  key  issue  of  debate  that  led  to  the  language  on  page  40  was  a 
strong  effort  within  the  Department  of  Justice — I  suppose  there  is 
no  reason  of  history  not  to  disclose  it  now — ^to  trj'  to  reopen  the 
consent  decree.  The  members  of  the  Department  of  Justice  knew 
that  there  was  no  possibility  of  the  task  force  supporting  that  ef- 
fort. The  question  was  how  to  state  the  conclusion,  which  as  I  said, 
I  believe,  represented  not  only  my  own  final  view  of  the  matter  then, 
but  the  view  of  a  very  large  majority  of  the  members,  in  a  way 
which  would  avoid  dissent  and  maintain  consensus,  which  was  im- 
portant for  a  great  many  other  reasons. 

So  we  said  we  make  no  commitment  on  that  issue,  we  haven't  had 
enough  time.  And,  of  course,  we  expressed  no  opinion  about  the 
legal  issues.  The  Department  of  Justice,  content  with  that,  went 
along. 

That  episode  is  the  reason  I  gave  the  page  references  to  various 
parts  of  the  repoit  in  my  testimony'  this  morning,  because  of  that 
episode  this  underlying  debate  surfaced  in  various  forms  on  those 
pages.  And  I  have  tried  very  carefully  to  testify  as  to  my  own  view  on 
the  subject,  and  the  view  which  I  believe  represented  that  of  the 
majority  of  the  group.  That  was  the  reason  for  the  care  with  which  I 
presented  the  issue  this  morning. 

Mr.  O'Leart.  In  your  prepared  testimony  today  you  state  as  fol- 
lows : 

In  negotiating  the  consent  decree  tlie  Department  of  Justice  liad  reached 
the  conclusion  that  the  basic  ownersliip  structure  of  the  system  should  not 
be  changed.  That  is.  where  research  and  manufacturing  capacities  were  neces- 
sary to  tlie  fulfillment  of  the  primary  mission  of  the  Bell  System,  as  the 
organizer,  manager,  improver  of  the  Americans'  telecommunications  network. 

During  our  hearings  on  S.  782 — Senator  Tunney's  consent  decree 
bill — we  received  testimony  from  one  of  the  att/orneys  involved  in 
that  litigation,  Victor  Kramer.  And  he  alleges  that  that  settlement 
was  negotiated  between  then  Attorney  General  Herbert  Brownell 
at  Wliite  Sulfur  Springs,  W.  Va.  Pie  also  makes  reference  to  a  por- 
tion of  a  memorandum  written  by  T.  Brooke  Price,  A.T.  &  T.'s  gen- 
eral counsel  at  the  time,  which  describes  the  event.  I  would  like  to 
read  a  passage  of  it. 

Brownell  reflected  a  moment  and  said,  in  substance,  that  a  way  ought  to  be 
found  to  get  rid  of  the  case.  He  asked  me  whether,  if  we  reviewed  our  prac- 
tices, we  would  be  able  to  find  things  we  are  doing  which  were  once  considered 
entirely  legal  but  might  now  be  in  violation  of  the  antitrust  laws  or  were 
questionable  in  that  respect.  Consequently,  he  thought  we  could  readily  find 
practices  that  we  might  agree  to  have  enjoined  with  no  real  injury  to  our 
business. 
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I  said  that  our  management  hand  not  been  willing  to  so  admit  that  any 
injunction  ought  to  be  entered  against  the  company,  but  they  felt  that  the 
case  ought  to  be  dropped.  He  said,  "I  don't  think  that  is  a  very  sensible  atti- 
tude for  them  to  take."  I  said,  "They  are  sensible  people,  and  they  will  give 
this  matter  further  consideration." 

As  I  got  up  to  go,  he  walked  down  the  steps  with  me  and  repeated  his  state- 
ment that  it  was  important  to  get  this  case  disposed  of.  He  said  the  President 
would  understand  this  also,  and  that  if  a  settlement  was  worked  out  "you 
could  get  the  President's  approval  in  5  minutes." 

My  question  is,  do  you  think  that  the  Department  of  Justice  really 
went  throuo;h  the  analysis  of  the  vertical  relationship  between 
A.T.  &  T.  and  Western  which  one  could  infer  from  your  statement? 

Mr.  RosTow.  Victor  Kramer  is  an  old  and  dear  friend  of  mine, 
and  I  have  not  read  the  testimony  before  Senator  Tunney.  But  what 
you  have  read  is  very  much  like  the  material  that  appeared  in  the 
orio-inal  Celler  hearings  on  the  subject.  As  I  remarked  in  my  pre- 
pared statement,  we  were  aware  of  the  criticisms  of  the  consent  decree 
when  we  drafted  the  report.  !•  do  recall  both  Victor  Kramer's  testi- 
mony and  that  memorandum. 

"When  I  used  the  word  ''Department  of  Justice,"  in  my  prepared 
testimony  it  was  fresh  in  my  mind  that  it  was  the  Attorney  Greneral 
who  reached  the  conclusion.  And  I  assume,  in  the  nature  of  things, 
that  he  speaks  for  the  Department  of  Justice. 

He  reached  the  conclusion  that  the  basic  ownership  structure  of  the 
system  should  not  be  changed,  and  that  is  all  I  meant  to»  attribute 
to  the  Department  of  Justice.  And  I  think  that  my  statement  is 
accurate. 

I  was  thoroughly  aware  of  the  fact  that  there  were  many  highly 
respected  members  of  the  Department  of  Justice  staff  who  were  ex- 
tremely unhappy  about  the  Attorney  General's  decision,  then  and 
later.  So  I  stand  on  my  testimony. 

Mr.  O'Le.vry.  Dean,  in  chapter  2  of  the  task  force  report  you  came 
down  strongl}^  in  favor  of  a  proposed  monopoly  international  carrier. 

Mr.  EosTow.  Yes. 

Mr.  O'Leary.  But  you  also  put  in  some  conditions,  one  of  which 
was  a  prohibition  against  vertical  integration  in  manufa-cturing. 

Mr.  RosTOw.  That  is  right. 

Mr.  O'LrtVry.  On  page  41  of  chapter  2,  the  majority  stated : 

We  have  already  stressed  that  a  public  utility  monopoly  should  be  confined 
to  the  functions  which  in  their  nature  require  unity  of  oi>eration.  Diversity  of 
approach  is  an  important  factor  in  successful  innovation.  Accordingly,  the 
creation  of  a  monopoly  of  international  transmission  makes  all  the  more  vital 
preservation  of  competition  at  other  levels,  such  as  manufacturing. 

Why  is  this  different? 

Mr.  RosTOW.  Why  is  this  different? 

Mr.  O'Leary.  Good  internationally  policy  but  not  domestic? 

Mr.  RosTOw.  Well,  for  a  very  simple  reason.  Because  the  resources 
of  Western  Electric  and  the  Bell  System  would  be  available  to  the 
international  monopoly  as  one  among  other  sources  for  cables  and 
other  transmission  methods  and  switching  methods.  That  was  very 
much  in  our  minds. 

As  a  result  you  would  have  an  international  monopoly  that  could 
draw  on  a  very  strong  and  powerful  set  of  institutions,  both  at  home 
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and  abroad,  for  its  communications  equipment.  We  had  in  the  fore- 
front of  our  thinkino;  the  astonishino;  new  developments  with  cables 
that  were  going  on  then,  and  they  are  going  on  still.  Remember,  our 
basic  problem  was  to  try  to  find  a  way  out  of  the  compromises  in 
the  1962  Communications  Satellite  Act,  which  we  felt  were  obstruc- 
tive. As  I  said  this  morning,  we  found  that  there  was  simply  a  divi- 
sion of  business  on  an  ad  hoc  basis  between  cables  and  satellites,  an 
absolutely  impossible  prospect,  tiierefore,  for  rational  investment  de- 
cisions. So  we  could  make  our  proposal  for  the  international  entity 
very  easily  because  it  did  not  in  any  sense  threaten  the  innovation 
capacity  of  the  Bell  System  for  innovation,  on  which  we  were 
relying  for  at  least  one  strong  flow  of  ideas  and  machinery,  and  so 
on,  for  the  future  equipment  of  the  international  entity.  It  was  a 
totally  ditferent  animal  from  the  situation  that  would  emerge  if  the 
domestic  system  were  broken  up. 

Mr.  O'Le^vey.  Dean,  recently  Mr.  deButts  has  said  that  we  should 
have  a  moratorium  on  economic  experiments  with  competition.  Many 
of  us  liave  speculated  on  what  exactly  he  means.  But  if  that  means 
that  we  should  have  no  competition  with  respect  to  specialized  com- 
mon carriers  or  tenninal  equipment  manufacturers,  that  we  should 
return  to  a  system  of  franchised  monopolies  subject  to  strict  regula- 
tion, is  that  your  position? 

Mr.  EosTOw.  No.  I  tried  to  put  my  position  in  terms  of  my  own 
analysis  of  the  joroblem  as  best  I  could  today.  I  have  not  tried  to 
relate  it  to  Mr.  deButts'  position. 

I  should  say  that  our  first  problem  is  to  define  the  scope  of  the 
regulated  monopoly.  Everybody  has  agreed  tliat  there  is  and  should 
be  a  regulated  monopol}^  for  some  part  of  the  national  communica- 
tions system,  or  at  least  most  people  do.  But  they  disagree  as  to  how 
far  that  area  of  regulated  monoi>oly  goes,  and  should  go. 

I  tried  mj^  best  today  to  define  how  much  is  involved  and  implied 
by  the  existence  of  the  switched  network.  In  an  era  of  shortages,  in 
ail  era  of  inflation,  in  an  era  when  we  really  are  going  to  have  to 
economize  in  our  use  of  resources,  I  firmly  believe  that  the  switched 
network  should  be  used  as  economically  as  possible  for  all  the  serv- 
ices which  it  can  provide. 

Beyond  that,  how  far  should  the  switched  network  be  protected 
against  competition  as  a  regulated  monopoly  will  depend  on 
the  interaction  of  a  good  many  forces.  We  have  had  a  few  years  of 
rather  enthusiastic  experiment  wdth  allowing  entry  both  into  the 
interconnection  field  and  the  specialized  communications  services.  We 
have  the  unedifying  spectacle  of  both  the  FCC  and  some  of  the 
companies  fighting  fiercely  to  postpone,  delay  and  mitigate  the  com- 
petitive responses  of  the  Bell  System  to  their  entry.  This,  it  seems 
to  me,  is  a  scandal. 

And  in  certain  areas,  the  Datai)hone  case  and  others,  it  is  really  an 
outrageous  way  to  behave. 

As  I  tried  to  say  in  response  to  a  question  from  Senator  Kennedy, 
how  we  draw  lines  is  going  to  depend  upon  how  Congress  in  the  end 
balances  a  number  of  policies.  The  extent  to  which  Congress  wants 
to  preserve  the  historic  pattern  of  relatively  low  rates  to  the  house- 
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hold  subscriber  is  one  such  policy.  Congress  has  to  recognize — and 
our  experience  bring-s  it  out  very  sharply — ^that  a  policy  of  enthusias- 
tic entry  can  lead  not  only  to  overbuilding  capacity  and  a  waste  of 
resources  in  that  sense,  but  also  to  consequences  for  the  rate  system 
as  a  whole.  Those  consequences  have  to  be  faced. 

Xow,  I  would  not  come  out  and  say,  therefore,  "a  moratorium  on 
competition,"  or  ''eliminate  competition,''  because,  as  I  said  in  the 
concluding  part  of  my  prepared  statement,  looking  back  at  the  rela- 
tionshii)  between  the  antitrust  laws  and  regulated  industry,  nobody 
has  ever  been  able  to  present  the  pressure  of  antitrust  scrutiny  in 
regulated  industries — in  banking,  railroads,  shipping,  and  so  on. 
And  we  are  not  going  to  do  it  now. 

My  plea  is  a  somewhat  dili'erent  one,  not  that  we  draw  a  line  around 
the  monopoly  and  say  no  competition  whatever — because  communica- 
tions is  much  too  dynamic  an  industry,  changing  much  too  rapidly 
for  any  such  attempt  to  succeed,  in  my  judginent — but  that  we  should 
try  to  develop  strict  rules  about  how  far  we  want  to  go.  Above  all, 
as  I  suggested,  I  think  Congress  could  well  consider  codifying  the 
principle  of  what  I  call  the  unitary  national  switched  network  for 
public  message  service  as  an  important  component  of  the  public  in- 
terest to  guide  the  FCC,  because  I  think  that  is,  in  my  judgment, 
the  present  law  of  the  subject,  and  I  do  think  the  FCC  has  deviated 
from  it  in  a  number  of  ways. 

Mr.  O'Leaky.  Is  is  fair  to  say  that  your  testimony  here  today  does 
not  represent  a  backing  away  or  second  thoughts  about  the  basic 
conclusions  and  recommendations  of  the  1968  report? 

]\Ir.  RosTOw\  Oh,  not  at  all;  not  at  all. 

]Mr.  O'Leary.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Senator  Hart.  ]Mr.  Chumbris? 

Mr.  Chumbris.  Thank  you  very  much,  ]Mr.  Chairman. 

Dean  Rostow,  Senator  Hruska  wanted  me  to  express  in  the  public 
record  his  regret  in  not  being  here.  He  was  committed  this  morning 
to  a  meeting  of  the  Appropriations  Committee,  of  which  he  is  the 
ranking  minority  member,  and  Secretary  Kissinger  was  there  as  the 
witness  this  morning.  Although  he  couldn't  hear  your  statement  and 
be  here  to  visit  with  you,  he  has  read  your  statement  and  he  is  de- 
lighted with  it,  because  as  Senator  Hart  well  knows,  Senator  Hruska 
does  not  agree  with  the  bill,  S.  1167. 

He  feels  that  the  system  that  we  have,  as  you  have  related  it  here 
this  morning,  is  an  excellent  one  and  that  if  there  are  any  weak- 
nesses in  it  we  should  try  to  improve-  it  in  that  light,  within  the 
system  and  not  by  way  of  S.  1167. 

I  also  would  like  to  extend  my  greetings.  We  have  been  together 
at  about  three  or  four  major  hearings  since  1961,  and  it  is  always  a 
joy  to  have  j'ou  with  us. 

Mr.  RosTOw.  Thank  you  very  much,  and  please  thank  the  Senator 
for  his  very  kind  and  courteous  greeting.  I  have  alwa^'S  enjoyed 
meeting  with  him  and  the  other  members  of  this  committee  on  my 
various  visits  here,  both  in  private  and  in  public  capacities. 

Mr.  Chumbris.  Mr.  Chairman,  I  would  like  to  place  in  the  record  a 
copy  of  S.  3580,  introduced  by  Senator  Magnuson,  and  referred  to 
today  by  Dean  Rostow. 
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Senator  Hart.  The  bill  will  be  received  for  the  record. 

[The  bill  referred  to  appears  as  exhibit  4  at  the  end  of  Mr.  Rostow's 
oral  testimony.] 

Mr,  Chumbris.  Thank  you. 

Senator  Hart.  Dean,  all  of  us  have  enjoyed  you,  and  again,  thank 
you. 

JMr.  RosTow.  Thank  j^ou  very  much. 

Senator  Hart.  Let  us  recess  until  2:45  the  afternoon. 

[Whereupon,  at  1 :40  p.m.,  the  subcommittee  recessed,  to  reconvene 
at  '1 :45  p.m.  this  same  day.] 

[The  following  was  received  for  the  record.  Testimony  resumes  on 
p.  4062.] 
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Attachment  B 
"Planning  fob  Freedom"  (Pages  272  thru  274) 

11.  Some  Notes  on  the  Law  of  Market  Organization 

This  chapter  is  an  exercise  in  perspective.  It  offers  some  descriptive  back- 
ground, of  possible  assistance  to  nonlawyers,  although  it  does  not  attempt 
to  put  the  law  of  markets  into  a  proverbial  nutshell.  Principally,  it  proposes 
to  define  a  few  major  features  of  the  process  through  which  the  law  seeks 
to  carry  out  its  politics  for  the  organization  and  conduct  of  markets. 

The  larger  part  of  the  economy,  involving  activities  which  originate  approxi- 
mately 75  per  cent  of  the  national  income,  are  subject  to  the  antitrust  laws 
as  private  business,  largely  affecting  interstate  commerce  and  not  directly 
regulated  by  government  through  administrative  agencies.  This  estimate  fol- 
lows the  interesting  observations  made  by  Messrs.  Wilcox,  Nutter",  and  Stigler 
a  few  years  ago.^  Something  like  one-third  of  the  companies  in  this  sector, 
originating  perhaps  20-25  per  cent  of  the  national  income,  can  be  classed  as 
private  monopolies  or  oligopolies.  Unresolved  questions  of  antitrust  policy,  of 
varying  degrees  of  seriousness,  are  raised  by  the  sti*ucture  and  behavior  of 
these  industries.  According  to  Nutter's  study,  some  40  per  cent  of  manufac- 
turing production  was  accounted  for  by  effectively  monopolistic  industries 
during  the  thirties.  This  percentage  may  be  slightly  higher  now,  as  a  result 
of  subsequent  merger's ;  but  the  increase  has  in  all  probability  not  affected 
the  figures  by  more  than  a  few  percentage  points  at  most.  If  one  uses  the 
measure  of  persons  engaged  in  production  in  the  business  sector  of  the  econ- 
omy, excluding  government,  nonprofit  organizations,  and  the  like,  Stigler's 
estimate  for  1939  is  that  76.5  per  cent  of  the  work  force  was  in  competitive 
industries,  19.7  per  cent  monopolies,  and  3.8  per  cent  in  compulsory  cartels, 
a  classification  that  includes  airlines,  highway  transportation,  the  dairy 
farmers,  and  at  that  time,  bituminous  coal.' 

Controversy  has  raged  in  recent  years  as  to  whether  the  monopoly  sector 
of  the  economy  is  increa.sing  or  decreasing  in  size.  It  is  Reasonably  clear  by 
now  that  the  degree  of  monopoly  in  American  business  is  sub.stantial,  and  worth 
talking  about,  but  that  it  has  changed  only  slightly  since  1900.^*  The  influences 
weakening  monopoly  have  for  some  time  roughly  balanced  those  which  favor 
it.  :Many  forces  make  for  increasing  comi)etition  in  the  economy.  The  de- 
velopment of  transportation  has  opened  local  markets  to  wider  and  wider 
zones  of  competition,  and  to  penetration  by  new  methods  of  distribution.  It 
has  also  permitted  labor  to  move  more  freely  and  thus  to  reduce  the  power 
of  local  employers  in  their  protected  labor  markets.  The  multiplication  of 
•substitute  commodities  and  services,  too,  has  been  a  force  mitigating  monopoly 
influence  in  many  situations  of  importance.  And  the  flexibility  of  many  com- 
panies in  switching  from  the  manufacture  of  one  commodity  to  others  has 
sometimes  helped.  The  railroads,  to  take  a  familiar  example,  do  not  have  the 
immense  monopoly  jjower  of  their  position  fifty  years  ago.  Steel,  coal,  and 
many  other  products  face  an  array  of  competitive  pressure  from  substitutes — 
aluminum,  oil.  plastics,  glass — which  has  tran.sformed  their  status.  The  slow 
influence  of  the  law  has  not  been  unimportant,  through  enforcement  efforts, 
the  development  of  judicial  doctrine,  and  the  improvement  of  the  statutes 
themselves.  On  the  other  hand,  the  attractions  of  arrangements  to  reduce 
competition  are  always  real,  and  they  have  from  time  to  time  been  encouraged 
or  at  least  tolerated  by  the  state.  The  popularity  of  mergers  in  recent  years 
has  been  significant  in  this  connection.  It  has  been  stimulated  by  many  factors, 
including  the  capital  gains  and  other  features  of  the  tax  laws,  and  the  weak- 
ness, lantil  1957,  of  Section  7  of  the  Clayton  Act.* 

Enough  careful  studies  of  the  history  and  structure  of  industries  are  already 
available  to  permit  one  to  discuss  the  plausible  proposition  that  competition 


^  Clair  Wilcox.  Comnetition  nnd  Monopoly  in  American  Tnclustri/,  TNEC,  ISronogranh   21 
fin40)  ;    G.    Warren   Nutter.    The   Extent    of   Enterprise   Movonoii/   in    the    United    States 
9.  Chicajro,  University  of  Chicaco  Press.  19.")1  :  Oeortre  .T.   Stiller,  Five  Lectures 
on  Economic  Problems  (New  Yorli,  Macmillan,  1949),  lecture  3. 

=  Stijrler.   p.   .50. 

2  See  Nutter:  M.  A.  Adelman,  "The  Measurement  of  Industrial  Concentration."  Revieio 
of  Economics  and  Statistics.  33  (1951"),  269,  and  "A  Current  Appraisal  of  Concentration 
Statistics,"  Journal  of  the  American.  Statistical  Association,  53  (1958),  568. 

*38  Stat.  730  (1914),  15  U.S.C.   (1952). 
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is  dead  or  dying;  that  monopoly  is  teclinologically  inevitable;  and  that  efforts 
to  achieve  more  competition  in  many  industries,  including  some  of  those  now 
subject  to  direct  regulation,  are  futile  or  worse. °  If  the  argument  of  the  pre- 
ceding chaptei'  is  correct,  competition  can  make  a  greater  social  contribution 
in  an  economy  of  stabilized  full  employment  and  rapid  growth  than  at  any 
other  stage  of  the  trade  cycle.  Under  such  circumstances,  programs  for  remov- 
ing restraints  on  competition  offer  much,  both  in  themselves  and  in  providing 
a  favorable  setting  for  labor  negotiation.  The  presence  of  high  monopoly 
profits  is  inevitably  an  invitation  to  extreme  wage  demands.  The  maintenance 
of  competitive  levels  of  profit  in  industry  is  a  necessary  if  not  a  sufificient 
condition  precedent  to  obtaining  tenable  wages  from  the  system  of  collective 
bargaining. 

The  law  does  not,  however,  take  the  simple  view  that  the  objective  of  na- 
tional policy  is  competition  a,  outrance.  Nor  does  it  even  go  so  far  as  to 
demand  all  the  competition  of  which  the  economy  is  capable.  The  law  of 
markets  includes,  of  course,  the  Sherman  Act  and  a  considerable  mass  of 
related  statutes,  which  puil^ort  to  forbid  a  variety  of  acts  in  "undue"  or 
"unreasonable"  restraint  of  competition.  But  the  American  law  of  markets 
has  other  panels.  In  the  field  of  labor,  for  broad  social  reasons,  it  encourages 
the  formation  of  trade  unions  and  the  process  of  collective  bargaining,  in 
order    to    redress    the    historic    inequalities    of    labor's    bargaining    position. 
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larly,  the  proprietor  of  an  area's  only  newspaper  in  which  local  merchants 
were  virtually  forced  to  advertise,  was  held  to  have  violated  the  law  by  re- 
fusing to  accept  advertising  from  those  who  advertised  on  a  radio  station. "** 

This  cycle  of  decisions  suggests  a  docti'ine  that  threateuts  the  existing 
structure  of  several  large  industries  in  the  United  States.  In  many  fields,  two 
or  three  or  four  big  companies  occupy  crucial  market  positions.  Together,  they 
produce  60  or  70  per  cent  of  the  particular  product.  They  follow  each  other's 
prices  out  of  self-interest  and  without  overt  agreements.  Each  one  knows  that 
any  move  on  his  part  would  provoke  a  response  from  the  others,  and  that  a 
price  cut  could  not  change  his  share  of  the  market.  Hence,  prevailing  policies 
in  such  markets  are  those  of  price  leadership,  on  the  one  hand,  and  advertising 
and  other  marketing  efforts,  on  the  other.  There  is  competition  not  through 
price  reductions  but  through  increa.ses  in  cost.  Each  seller  has  an  equal  dis- 
taste for  what  he  calls  "cut-throat  competition."  an  equal  interest  in  the  policy 
of  "live  and  let  live."  When  an  industry  is  organized  in  this  way,  price,  out- 
put, and  opportunities  to  enter  the  field  are  akin  to  those  which  would  obtain 
under  conditions  of  monopoly  ;  in  many  instances  the  amount  of  social  waste 
involved  may  be  greater  than  that  which  would  prevail  under  conditions  of 
monopoly.  The  ordinary  consequences  of  the  market  structure  is  that  the  dom- 
inant large  companies,  if  they  have  a  decent  regard  for  their  own  interests, 
will  act  as  if  they  had  combined,  even  though  their  officers  may  never  have 
talked  to  each  other,  even  on  the  phone  or  the  golf  course.  The  market  power 
of  the  dominant  group  is  used  collectively — pooled,  in  fact,  for  price  purposes. 

This  pattern  represents  the  expected  norm  in  situations  where  a  large  part 
of  market  supply  comes  from  a  few  large  firms.  The  dynamic  elements  in  this 
model  are  altogether  familiar  in  practical  life.  They  often  appear  in  the 
guise  of  information  programs,  customs  of  price  leadership,  nominal  product 
differentiation,  and  other  devices  whose  function  is  to  reduce  uncertainty 
and  build  up  consumer  loyalties  and  preferences  moderately  insensitive  to 
price. 

Oligopoly  does  not  always  take  so  cooperative  a  form.  For  one  reason  or 
another,  great  uncertainty  may  prevail,  or  be  encouraged  by  public  action.  A 
member  of  "the  group,  for  example,  may  be  a  congenital  maverick,  like  Ford. 
Firestone,   or  Pew.   Uncertainty  about  his  policy  and  about   the  expected   re- 


5  A  most  useful  revealing,  and  juflicions  appraisal  of  the  economic  consequences  of  anti- 
trust appenrs  in  Simon  X.  Whitney's  study.  Antitnist  Policirs  :  American  Experience  m 
Tirrntii  hului^fries.  2  vols.  New  York.  Twentieth  Century  Fund,  195S. 

«' Lorain  Journal  Co.  v.  United  States,  342  U.S.  143   (1951). 
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sponses  of  the  other  rivals  to  his  i>oliey  may  throw  the  whole  group's  c-on- 
dltioned  reflexes  askew.  It  is  hard  to  play  the  game  sensibly  if  a  different 
card,  quite  announced.  l)ec(»mes  wild  with  every  deal.  In  markets  of  this  kind 
it  is  easy  to  understand,  if  nut  to  sympathize  with,  the  aversion  businessmen 
feel  for  the  "price-cutter."  the  '"chiseler,"  the  "unethical"  seller  who  engages 
in  price  competiticm  and  thus  "spoils"  the  market  for  all. 

Two  possible  lines  of  appi'oach  to  the  problem  of  "cooperative  oligopoly"  are' 
emerging  from  the  decisions  of  the  Court.  One  would  be  to  deal  deal  with  the- 
cooperating  group  as  a  "combination"  or  "conspiracy"  numopolizing  the  trade, 
in  violation  of  Setcion  2  of  the  Sherman  Act.  The  other  would  be  to  bring  suit 
only  against  the  one  of  two  giant  companies  in  the  field,  individually,  a.-* 
"combinations"  in  continuing  restraint  of  trade,  offensive  to  Section  1  of  tht? 
Sherman  Act. 

The  first  approach,  that  of  collective  monopolizing,  would  follow  the  lead  of 
American  Tobacco  Co.  r.  United  States'"  and  Uuitci]  States  r.  ParanKnuit 
Pictures.  Inc."''  In  both  those  cases,  the  "ma.i(»r"  companies  in  an  industry  of 
the  few  Were  found  to  have  joined  together  informally  and  without  express 
agreement,  in  consciously  making  parallel  decisions  as  to  important  aspects 
of  their  market  policy.  The  evidence  of  "combination"  accepted  by  the  courts 
was  in  most  respects  indistinguishable  from  the  kind  of  behavior  to  be  ex- 
I)ected  in  a  situation  of  rational,  well-established,  well-informed,  cooperative 
oligopoly.  The  effect  and  result  of  the  companies"  parallel  action  was  to  give 
the  groiip  a  consider'able  degree  of  power  over  the  price  they  charged  and  over 
the  possible  entry  and  prosperity  of  new  and  old  rivals  in  the  field.  That  power 
was  treated  as  on  a  par.  legally,  with  the  power  exerci.sed  by  single  firms  in 
cases  like  United  States  r.  Aluminum  Company  of  America  and  United  States 
r.  United  Shoe  Machinery  Compani/. 

The  Court  has  warned  about  the  limits  of  such  proofs.  It  is  always  good 
evidence  of  combination  or  conspiracy  to  show  that  in  a  situation  of  oligopoly 
the  defendants  behave  in  uniform  and  parallel  ways,  as  if  they  had  tacitly 
agreed  to  coordinate  their  price  policy.  If.  on  the  basis  of  such  evidence, 
a  jury,  a  lower  court,  or  the  Federal  Trade  Commission  finds  that  the  de- 
fendants have  reached  an  understanding,  that  finding  will  not  be  disturbed 
on  appeal.  On  the  other  hand,  guilt  and  responsibility  under  the  law  must 
be  individual,  and  not  imputed  by  association,  or  even  v.ithout  it.  If  rhe  trial 
tribunal  is  satisfied,  despite  such  evidence,  that  the  defendants"  decisiims 
were  independent  and  not  collective,  and  did  not  stem  from  a  collusive  agree- 
ment, tacit  or  express,  the  appellate  courts  will  not  usually  reverse  that 
finding  of  fact.'" 

It  is  an  open  question  whether  the  Supreme  Court  would  now  apply  the 
precetlent  of  the  Paramount  case  to  order  the  competitive  realignment  of  a 
major  oligopoly  industry,  where  market  power  is  shown  to  be  shared  by  a 
small  group  and  used  in  common  to  minimize  uncertainties  and  avoid  prir-e 
competition.  The  doctrinal  basis  for  such  a  suit  is  well  established.  Several 
industry-wide  cases  now  pending  raise   the  issue.   They   may   soon   settle   it. 

The  second  legal  approach  identified  above — that  of  suing  a  single  large  firm 
as  a  "combination"'  under  Section  1  of  the  Sherman  Act — may  well  turn  out 
to  provide  a  simpler  and  more  discriminating  means  for  increasing  the  degree 
of  competitiveness  in  many  situations  of  oligopoy.  The  theory  of  actions  of 
this  kind  would  Iniild  on  the  word  "combination,"  in  Section  1  of  the  Sherman 
Act.  That  sec-tion  makes  illegal  "every  contract,  combination  in  the  form  of 
trust  or  otherwise,  or  conspiracy,  in  restraint  of  trade  or  commerce  amon,g: 
the  several  states,  or  T\ith  foreign  nations."  The  scope  of  the  word  "com- 
bination" in  this  setting,  as  distinguished  from"contract"  or  "conspiracy,"  ha.s 
never  been  seriously  considered.  It  is  clear,  however,  that  for  more  than  fift.v 
years  the  idea  of  '"'combination"  in  this  section  has  been  called  into  play  not 
onlv  bv  "trusts"  in  the  form  of  trusts,  but  also  by  "trusts"  established  through 


"  ?.2S  T'.S.   7S1    (194."K 

^^  .3.34  US     1.31    (194S). 

K'TbfHtrt'  Eiucrrrises.  I;io.  v.  raramonnt  Film  Distri!)utin!i  Co.,  34fi  T'.S.  537  (in.)4i. 
Rpp  also  Eastern  Stntos  Rptnil  Lumher  Defilers  .\ss'n.  v.  I'liitert  States,  2.34  T'.S.  OOO 
0914)  ■  Interstate  Circnit.  Inc.  v.  Ignited  States.  306  U.S.  20S  (19.39)  ;  Federal  Trnrte 
Commission  v.  Cement  Institnte.  33.3  U.S.  683,  716,  n.l7  (1948).  See  Report  of  the 
Attorne.v  General's  National  Committee  to  Stnd.v  the  .Antitrust  Laws,  pp.  36-42;  M. 
Handler,  "Annual  Review  of  Antitrust,"  TJic  Record,  10  (1935),  332,  343. 
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mergers,  holding  companies,  and  other  devices  which  achieve  a  permanent  or 
semipermanent  association  among  competitors.^  Any  company  whose  history 
includes  an  episode  of  merger  therefore  faces  the  risk  that  it  is  a  "combination" 
for  purposes  of  Section  1  of  the  Sherman  Act,  and  a  perpetual,  standing,  and 
and  incurable  "combination,"  to  boot.  The  mark  of  Cain  is  upon  it. 

Next,  the  argument  would  proceed  to  the  wor<ls  "restrain  of  trade  or  com- 
merce," in  Section  1  of  the  Act.  This  phrase  defines  an  offense  different  from 
the  "monopolization"  condemned  by  Section  2.  The  Standard  Oil  case  of  1911, 
:at  the  Attorney  General's  Antitrust  Committee  recently  interpreted  it,  viewed 
"restraints  of  trade  and  monopolization  as  two  phases  or  degrees  of  the  same 
phenomenon."  ^  Both  at  common  law  and  in  ordinary  speech,  the  Court  had 
said,  the  words  "monopoly"  and  "restraint  of  tr*ade"  referred  to  situations 
where  competitive  conditions  were  "unduly"  limited.  The  two  sections  of  the 
Act  were  therefore  interpreted  to  supplement  each  other,  in  the  interest  of 
making  the  prohibitions  of  the  Act  all-embracing,  whether  the  forbidden  end — 
monopoly — 'Was  achievd,  partially  achived,  or  merely  sought,  and  whether  It 
was  pursued  by  a  single  entity  or  by  a  group.  In  two  leading  cases  of  great 
importance  it  was  decided  that  groups  of  sellers  acting  in  concert  had  "re- 
strained trade"  in  violation  of  Section  1  of  the  Act,  by  significantly  influenc- 
prnces,  although  they  were  expressly  found  not  to  have  "monopolized"  by 
conspiring  to  fix  prices  and  to  dominate  the  market.®^  The  power  they  had 
over  price  in  the  market,  while  significant  enough  in  each  case  to  supiwrt  the 
conclusion  that  they  were  violating  Section  1,  fell  short  of  the  quantrum  re- 
quired to  justify  a  finding  of  monopoly,  for  purposes  of  Section  2.  Section  2 
of  the  Act  calls  for  a  higher  degree  of  monopoly  power  than  Section  1,  just  as 
the  Clayton  Act  deals  with  lesser  degrees  of  monopoly  power  than  either  section 
of  tlie  Sherman  Act.  In  Judge  Learned  Hand's  phrase,  certain  contracts  in 
restraint  of  trade  within  reach  of  Section  1  are  "only  steps  towards  that  en- 
tire control  that  monopoly  confers :  they  are  really  partial  monopolies." "" 

This  line  of  reasoning  would  recognize  the  final  biirial,  even  in  the  most 
technical  sense,  of  the  Supreme  Court's  famous  opinion  in  Vnitcd  States  v. 
T'vited  States  Steel  Corp.  That  decision  has  been  discredited,  qualified,  and 
ignored,  and  its  incidental  philosophy  has  been  repudiated.  But  the  exact  issue 
decided  there  has  never  been  squarely  confronted  again,  save  in  United  States 
V.  Soconij  Vacuum  Oil  Co.,  Inc.'^  In  its  Steel  opinion  of  1920,  the  Supreme 
Court  treated  the  case  as  if  the  charge  were  realized  monopolization  rather 
than  combination  in  restraint  of  trade  or  as  if  the  two  issues  were  the  same. 
The  Court  agi-eed  that  the  holding  company  had.  been  formed  for  the  express 
purpose  of  monopolizing  the  industry,  and  that  for  a  while  it  came  close  to 
doing  so.  But  the  Company's  share  of  the  market  dropped.  It  could  not  control 
prices  save  by  devices  of  collusion.  It  provided  only  half  the  market  supply, 
and  lacked  the  power  of  monopoly  as  "a  continually  operating  force."  "What- 
ever there  was  of  wrong  intent  could  not  be  executed ;  whatever  there  was  of 
evil  effect  was  discontinued  befor  this  suit  was  brought,  and  this,  we  think, 
determines  the  decree."  "^  The  dissenters  protested  that  in  a  case  of  combina- 
tion or  conspiracy  it  was  erroneous  to  require  complete  monopolization.  "To 
insist  upon  sucli  result  would  be  beyond  the  requirements  of  the  statute  and 
in  most  cases  practicably  impossible."  "^  The  manifest  influence  of  the  United 
States  Steel  Corporation  in  the  steel  industry  of  1920,  they  thought,  was  "too 
plain  to  require  extended  argument."  One  great  integrated  company,  embracing 


«"  Xortliprn  Seriiritles  Co.  v.  United  States.  193  U.S.  197  (1904):  United  States  v. 
T-nion  Pacific  R.R.  Co.,  22fi  U.S.  61.  SS  (1912)  ;  United  States  v.  Southern  Pacific  Co. 
2."9  U.S.  214-31  (1922)  ;  United  States  v.  Reading  Co.,  253  U.S.  26,  48  (1920).  See  Report 
of  the  Attorney  General's  National  Committee  to  Stud.v  the  Antitrust  Laws,  p.  32 
("several  of  the  corpoi'ations  grew  out  of  mergers  of  previously  independent  competitors, 
thus  making  them  'combinations'  -within  the  meaning  of  the  Act"),  and  discussion,  pp. 
30-30. 

"1  Report  of  the  Attorney  General's  National  Committee  to  Study  the  Antitrust  Laws, 
p.  7. 

6=  United  States  v.  Reading  Co..  226  U.S.  324.  34.3-46  (1912),  253  U.S.  26,  53  (1920)  ; 
United  States  v.  Socony-Vacuum  Oil  Co.,  310  U.S.  150,  221,  243-48   (1940). 

«•■' United  States  v.  Aluminum  Company  of  America,  148  F.2d  416,  428  (2d  Circ,  1945). 

•"  Cited  above,  n.   62. 

«=251  U.S.  417,  452  (1920).  cSe  discussion  of  case  above,  Report,  n.  60,  pp.  4S-52. 

«6  251  U.S.  at  465. 
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half  the  industry  and  dealing  with  competitors  then  much  smaller-  than  itself. 
was  strong  enough,  the  dissenters  thought,  to  come  within  the  prohibition  of 
Section  1,  if  not  of  Section  2. 

In  the  light  of  subsequent  history  it  is  fair  to  conclude  that  the  dissenting 
opinion  represents  the  law  as  it  now  stands  more  accurately  than  that  of  the 
plurality.  If  this  view  is  correct,  the  word  "combination"  may  well  become  an 
increasingly  familiar  word  in  the  federal  courts,  in  suits  seeking  to  break  up 
large  corporations  not  in  themselves  "dominant"  firms  in  their  markets,  or 
"monopolizations,"  bait  entities  whose  power  and  influence  in  some  of  the 
markets  where  they  buy  or  sell  might  reasonably  be  considered  unduly  re- 
strictive of  competitive  conditions. 

This  line  of  reasoning  is  the  obverse  of  that  accepted  by  four  justices  of  the 
Court  in  deciding  the  recent  DtiPont  case,  holding  DuPont's  23  per  cent  holding 
of  General  Motors'  stock  to  be  a  violation  of  Section  7  of  the  Clayton  Act.*^ 
DuPont  has  held  a  substantial  minority  interest  in  General  Motors'  stock 
since  1917,  and  has  been  strongly  represented  on  the  General  Motors  Board. 
It  had  actively  participated  in  some  of  the  difficult  financial  and  managerial 
crissis  of  the  General  Motors  company,  immediately  after  the  first  World  War. 
And  it  had  sought  and  procured  a  goo<l  deal,  though  by  no  means  all,  of 
General  Motors'  business  in  the  purchase  of  paints,  fabrics,  and  other  products 
manufactured  by  DuPont.  General  Motors'  needs  and  DuPont's  ability  to  meet 
them  were  rather  freely  discussed  not  by  the  directors  of  General  Motors  but 
by  oflScers  and  employees  of  both  companies.  The  suit  started  in  1949  and 
was  tried  largely  under  Section  1  of  the  Sherman  Act,  on  a  theory  of  con- 
spiracy. But  the  Supreme  Court  disposed  of  it  only  under  Section  7  of  the 
Clayton  Act.  on  the  ground  that  the  effect  of  DuPont's  ownership  of  General 
Motors'  stock  "may  be  to  .  .  .  restrain  .  .  .  commerce  in  any  section  or  com- 
munity or  tenltl  to  create  a  monopoly  in  any  line  of  commerce."  The  primary 
issue,  Mr.  Justice  Brennan  said,  was  "whether  DuPont's  commanding  position 
as  General  Motors'  supplier  of  automotive  finishes  and  fabrics  was  achieved 
on  comi>etitive  merit  alone,  or  because  its  acquisition  of  the  General  Motors' 
stock,  and  the  consequent  close  intrecompany  relationship,  led  to  the  insulation 
of  most  of  the  General  Motors'  market  from  free  competition,  with  the  result- 
ant likelihood,  at  the  time  of  suit,  of  the  creation  of  a  monopoly  of  a  line  of 
commerce."'  ** 

The  case  has  occasioned  an  outcry.*®  Some  have  criticized  the  application  of 
the  pre-1950  Clayton  Act  to  vertical  integrations.  I  can  find  no  plausible  way 
to  avoid  applying  the  complicated  sentence  structure  of  the  Act  to  vertical 
integrations,  despite  the  contrary  views  of  the  Federal  Trade  Commission.  And 
the  Supreme  Court  did  so,  in  effect,  in  Cohimhia  Steel,  ten  years  before,  a 
Sherman  Act  case  wliich  the  Court  said,  however,  "took  into  consideration" 
the  policy  of  Section  7.™  Others  have  complained  because  of  the  lapse  of  thirty 
years  between  the  stock  purchases,  in  1917-19,  and  the  time  of  trial,  and  be- 
cause the  Court  seemed  to  take  the  position  that  a  merger  might  be  legal  when 
made,  but  become  illegal  later.  In  the  Court's  opinion,  the  tests  of  Section  7  (Con- 
cern the  business  situation  at  the  time  of  trial,  not  that  of  the  date  of  acqui- 
sition. 

The  Steel  case  of  1920  supports  this  view ;  it  decided  that  while  the  corapany 
was  illegal  when  formed,  it  did  not  violate  the  Act  at  the  time  the  issue  came 
before  the  court.  That  decision  under  the  Sherman  Act  could  apply  a  fortiori 
to  the  Clayton  Act,  in  view  of  its  preventiveness  purposes.  Long  delays  present 
an  is.sue  of  fairness  in  the  administration  of  justice.  But  the  economic  poten- 
tialities of  a  merger  may  not  appear  for  some  time.  The  market  may  change. 


«"  United  St.-itps  v.  E.  T.  DuPont  de  Nemours  &  Co.,  3."i3  U.S.  .586  (19o7). 

"x  Ibid.,  pp.  .5SS-S9,  and  see  p.  607. 

«' G.  W.  Stockins:.  "The  DuPont-General  MotoTs  Case  and  the  Sherman  Act,"  Tirpinia 
Lnw  Revieic  f,i  (l!t.">S),  1;  Symposium.  Georgetoirn  Lair  Jnornal.  .'i6  (lO.lS).  .561-702; 
M.  A.  Adelman.  "The  DuPont-General  Motors  Der-lsion."  Virfjivin  Law  Review,  iS 
(lftri7),  S73 :  .7.  W.  Marl<ham,  "The  DuPont-General  Motors  Decision,"  Vhgiiiia  Law 
Review,  J,S  (]9;57l.  S.Sl  ;  .T.  B.  Dirlam  and  I.  M.  Stelzer,  -The  DuPont-General  Motors 
Decision:  In  the  Antitrust  Grain."  Columbia  Law  Rcciew,  5H  (1958),  24;  H.  G.  Manne. 
"The  Perplexing  DnPont  Case:  Additional  Confusion  in  the  Law  of  Mergers,"  Universiti) 
of  Pennsylvania  Law  Review,  106  (1958),  383;  Comments,  California  Law  Review,  46 
(1958),  266:  Yale  Law  Journiil.  06   (1957),  1251. 

™  United  States  v.  Columbia  Steel  Co.,  334  U.S.  495,  507  (194S). 
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And  there  is  little  point  in  enforcing  a  law  whose  objects  is  to  prevent  monop- 
Kiul.v  as  an  instrument  for  irunishing  the  sins  and  errors  of  the  remote  past. 

Justice  Burton's  dissent  concedes  that  the  Court  may  consider  what  happened 
between  the  acquisition  and  tlie  trial  as  evidence  confirming  or  disproving  an 
inferenc-e  that  the  anticompetitive  consequences  of  the  merger  were  reasonably 
prol.iable  at  the  time  it  was  consummated.''  As  Htedman  has  remarked.  Justice 
Burton  "seems  to  be  telling  a  trial  court — or  even  worse,  a  jury — that  it  shall 
take  tlie  circumstances  as  they  exist  on  a  given  date  and  predict  what  effect  these 
will  have  upon  competition  five,  ten.  fifteen  or  twenty  years  hence :  that  in  mak- 
ing this  prediction,  however,  they  may  go  beyond  tlie  facts  upctn  which  they  base 
their  guesses  and  consider  what  actually  happened  later — I>eing  careful,  how- 
ever'. nt)t  to  use  these  later  facts  as  the  basis  for  improving  their  guesswork 
in  terms  of  the  earlier  facts.  To  some  people,  this  could  become  quite  con- 
fusing." '^- 

It  has  been  said,  with  some  heat,  that  this  asi^ect  of  the  Court's  decision! 
introduces  an  element  of  risk  into  the  merger  process.  It  plans  a  time  bomb 
in  the  otnces  of  the  merged  companies,  one  which  may  not  explode  for  many 
year,s.  Tliis  charge  is  true.  But  it  was  the  purpose  of  the  Clayton  Act  to  dis- 
courage mergers  whose  effect  might  be  to  lessen  competition  or  tend  to  monop- 
oly in  any  market.  Congress  pasd  th  Clayton  Act  bcause  it  though  that  the 
Ijrolific  merging  habits  of  American  business  had  dangerous  potentialities  for 
cnmi>etition.  Congress  was  right.  The  antitrust  law  does  distinguish  and  has 
always  distinguished  between  growth  through  merger  and  growth  through  the 
internal  development  of  the  corporation  itself.  As  we  saw  a  few  pages  ago, 
in  discu.ssiug  the  law's  concept  of  ■•combination."  merger  may  have  serioiis  con- 
pefjuences  long  after  it  has  occurred.  This  phase  of  the  DuPont  decision  seems 
realistic  and  inevitable. 

Perhaps  the  weakest  part  of  the  opinion  and  the  strongest  part  of  the  dis- 
sent is  that  concerned  with  the  definition  in  the  law  journals  Inittress  Ju.stice 
Erennan's  opinion.'^'  The  "market"  for  General  Motors'  ciistom  is  a  separate 
market  not  because  the  paint  and  fabrics  it  used  were  physically  different  from 
those  used  by  other  possible  customers,  but  because  such  products  sold  to 
automobile  manufacturers  are  sold  nnder  quite  distinct  economic  circum- 
stances— just  as  milk  is  sold  in  different  "markets"  when  sold  for  human  con- 
sumption, and  for  the  manufacture  of  cheese,  ice  cream,  or  casein.  In  this  case 
the  adverse  effect  on  competition  in  a  markt,  which  the  statute  requires  to  be 
proved,  is  inferred  as  a  matter  of  common  sense  from  the  evidence  that  the 
defendant  lias  a  business  advantage  not  otherwise  available,  and  nor  liased  on 
his  snperior  efficiency.  At  least  the  courts  are,  willing  to  do  so  where  a  signifi- 
cant part  of  the  market  is  "foreclo.sed"  or  blocked  off  to  competitors.''  While  the 
antitrust  laws  are  probably  not  violated  if  a  steel  company  owns  a  "captive" 
coal  mine,  since  the  other  companies  have  plenty  of  pi'osi)ective  customers, 
putting  General  Motors  partly  beyond  the  reach  of  DuPf)nt  rivals  for  sales  of 
paint  and  fabrics  was  a  different  matter. 

But  this  phase  of  the  case,  over  the  long  run.  is  its  least  important  feature. 
Every  judicial  definition  of  a  market  depends  upon  an  analysis  of  its  par- 
ticular economic  setting.  The  DuPont  opinion  will  contribute  to  that  prwess 
the  example  of  strictness,  at  least  where  gi-eat  corporations  are  involved. 

Justice  Burton  was  on  sounder  .sround  in  calling  attention  to  the  incon- 
sistent nature  of  the  evidence  showing  DuPonfs  actual  advantages  in  selling 
TO  General  Motors.  While  DuPont  sold  little  of  other  products  General  Motors 
purcha.sed.  and  DuPont  made.  "Thus."  Justice  Burton  commented,  "the  alleged 
nefarious  influentce  arising  from  DuPont's  stock  interest  apparenty  affects  the 
Oldsmobile  antifreeze  buyer,  but  not  the  Oldsmobile  paint  l»uyer:  the  paint 
buyers  at  Chevrolet.  Buick  and  Pontiac,  but  not  the  antifreeze  or  electroplating 
buyers:  and  the  electroplating  buyer  at  Cadillac,  but  not  the  Cadillac  pain 
buyer,"  "''  To  this  thrust  the  only  an.swer  can  be  a  simple,  practical  one,  inherent 


U.S.   fi2."-26 


-  .Tohn  C.  St-prtmnn,  "Tho  Moi-jrer  St.-itnte  :  Sleeping  Giant  or  Sleeping  Beant,v?"  Xorth- 
fiTfitryv  T.air  Revicir,  .5?    (lO-'iT).   ~^Ct7.  .■">S2. 

"  Pnrticnlnrly  the  article  by  Irston  K.  Barnes  in  the  Georgetown  Symposium  and  that 
of  Dirlam  and  Stelzer.  cited  above,  n.  fi9.  and  Stedman's,  cited  above,  n.  72. 

■*  See,  e.g..  Standard  Oil  Co.  of  California  v.  United  States.  337  T^.S,  293  (1940>. 

'■'■  3.5.3  IT. S.  ft  p.  630.  ^Fr.  .Tnstice  Brennan's  reply  appears  at  p.  G07  :  "The  fire  that  was 
1-indled  in  1017  continues  to  smolder.  It  burned  briskly  to  forge  the  ties  that  bind  the 
General  Motors  market  to  PnPont.  and  if  it  has  nuieted  down,  it  remains  hot,  and,  from 
past  performance,  is  likely  at  any  time  to  blay.e  and  make  the  fusion  complete." 
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in  the  prospective  theory  of  the  case:  that  tlie  justices,  as  men  of  the  world, 
treated  DiiPont's  position  on  the  General  Motors  Board  of  Directors  as  a  po- 
tentially restrictive  advantage  in  influencing  General  Motors'  purchasing 
iwlicy,  like  the  influenices  found  illegal  in  the  Benrus  and  American  Crystal 
S II (jar  cases."' 

In  that  sense,  the  case  means  that  Section  7  has  regained  the  vitality  it  was 
intended  to  have  from  the  begining,  as  the  principal  weapon  of  the  antitrust 
law  for  dealing  with  problems  of  merger.  Thus  it  stands  with  a  group  of 
lower-court  cases  which  in  recent  years  have  indicated  that  the  merger  amend- 
ment of  1950  will  have  a  more  sympathetic  recei)tion  in  the  courts  than  its  pre- 
decessor of  1914.  The  development  of  this  trend  should  soon  indicate  the 
effectiveness  of  the  statute  in  serving  the  ambitions  of  Woodrow  Wilson's  first 
Congress,  and  in  limiting  habits  of  merger  which  for  seventy  years  have  been 
regarded  as  normal  and  commonplace  in  American  business. 

Do  the  antitrust  laws,  and  the  attitude  they  represent,  have  any  effect  on 
the  economy?  Are  they  more  than  a  facade  for  monopoly,  a  ritual  we  perform 
to  prove  to  ourselves  that  we  are  loyal  to  comi>etition,  although  we  Ha'c  by 
monoi)oly?"^  If  the  laws  have  economic  consequences,  are  those  consequences 
■constructive  and  worth  seeking?  Do  the  antitrust  laws  assist  the  markets  of 
the  American  economy  in  the  performance  of  their  functions,  especially  as 
auxiliary  weapons  of  stabilization  policy? 

The  antitrust  laws  are  a  serious  subject.  They  have  not  been  a  facade  for 
monopoly.  Despite  notable  weakenesses  in  certain  areas  of  antitruse  law  doc- 
trine, particularly  those  affecting  the  process  of  merger,  the  influence  of  the 
antitrust  laws  on  the  organization  of  American  business  has  been  important. 
The  structure  of  industry  has  enormous  historical  momentiim.  The  antitnist 
laws  cannot  accomplish  miracles,  but  they  can  and  do  help  to  guide  the  trenld 
in  a  more  comeptitive  dii-ection. 

The  antitrust  laws  are  to  a  considerable  extent  self-  enforcing.  As  the  courts 
clarify  point  after  point,  businessmen  and  their  lawyers  respond  to  a  marked 
degree  ^^^th  their  own  decisions.  Such  a  response  would  probably  not  occur 
except  in  the  shadow  of  posible  action  by  the  government,  or  of  private  dam- 
age suits,  which  sometimes  result  in  judgments  of  millions  of  dollars.  It  is 
too  much  to  expect  human  beings  to  give  iip  monopoly  profits  for  the  abstract 
pleasure  of  obeying  a  law.  There  must  Ive  some  real  posibility  of  enforcement 
before  voluntary  compliance  can  be  exi>ected. 

The  effect  of  the  antitrust  laws  on  business  practice  cannot  be  measured 
statistically,  but  it  is  nonetheless  a  reality." 

Exhibit  2. — Comments  of  Glenn  E.  Penistrn,  DATRAX,  Concerning  Testimony 

of  Mr.  Rostoic 
Eugene  V.  Rostow, 

^terVmg  Professor  of  Law  and  Pahlic  Affairs, 
Yale  University. 
Xeir  Haven,  Conn. 

Dear  Dean  Rostow  :  Please  permit  me  to  respond  to  your  July  30  state- 
ment, deliveretl  before  the  Senate  Subcommittee  on  Antitrust  and  Monopoly 
in  connection  with  S.  1167,  The  Industrial  Reorganization  Act.  As  the  president 
of  Data  Transmission  Company,  I  feel  compelled  to  comment  on  a  certain 
assertion  you  made  in  your  statement,  which  you  treated  as  "fact"  and  which 
api>eared  to  be  a  basic  premise  underlying  your  entire  position 

While  I  could  not  be  in  attendance  at  the  Subcommittee  hearing,  I  have  re- 
viewed the  transcript  of  your  testimony  and  I  noted  the  particular  esteem  in 
which  you  were  held  by  Subcommittee  meml)ers.  It  appeared  to  me  that  they 
were  inclined  to  view  you  not  as  an  advocate,  but,  refreshingly,  as  a  disin- 
terested observer  of  such  enormous  background  and  experience  that  you  might 


""  Cases  citefl  above,  n.  .31. 

""  Thurman  W.  Arnold,  The  Folklore  of  Capitalism,  New  Haven,  Yale  University  Press 
1037. 

"  See  Whitney's  recent  study,  above,  n.  5. 


4058 

be  able  to  provide  a  learned  and  impartial  view  of  the  key  issues  and  prob- 
lems .  .  .  even  though  you  were  there  at  the  request  of  AT&T. 

In  this  respect,  I  was  disappointed  to  arrive  at  the  realization,  upon  view- 
ing the  vsubstance  of  your  statement  in  those  portions  which  addressed  recent 
Federal  Communications  Commission  policie  and  actions  in  respect  of  compe- 
tition in  the  provision  of  private  line  communications  services,  that  your  con- 
clusions regai'ding  the  benefits  of  specialized  carriers  appear  to  be  made  from 
the  biased  viewpoints  of  AT&T  and  certainly  in  the  absence  of  any  under- 
standing of  DATRAN's  unique  services,  facilities  and  plans. 

Your  recollection  and  review  of  your  1967-68  "vantage  point"  contained  in 
your  statement  indicated  that  it  appeared  to  the  President's  Task  Force  that 
"new  and  supplemental  communications  services"  should  not  significantly 
afEect  either  the  technical  integrity  or  the  economic  viability  of  the  basic 
switched  network.  We  at  DATRAN  agree  with  this  premise.  But  then  you 
continued  at  page  26 :  "the  specialized  common  carriers  have  not  in  fact  offered 
new  services,  or  tapped  new  markets.  They  have  simply  duplicated  the  private 
line  services  of  the  telephone  companies  at  lower  rates  ..." 
Concerning  DATRAN,  you  are  incorrect  in  your  broad  assertion. 
Shortly  aft^r  DATRAN  submitted  its  application  for  construction  authorization 
to  the  Committee  in  1969,  the  Commission,  based  on  its  analyses  of  these 
DATRAN  applications,  concluded  that  DATRAN  essentially  was  a  "special" 
specialized  common  carrier  to  the  extent  that  it  proposed  services  and  fa- 
cilities were  "markedly  different"  from  those  proposed  by  other  specialized 
carrier  applicants  and,  I  assure  yoU.  markedly  different  from  those  offered  or 
proposed  to  be  offered  by  established  carriers,  including  the  Bell  System.  The 
record  in  this  regard  speaks  for  itself.  Now,  some  five  years  later,  I  would 
assure  you  further  that  DATRAN's  digital  data  network  and  its  digital 
service  offerings,  curently  operational  between  Houston  and  St.  Louis,  remain 
unique. 

I  believe,  and  the  public  record  so  discloses,  that  the  established  carriers, 
including  the  Bell  System,  were  neglecting  to  serve  adequately  an  increasingly 
significant  segment  of  the  communications  market — the  data  users — in  the  late 
1960's.  DATRAN  set  out  at  that  time  to  offer  efficient  and  economic  communica- 
tions servces  to  such  data  users  and,  thereby,  fill  the  then  existing  service  voids 
and  deficiencies.  Fully  three  of  those  five  years  were  consumed  in  receiving 
construction  authorization  because  of  anticompetitive  delaying  tactics  of  the 
existing  monopoly  carrier. 

The  Bell  System,  of  course,  has  now  finally  responded  to  DATRAN  (and 
only  therefore  to  data  users)  and  now  is  determined  to  hasten  what  you  would 
term  our  "freedom  of  exit"  from  the  communications  marketplace.  The  public 
pronoiuicements  of  its  spokesmen,  its  policies,  and  its  actions  render  this  moti- 
vation apparent.  I  believe  it  important  to  distinguish  between  what  you  have 
characterized  as  an  effort  to  postpone  competitive  responses  of  the  Bell  System 
by  the  new  carriers,  such  as  DATRAN,  and  an  effort  to  survive  an  anticom- 
petitive and  predatory  response  of  a  monopolist  to  competition. 

If  you  have  any  doubt  as  to  whether  the  motives  of  the  Bell  System  are 
anticompetitive  or  not,  I  invite  you  to  consider  DATRAN's  "Statement"  to  the 
Senate  Subcommittee,  a  copy  of  which  is  enclosed  herewith.  I  further  invite 
you  to  give  serious  consideration,  upon  full  examination  of  the  pertinent  record, 
to  excei)ting  DATRAN  from  further  references  of  those  si>ecialized  carrier 
entrants  who  "offer  nothing  new"  and.  however,  would  "nibble  to  death"  the 
Bell  System  from  beneath  a  "protective  umbrella."  DATRAN  .seeks  only  to 
offer  its  unique  services  within  an  environment  wherein  a  most  formidable 
competitive  force — one  which  has  avowed  competition's  demise — is  restrained 
to  seeking  to  accomplish  its  objective  within  the  i>arameters  of  law. 

I  also  recognize  that  reasonable  men  differ  about  the  gravity  and  import  of 
several  of  these  developments.  I  would  hope  that  learned,  reasonable  men 
would  seek  to  understand  both  sides  of  an  issue  before  drawing  their  firm 
conclusions. 

It  is  my  sincerest  wish  that  DATRAN  will  be  able  to  continue  to  develop  and 
provide  unique  communications  services  to  the  data  processing  public,  and  we 
have  already  invested  over  $60  million  toward  this  end.  For  if  competition 
should  be  denied  the  right  to  exist,  we  will  have  seen  the  final  and  full  nationali- 
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zation  of  communications  in  a  free  country  that  has  grown  great  and  become 
an  industrial  giant  because  of  a  free  enterprise  system. 
Sincerely  yours, 

Glenn  E.  Penisten, 
President  and  Chief  Executive  Officer. 


Exhibit  Z.— Letter  from  Eugene  Rostotv  in  reply  to  Letter  from  G.  E.  Penister 
concerning  testimony  of  Mr.  Rostow 

YaI/E  University  Law  School, 
NeiD  Haven,  Conn.,  Octoher  7, 1974- 
Hon.  Philip  A.  Hart, 

Huhcommittee  on  Antitrust  and  Monopoly,   Committee  on  the  Judiciary,    U.S. 
Senate,  Washington,  D.C. 
Dear  Senator  Hart  :  I  enclose  a  copy  of  my  letter  of  this  date  to  Mr.  Glenn 
E.  Penisten,  responding  to  liis  letter  of  August  IG.  which  he  sent  to  you. 
With  great  respect,  and  warm  personal  greetings, 
Yours  sincerely, 

Gene  Rostow. 

Enclosure. 

October  7,  1974. 

INlr.  Glenn  E.  Penisten, 

President  and  Chief  Executive  Officer, 

Data  Transmission  Co.,  Vienna,  Va. 

Dear  Mr.  Penisten:  I  appreciate  your  gracious  and  thoughtful  letter  of 
August  16.  I  am  sorry  that  my  reply  has  been  delayed  by  the  forwarding  of  mail 
ti>  and  from  my  summer  residence,  the  end  of  the  holidays,  and  the  necessity  that 
I  artend  a  weelv-long  conference  in  Ottawa. 

You  object  to  tlie  comment  in  my  testimony  of  July  30  before  Senator  Hart's 
Suncommittee  that  the  specialized  common  carriers  have  not  in  fact  offered  new 
^^ervices,  or  tapped  new  marlvcts.  I  do  not  agree  with  you  that  this  conclusion 
is  "a  basic  premise"  underlying  my  entire  argument.  In  my  view,  it  is  a  collateral, 
not  a  fundamental  issue.  And  you  claim,  in  any  event,  that  my  conclusion  does 
not  apply  to  the  services  your  company  is  offering. 

In  making  the  statement  to  which  you  take  exception.  I  was  relying  not 
only  on  my  own  review  of  the  situation  during  the  last  year,  but  on  the  clear 
implication  of  the  FCC's  "admonition"  in  Docket  73-1298,  Ln  the  matter  of  Com- 
mission Policies  Governing  the  Licensing  and  Regulation  of  Specialized  Common 
Carriers,  44  FCC  (2d)  407,  473-474  (1973).  The  Commission's  "admonition"  to 
the  .specialized  common  carriers  reflected  concern  on  this  point,  at  a  minimum. 

It  may  be  that  I  was  incorrect  in  concluding  that  Datran's  service  is  not  dif- 
ferent in  kind  from  that  offered  l)y  Bell.  I  do  not  think  I  am  wrong  in  this 
regard,  for  reasons  I  shall  go  into  later  in  this  letter.  But  suppo.'te  that  I  am 
wroiii,-,  and  that  you  are  right  on  the  matter.  I  have  been  in  error  before,  and  I 
sbnJl  doubtless  be  in  that  condition  again. 

Tlie  heart  of  the  position  on  this  point  taken  in  the  Report  of  the  President's 
Task  Force  on  Conmiunications  Policy  in  1968,  and  the  heart  of  my  own  testi- 
mony before  Senator  Hart,  appears  at  pages  21-35  of  my  prepared  statemetn. 
In  terms  of  the  analysis  on  which  that  testimony  rests,  the  answer  to  your'  com- 
plaint  is  that  the  issue  on  which  we  differ  is  interesting  and  relevant,  but  not 
decisive.  As  you  remark,  both  the  Task  Force  and  the  FCC  were  impressed  by 
the  claims  that  those  who  aspired  to  become  specialized  common  carriers  or  to 
jirovide  private  line  services  would  in  fact  offer  new  services,  open  up  neglected 
submarkets.  satisfy  hitherto  luimet  consumer  needs,  and  increase  the  total  de- 
mand for  conmiunications  services.  Formally,  at  least,  the  FCC  takes  the  view 
that  a  finding  of  service  novelty  is  critical  to  its  approval  of  applications  in  the 
name  of  the  public  interest,  convenience,  and  necessity.  But  the  FCC  can  make 
mistakes,  too.  Service  "novelty"  can  be  a  difficult  fact  to  demonstrate  in  advance. 
And,  as  we  have  seen,  experience  does  not  always  fulfill  the  hopes  of  those  who 
make  predictions.  Whether  the  new  service  turns  out  to  be  novel  or  not,  my 
contention  before  Senator  Hart  was  that  the  market  should  be  allowed  to  decide 
*m  competitive  grounds  wliether  the  services  the  new  company  offers  the  public 
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are  in  fact  different  from  Bell's,  and  indeed  better.  As  I  explained  to  Senator 
Hart's  Subcommittee,  we  thought  in  1968  that  some  change  in  the  pattern  of  past 
practice  should  be  encouraged  by  the  FCC,  subject  to  two  caveats — a  technical 
re(iuirement  of  network  compatibility,  and  an  economic  rule  as  well : 

Our  Report  recognized  that  an  uneconomic  prolifei'ation  of  private  communi- 
cations systems  could  raise  serious  economic  problems  for  the  integrated  net- 
work. It  therefore  recommended,  and  recommended  with  emphasis,  that  more 
flexible  policies  with  regard  to  the  entry  of  independent  companies  providing 
supplemental  or  specialized  communications  services  had  to  be  matched,  in  all 
fairness,  by  allowing  established  carriers  a  good  deal  of  freedom  in  ratemaking 
to  respond  to  or  indeed  to  anticipate  the  challenge  of  the  new  services.  The  same 
principles  of  economic  policy  would  apply  to  charges  for  specialized  terminal 
equipment  connected  to  the  network.  The  Report  took  a  strong  forward  position 
on  economic  grounds  about  allowing  much  more  flexibility  in  ratemaking  for 
the  common  carriers  in  the  communications  field,  especially  in  a  period  of  rapid 
technological  change.  In  this  area,  the  Report  went  beyond  the  issue  of  com- 
petitive response  in  its  support  for  telephone  company  pricing  on  the  basis  of 
elasticity  of  demand,  so  long  as  the  true  variable  or  marginal  costs  of  providing 
the  service  were  covered.  ...  In  drafting  the  Task  Force  Report,  we  as.sumed 
that  full  freedom  for  the  Bell  System  to  exercise  those  rights  would  keep  the 
development  of  specialized  common  carriers  to  the  level  justified  by  genuine 
innovation,  and  genuine  economic  advantage.  And  we  pointed  out  that  freedom 
of  entry  had  to  be  matched  by  freedom  of  exit  if  the  nation  was  to  avoid  the 
waste  of  uneconomic  investment  in  communications  facilities. 

Your  letter  does  not  make  it  clear  where  you  stand  on  this  crucial  issue.  You 
say  (p.  3)  that  there  is  a  difference  between  postponing  the  comi>etitive  responses 
of  the  Bell  System  to  the  new  carriers,  and  an  effort  to  survive  what  you  call 
"an  anticompetitive  and  predatory  response  of  a  monopolist  to  competition.'"  All 
you  ask,  you  write,  is  the  opportunity  to  offer  your  "unique  services  within  an 
environment  wherein  a  most  formidable  competitive  force— one  which  has 
avowed  competition's  demise — is  restrained  to  (sic)  seeking  to  accomplish  its 
objective  within  the  parameters  of  law." 

A  fair  introduction  to  your  conception  of  what  "the  parameters  of  the  law" 
permit  the  Bell  System  to  do  by  way  of  responding  to  competition  appears,  I 
should  suppose,  in  your  statement  of  August  9,  1974,  to  the  Hart  Subcommittee, 
and  in  your  extraordinary  "Petition  to  Deny  Application  and  for  a  Moratorium." 
dated  October  18,  1973.  and  filed  in  opposition  to  the  application  of  A.T.&T.  for 
authority  to  construct  facilities  for  its  Digital  Data  System. 

I  must  confess  that  I  could  hardly  believe  my  eyes  when  I  read  the  latter  docu- 
ment. I  shall  never  understand  how  you  could  ask  for  a  five  year  moratorium 
on  the  use  by  A.T.&T.  of  digital  technology  for  data  service — especially  since 
the  Bell  Labs  have  worked  for  many  years  on  the  development  of  digital  trans- 
mission system — the  T-1  carrier — in  1962,  seven  years  before  Datran  applied 
to  enter  the  field.  To  ask  a  five  year  moratorium  under  these  circumstances 
seems  to  me  to  ask  for  more  than  an  "umbrella"  or  a  "protective  tariff" — It  is  a 
request  for  an  embargo  on  competition  from  its  most  likely  source,  that  is,  a  re- 
quest for  a  monopoly  for  your  company.  To  me,  this  is  a  curious  view  of  "com- 
petition"— and  a  completely  inadmissible  one. 

Your  definition  of  "predatory"  pricing  comes  out  quite  clearly  both  in  this 
paper,  and  in  your  testimony  of  August  9.  I  disagree  completely  with  the  thesis 
developed  in  that  testimony  that  the  floor  for  competitive  pricing  in  this  setting 
should  be  a  calculation  of  average  costs  attributable  to  the  service  in  question. 
Your  argument  embodied  what  I  was  taught  many  years  ago  to  regard  as  the 
"overhead  cost  fallacy" — the  view  that  overhead  costs  should  have  anything  to  do 
with  the  process  of  determining  output  and  price  in  the  short  run.  that  is,  in  the 
period  when  the  stock  of  capital  is  fixed.  My  extended  studies  of  many  industries 
and  markets  over  the  years  have  fully  confirmed  the  correctness  of  this  theoreti- 
cal view.  Your  definition  of  "predatory  pricing"  would  make  markets  hopelessly 
rigid,  and  eliminate  most  of  the  normal  adjustments  of  markets  to  variations  in 
demand. 

My  views  on  this  problem  have  appeared  in  my  teaching  and  writings  since  I 
joined  the  Yale  faculty  in  1938.  It  is  coincidence  that  they  corresp<ind  to  those 
of  A.T.&T.  As  a  matter  of  fact,  my  views  go  beyond  those  of  A.T.&T.  on  the  u.se 
of  incremental  cost  estimates  in  utility  regulation. 
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I  take  no  particular  credit  for  these  opinions.  To  me,  they  seem  to  be  elemen- 
tary applications  of  accepted  economic  theory.  The  relationship  of  marginal  cost 
to  marginal  revenue  determines  output,  not  price,  both  in  competitive  and  iu 
non-competitive  markets.  In  both  kinds  of  markets,  the  supplier  expands  output 
so  long  as  it  pays  him  to  do  so — that  is,  so  long  as  the  extra  production  brings 
in  more  revenue  than  the  additional  costs  associated  with  providing  it.  In  a  com- 
petitive market,  like  that  for  wheat,  for  example,  marginal  cost  equals  price 
at  the  supplier's  optimal  scale  of  output,  because  prices  are  uniform,  and  margi- 
nal revenue  is  the  same  as  average  revenue.  But  that  relationship  is  perfectly 
compatible  with  profit  for  the  supplier,  since  his  marginal  cost  may  be  well  above 
average  costs  at  that  level  of  output.  In  markets  where  comi>etition  is  not  "pure" 
and  "perfect,"  the  mechanism  of  dynamic  response  to  market  conditions  is  the 
same,  although  price— average  revenue — is  not  generally  the  same  as  marginal 
revenue.  Milk  used  to  make  paint,  for  example,  is  sold  at  a  different  price  from 
that  for  the  liquid  milk  we  drink. 

As  Professor  D.  H.  liobertson  of  Cambridge  once  remarked,  "To  say  that  price 
is  determined  by  marginal  cost  is  always  bad  theory."  The  relationship  of  margi- 
nal revenue  determines  output,  not  prices.  In  most  markets,  and  certainly  in  the 
market  for  communication  services  marginal  cost  would  equal  price  only  under 
conditions  of  stable  equilibrium — which  are  never  reached.  ^Markets  tend  towards 
equilibrium,  but  never  reach  that  state.  As  I  wrote  in  11).j2,  in  an  article  in  the 
Yale  Law  Jountul:  "marginal  cost  is  not  even  theoretically  an  appropriate  stand- 
ard for  { utility )  rate-making  at  any  particulr  short-run  level  of  output,  since 
under  competitive  conditions  output  is  determined  by  the  relationship  of  margi- 
nal cost  to  price,  not  price  by  marginal  cost :  .  .  .  an  appropriate  cost  standard 
for  pricing  the  product  or  service  of  a  regulated  utility  would  depend  upon  the 
scale  of  output  achieved,  which  might  in  turn  depend  upon  the  price  charged." 

Thus  the  most  important  difference  between  us  is  not  over  the  novelty  of 
Datran's  service  offering,  but  over  the,  criteria  to  be  used  by  the  FCC  in  control- 
ling the  reaction  of  the  existing  carriers  to  the  threat  or  the  actuality  of  compe- 
tition. We  differ,  and  differ  profoundly,  about  what  constitutes  "predatory" 
pricing  or  unfair  comi)etition.  For  reasons  inlierent  in  the  nature  of  the  market 
process.  I  cannot  accept  any  price  as  "predatory "'  which  yields  any  return  over 
the  true  variable  costs  of  providing  the  goods  or  services  in  question.  Any  other 
rule,  in  my  opinion,  would  prevent  the  market  from  encouraging  the  optimal  use 
of  existing  resources,  and  the  optimal  allocation  of  new  resources  to  productive 
use.  For  these  reasons,  I  simply  cannot  believe  that  the  Supreme  Court  will  rule 
that  a  price  yielding  any  return  over  marginal  costs  can  be  regarded  as 
"predatory." 

Considerations  of  this  order  have  led  me  to  conclude,  as  the  discussion  before 
Senator  Hart  brings  out,  that  A.T.  &  T.'s  franchise  monopoly  should  be  regarded 
as   extending   to   all   the   services   the   national   switched   network   can   provide. 

But  I  should  say  a  few  words,  at  any  rate,  in  defense  of  my  comment  on  the 
novelty  of  your  services. 

According  to  the  information  I  have,  mucli  of  which  appears  of  record  in  the 
decision  of  the  FCC  in  its  Specialized  Common  Carrier  Services  proceeding  (2J> 
FCC  2nd  at  p.  SSS),  A.T.  &  T.'s  plans  to  meet  the  specialized  communication  needs 
of  the  data  market  are  of  long  standing,  and  rest  on  research,  plans,  and  market 
studies  which  were  well  advanced  before  your  company  undertook  to  enter  the 
held.  Indeed,  the  principle  of  digital  transmission  is  being  developed  and  u.sed  in 
all  A.T.  &  T.'s  modern  transmission  adn  switching  facilities,  not  simply  in  the 
services  it  is  providing  and  offering  for  the  data  market.  That  massive  develoj*- 
ment  clearly  rests  on  years  of  research  and  development. 

The  trend  was  made  clear  as  early  as  lOliT,  in  the  article  by  D.  F.  Huth  in  the 
Bell  Laltoratories  Record,  and  is  obvious  in  any  event.  A.T.  &  T.  began  to  use 
digital  transmission  on  a  large  scale  in  106.5,  for  end-to-end  wideband  channels. 
The  evidence  clearly  established  that  A.T.  &  T.  was  not  copying  DATRAX's: 
offerings,  but,  on  the  contrary,  that  DATRAX's  offerings  were  adapted  to  the 
A.T.  &  T.  model — the  change  from  asynchronous  to  synchronous  methods,  for 
example,  and  that  from  a  switched  service  offering  to  a  dedicated  private  line 
service. 

Sincerely  yours. 

Gene  Rostow. 
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Exhibit  4. — S.  3580,  Introduced  by  Senator  Magnuson 
[S.  3580,  93d  Cong.  2d  ses.s.] 

A  BILL  To  amend  the  Communications  Act  of  1934,  as  amended,  to  declare  that  the 
national  communications  i>olic.v  of  the  Congress  sliall  l)e  to  encourafce,  so  far  as  possible, 
the  establishment  and  maintenance  of  rates  for  local  telephone  service  wliich  are 
'\vithin  the  economic  reach  of  every  houseliold  ;  to  require  rate  relief  therefor  ;  to  require 
that  the  Federal  Communications  Commission  prepare  statements  of  economic  impact 
on  it  sactions  which  may  have,  or  have  had,  a  significant  impact  on  increasing  the 
rates  for  local  telephone  service  ;  and  for  other  purposes 

Be  it  enacted  hy  the  Srinttc  and  House  of  Representatives  of  flic  T'nited  States 
of  America  in  Congress  assembled, 

Sfxtion  1.  This  Act  may  be  cited  as  the  "Home  Telephone  Act". 
Sec.  2.  Section  1  of  the  Communications  Act  of  1034.  as  amended   C47  U.S.C. 
151  >.  is  hereby  further  amended  by  insertins  "(a)"  after  "Sectiox  1."  and  by 
adding  at  the  end  a  new  .subsection  to  read  as  follows  : 

••(b)  It  is  hereby  declared  to  be  the  national  communications  policy  of  the 
Congress  that  the  Vegulation  of  interstate  and  foreign  communication  by  wire 
or  radio  shall  be  exercised  in  such  manner  as  to  encourage,  so  far  as  possible, 
the  establishment  and  maintenance  of  rates  for  telephone  exchange  .service  which 
are  within  the  economic  reach  of  every  household  in  the  United  States  for  the 
purpose  of  providing  the  members  thereof  with  the  means  of  promptly  summon- 
ing medical  assistance  and  fire  and  police  protection,  and  participating  more 
fully  in  the  business  and  social  life  of  their  comnnmities.  To  this  end.  the  Com- 
mis.sion  shall,  through  the  use  of  the  Federal-State  Joint  Board  prescribed  in 
section  410(c)  of  the  Act : 

"(1)  adopt  and  apply  such  procedures,  fonnulas.  or  criteria  as  are  appro- 
priate to  share  the  economies  of  interstate  and  foreign  connnunication  with 
telephone  exchange  service  users  by  prescribing  rates  for  interstate  and 
foreign  communication  users  in  using  telephone  exchange  plant  to  he  paid 
to  common  carriers  furnishing  same  for  the  purpo.se  of  reducing  the  cost  of 
providing  residential  telephone  exchange  service ; 

"(2)   include  in  every  proposal,  policy  statement,  report,  or  order,  which 

may  have  a  significant  impact  on  increasing  the  rates  for  telephone  exchange 

i^ervice  in  the  future,  a  detailed  statement  of  such  anticipated  impact;  and 

"(3)  reevaluate,  within  two  years  from  the  effective  date  of  this  Act.  each 

existing  policy  statement,  report,  or  order,  whose  continuation  may  have  a 

significant  impact  on  increasing  the  rates  for  telephone  exchange  service  in 

the  future,  and  prepare  thereon  a  detailed  statement  of  such  impact,  both 

present  and  anticipated. 

Nothing  in  this  subsection  shall  impair  or  diminish  the  powers  of  any  State 

commission.". 

AFTERXOOX  SESSIOX 

Senator  Hart.  The  subcommittee  will  be  in  order. 

This  afternoon  we  have  as  onr  first  Avitness  the  vice  ])resident  and 
comptroller  of  the  Xew  York  Telephone  Co.,  Mr.  Frank  A.  Mc- 
Dennott. 

Mr.  CiiUMBRis.  Mr.  Chairman,  while  Mr.  McDermott  is  coming 
to  the  witness  chair,  may  we  hav^  placed  in  the  record  S.  ^5580,  the 
bill  that  Senator  ^lapmson  introduced  that  was  referred  to  by  Dean 
Eostow  ? 

Senator  Haut.  Yes,  it  will  be. 

Mr.  Chumbris.  Thank  yon. 

Senator  Hart.  Mr.  McDernott.  you  may  proceed. 

STATEMENT  OP  FRANK  A.  McDERMOTT,  JR.,  VICE  PRESIDENT  AND 
COMPTROLLER,  NEW  YORK  TELEPHONE  CO.,  NEW  YORK,  N.Y. 

Mr.  McDermott.  ;Mr.  Chairman,  my  name  is  Fi'ank  A.  McDermott, 
Jr.',  I  w^as  the  director  of  sales  development  reporting  to  the  vice 
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president  of  marketing  of  the  American  Telephone  &  Telegraph  Co. 
prior  to  July  1,  1974.  As  of  that  date  I  became  vice  president  and 
comptroller  of  the  Xew  York  Telephone  Co.  Before  I  pet  into  a 
SA-nopsis  of  my  statement,  I  would  like  to  refer  to  a  question  that 
Mr.  Hellerman  asked  ]Mr.  Colter  this  morning  involving  a  Touchtone 
cost  study  from  Illinois  Bell. 

■I  would  like  to  point  out  that  Illinois  Bell  has  had  a  number  oi; 
discussions  with  the  staff  of  the  commission  of  Illinois  on  Septem- 
ber 5  and  21,  and  did  provide  full  cost  support  study  data,  and  work- 
ing papers  to  the  conmiission  staff.  However,  we  considered  the  infor- 
mation proprietary  and  that  simple  letter  that  was  referred  to  by 
Mr.  Hellerman  does  not  tell  the  whole  story. 

Now,  my  statement,  Mi-.  Chairma]i,  describes  the  marketing  and 
sales  policies  and  practices  of  the  Bell  System,  and  the  degree  to 
which  the  Bell  System  has  responded  to  the  needs  of  its  business 
customers.  I  shall  respond  to  allegations  presented  to  this  subcom- 
mittee that  certain  marketing  and  sales  practices  of  the  Bell  System 
are  anticompetitive,  or  that  the  Bell  System  otherwise  engages  in 
anticompetitive  activity. 

To  assist  you,  I  will  refer  to  the  page  number  on  my  statement 
from  this  synopsis. 

One  of  the  fundamental  objectives 

Senator  Hart.  We  will  order  the  statement  printed  in  full. 

Mr.  McDermott.  Thank  you,  Mr.  Chairman. 

[The  prepiii-ed  statement  of  Mr.  McDermott  appears  as  exhibit  1 
at  the  end  of  his  oral  testimony.] 

Mr.  McDp:kmott.  One  of  the  fundamental  objectives  of  the  Bell 
S^'stem's  marketing  iwlicy  is  to  provide  communications  services  and 
products  that  are  responsive  to  customer  needs  at  rate  levels  that 
will  promote  a  universal  service  available  to  all,  consistent  with  a 
fair  r<^tuni  to  shareowners.  Competitive  services  are  priced  to  cover 
relevant  costs  and  to  make  a  contribution  above  cost,  to  the  degree 
that  market  conditions  permit,  to  hold  down  the  price  of  local  tele- 
phone service.  The  fact  that  such  services  do  make  a  substantial 
contribution  to  hold  down  the  prices  of  local  telephone  service  will 
be  explained  in  detail  by  Mr.  Crosland. 

In  the  area  of  sales  activity,  the  Bell  System  jwlicy  is  that  vigorous 
sales  effort  is  required.  At  the  same  time,  we  have  always  recognized 
that  the  right  to  compete  carries  with  it  the  responsibility  to  do  so 
in  a  manner  that  is  both  ethical  and  legal. 

We  believe  that  failure  to  sell  aggressively  would  result  in  de- 
terioration of  service  to  the  disadvant-age  of  the  general  telephone- 
using  public. 

The  onset  of  competition  and  our  response  to  it  has  not  altered 
the  basic  sales  goals  of  our  business  or  the  high  sales  standards  witli 
which  it  has  always  been  operated. 

The  Bell  System  j)rovides  specific  guidelines  to  its  marketing  and 
sales  personnel  in  order  that  they  may  understand  coi-porate  and 
individual  behavior  requirements  in  a  competitive  envii-onment. 
Tljr^egjvid^lipef  are  communicated  to  Pell  System  sales  personnel 
throtigli  nrai^eting  lettei-s,  training  letters,  training  cour^^s^  and 
antiti-ust  review  seminai-s. 
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My  statement  explains  some  of  these  in  detail. 

In  addition  to  formal  guidelines  and  appropriate  sales  training-^ 
A.T.  &  T.  has  developed  an  antitrust  review  program  and  seminars 
are  currently  being  conducted  throughout  the  Bell  System. 

The  program  format  for  the  seminar  now  being  given  was  devel- 
oped particularly  for  management  employees  in  public  and  contact 
positions.  It,  like  the  guidelines,  has  been  designed  to  insure  that 
Bell  System  policies  and  the  behavior  of  its  employees  are  in  acoord- 
:ance  with  the  letter  and  the  spirit  of  the  law. 

During  the  subcommittee  hearings  in  June  allegations  were  made 
that  the  Bell  System  had  failed  to  introduce  new  key  telephones, 
PBX's,  automatic  call  distributors,  and  call  restriction  equipment 
that  customers  needed.  These  allegations  are  not  supported  by  facts. 

I  have  highlighted  in  my  statement  a  number  of  significant  devel- 
opments in  terminal  equipment  that  have  taken  place  over  the  years 
through  Bell  System  efforts. 

In  addition,  attachment  C  sets  forth  the  history  of  Bell  System 
key  telephone  systems  and  associated  station  equipment  developments 
from  1938  to  1974,  and  shows  significant  innovation  before  and  after 
the  CaHerfone  decision. 

In  spite  of  this  record  of  innovation,  certain  persons  appearing 
recently  before  the  subcommittee  have  boasted  that  their  systems 
possess  such  new  features  as  hands  free  answer  or  intercom,  voice 
signaling,  and  music-on-hold.  The  fact  is  that  the  technology  required 
to  provide  all  of  the  features  offered  presently  by  our  would-be  com- 
petitors w^as  in  existence  long  before  1969  and  these  features  have 
been  offered  at  various  times  in  various  arrangements  by  the  Bell 
System. 

Those  who  would  compete  with  iis  have  packaged  these  features 
and  offered  different  pricing  options.  They  have  not  offered  new 
technology  under  any  accepted  constniction  of  that  term. 

It  should  not  be  surprising  that  some  of  these  pricing  options 
were  not  available  from  the  Bell  System  since  we  adhered  to  value 
pricing  and  average  pricing  traditionally  under  regulation. 

Competitive  entry  in  the  terminal  market  has  occurred  particu- 
larly, {a)  in  Bell's  product  line  where  longer  than  average  location 
life' was  involved,  or  {h)  where  customers  sought  some  relief  from 
potential  future  rate  increases.  As  a  i-esponse  the  Bell  System  has 
'.introduced  cost-related  pricing  options  such  as  two-tier  priding. 

Competitors,  however,  have  charged  that  these  arrangements  are 

.predatory  or  involve  pricing  below  costs.  The  facts  do  not  support 

tliat  charge,  since  such  pricing  arrangements  are  designed  to  cover 

all  relevant  costs.  The  Bell  System  is  merely  adjusting  its  offerings 

■and  pricing. to  the  needs  of  the  marketplace. 

The  Bell  System  has  been  criticized  during  these  hearings  by  Mr. 
Kelly,  the  president  of  TIE,  for  not  using  the  TIE  1030  ke.y  systefns 
instead  of  developing  BeH's  Com-K'ey  equipment.  Mr.  Kelly  referred 
to  the  so-called  Fenton  report,  which  lie  said  indicated  that  the 
TIE  1030  was  superior  in,  fea:tures  and  overall  perfonnfan^e  c6m- 
pared  with  the  Com-Key  718. 

Mr.  Kelly  has  misconstmed  the  Fenton  report.  That  report  com- 
pared two  systems  to  the  TIE  1030,  neither  of  wMch  wai'^Com-Eey. 
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Since  development  work  on  tlie  Corn-Key  718  did  not  hQ(r'u\  until  the 
third  quarter  of  11)72,  the  Fenton  report,  which  was  dated  Febru- 
ary 16,  1972,  does  not  show  the  TIE  lOyO  to  be  superior  to  Corn- 
Key  in  price,  features,  and  overall  performance.  Furthennore,  the 
New  York  Telephone  Co.  did  compare  the  TIE  1030  with  the  Corn- 
Key  718  in  February  197-1  and  found  that  the  equipment  has  no  cost 
or  feature  advantage  over  the  Corn-Key  equipment. 

There  is  no  substance  to  the  charge  that  the  Bell  System  has  failed 
to  pro^•ide  its  key  telephone  system  customers  new  features  and 
technology. 

Attachment  D  details  the  history  of  Bell  System  PBX  switch- 
l>oard  and  console  developments  from  1930  to  1974.  Like  key  tele- 
])hones,  Bell  System  development  etforts  have  produced  a  significant, 
continual  evolution  in  PBX  concepts. 

Attachment  E  is  a  history  of  Centrex  developments,  and  attach- 
ment F  identifies  available  Centrex  features.  These  attachments  fur- 
ther illustrate  our  evolutionary  progress. 

Recognizing  these  needs  and  providing  services  to  match  them  in 
a  timely  manner  has  been  and  will  continue  to  be  the  Bell  System's 
objecti^'e.  Based  on  our  performance,  as  described  in  attachments 
D,  E,  and  F,  we  believe  the  charge  that  the  Bell  System  has  failed 
to  introduce  PBX  equipjnent  and  features  needed  for  customers  in 
this  market  is  without  merit. 

Mr.  Hellerman  discussed  with  Mr.  Huntley,  of  Continental  Air- 
lines, Bell's  responsiveness  in  joroviding  automatic  call  distributing 
equipment.  The  special  need  to  distribute  large  volumes  of  incoming 
calls  to  centrally  located  attendants  was  recognized  and  acted  upon 
l)y  the  Bell  System  since  the  early  1930's.  Attachment  G  details  the 
history  of  Bell  System's  automatic  call  distributor  systems. 

The  Bell  Sj'^tem  distributing  equipment  development,  coupled  with 
details  provided  in  my  statement  involving  two  customers,  Con- 
tinental Airlines  and  Delta  Airlines,  both  of  whom  had  special  serv- 
ice requirenilents,  demonstrates  that  the  Bell  System  has  pro\^ded 
and  continues  to  plan  for  the  specialized  communications  require- 
ments of  these  customers.  ^?J  jk-h  ; /v  ihih^^ 

When  the  course  of  development  does  not,  coincide,  with''  unique 
systems  or  time  requirements  of  a  customer,  the  Bell  System  has 
purchased  ^from  the  general  trades  to  meet  these  requirements.  - 

Call  restricting  services  also  had  been  available  by  the  Bell  System 
companies."  ■ ;.     >  ■:        :  ,v      u       ,:  >r  '.:,i  i- 

We  have  aa  attaohmetit  T,  fixim  my  statement,  i which  shows";  thi6 
kind  ofisei-viees  we  have  provided.  Typically,  these  services;  iai?e 
desired  by  customers  with  PBX  or  Centrex  systems.  .o/t 

Call  restriction  is  only  one  facet  of  telecommunications  planning 
for  efficient  use  of  facilities-  by  customers  and  is  being.  •  met'\iri..  a 
\ariety  of.  ways  to  meet  the  specific  needs  of  each  customer.:  ?.«■  oft  jnn 

There  is;  no  single  design  or  specification  for  call  restHction 
which  can  practically  and  economically  be  used  in  all  applications. 
The  reasons  for  this  are  the  variations  in  dialing  patterns  through^ 
out  the  country,  difi'ering  needs  .of  customers,  and  varying  C9;j>abil- 
ities^'of  iour;i€ejitral.i)ffices..i{'>;ni;j>  .n  lhuhA  vh  .mo'Vii  fuu  iu  i>'>.'*i.'itj 
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In  my  statement  I  have  addressed  Mr,  Feiner's  Phonetele  or 
Phonemaster  allegations  reg:ardin(r  the  Los  Anjjeles  County-USC 
Medical  Center,  and  also  that  the  Bell  System  prevented  Phonetele 
from  marketino;  equipment  and  doing  business  outside  of  the  State 
of  California  for  a  period  of  4  years. 

In  reference  to  a  Los  Angeles  County-USC  Medical  Center,  it 
is  our  contention  that  the  76  foreign  exchange  lines,  plus  the  Phone- 
master,  were  the  major  reasons  for  the  cost  savings  Mr.  Feiner  de- 
tailed in  his  statement. 

I  should  also  add  that  the  Phonemaster  was  disconnected  by  the 
Los  Angeles  County-USC  Medical  Center  a  month  before  Mr.  Fein- 
er's appearance  before  the  committee,  and  it  was  replaced  by  Bell 
System's  Centrex  and  call-restricting  equipment. 

Mr.  Feiner's  allegations  are  not  supported  by  the  facts,  as  it  con- 
cerns marketing  his  Phonemaster  equipment  outside  of  California, 
because  from  the  onset  of  the  introduction  of  the  Phonemaster  in 
November  of  1970,  the  Bell  System  has  cooperated  in  the  develop- 
ment of  connecting  arrangements  to  properly  interface  the  Phone- 
master with  the  telephone  network. 

As  detailed  in  my  statement,  four  connecting  arrangements,  spe- 
cially designed  for 'call-restricting  equipment,  were  made  available 
to  Mr.  Feiner  during  the  period  November  1970  to  December  1973. 

The  Bell  System  will  continue  to  cooperate  with  manufacturers, 
as  we  did  with  Mr.  Feiner,  to  develop  appropriate  connecting  ar- 
rangements. Attachment  K  contains  a  list  of  some  75  connecting 
arrangements  now  offered  by  the  Bell  System. 

In  summary,  some  30  years  before  the  Carterfone  decision,  the 
Bell  System  offered  a  line  of  basic  services  and  supplemental  fea- 
tures to  business  market  customers  in  terms  of  key  telephone,  PBX's, 
call-distribution  equipment,  call-controlling,  and  call-restriction 
equipment.  Innovation  by  the  Bell  System  prior  to  and  since  the 
Carterfone  decision  has  occurred  and  has  resulted  in  the  improve- 
ment of  existing  service  offerings  and  the  reduction  of  costs. 

The  Bell  System,  not  the  interconnect  industry,  has  provided  the 
fundamental  research  and  development  effort  that  has  culminated 
in  the  innovations  which  comprise  the  vast  majority  of  the  basic 
building  blocks  of  modern  user  premises  equipment.  So  far  as  we 
know,  the  interconnect  industry  has  largely  been  engaged  in  re- 
configuring or  repackaging  those  building  blocks. 

Statements  by  witnesses  and  letters  and  other  documents  which 
have  been  introduced  in  the  record  by  the  staff,  alleging  .anti- 
competitive behavior  by  the  Bell  System  companies,  is  my  next  sec- 
tion. " 

At  the  outset,  I  wish  to  make  it  clear  that  the  Bell  System  has  no 
policy  supporting  anticompetitive  behavior  and  we  do  not  purposely 
act  so  as  to  undermine  any  who  would  compete  with  us.  We  have  ex- 
pended great  efforts  to  assure  that  the  behavior  of  Bell  System  em- 
ployees is  fully  in  keeping  with  the  spirit  and  the  letter  of  the  law. 
We  are  very  concerned  with  allegations  of  this  nature  and  we  have 
investigated  each  allegation.  In  reviewing  some  of  the  material 
placed  in  the  record,  w^e  found  it  difficult  to  distinguish  between 
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alleoations  and  innuendos  and  betAA'oen  hearsay  and  fact.  The  ma- 
terial inchided  such  things  as  philosophical  dissertations  on  how  to 
best  provide  telephone  service  to  the  Nation;  nnsioned  documents 
which  were  purported  to  be  affidavits — almost  all  of  which  were  3  or 
i  years  old. 

Many  of  these  documents  misrepresent  facts  and  issues  that  had 
been  considered  by  i-ecrulatory  agencies  oi"  by  the  coutrs.  However,  we 
have  atempted  to  develop  the  facts  sun-oundino-  each  case. 

For  j)urposes  of  resix)ndintr  to  the  allegations  we  divide  them  be- 
tween those  made  by  witnesses  appearing  befoi-e  the  subcommittee 
and  those  made  or  implied  in  letters  and  other  documents  intro- 
duced into  the  record  by  the  subconmiittee  staff. 

In  attachments  U  and  W  ^ve  have  detailed  our  responses  to  121  of 
these  allegations. 

I  would  call  your  attention  to  the  statement  and  testimony  and 
exhibits  submitted  by  Mr.  Ronald  Fox  of  TPI  as  an  example  of  my 
responses.  Mr.  Fox  states  in  his  opening  remarks  that  he  resigned 
from  Michigan  Bell  in  February  1971  after  becoming  disillusioned 
with  the  anticompetitive  tactics  being  used  daily  and  the  prevailing 
atmosphere  of  paranoia  relative  to  interconnection.  Attachment  N" 
of  my  stateiuent  is  a  copy  of  Mr.  Fox's  letter  of  resignation,  which 
contains  unsolicited  comments  on  his  career  with  Michigan  Bell.  The 
letter  states  in  part: 

*  *  *  It  has  been  my  pleasure  *  *  *  to  work  under  the  supervision  of  highly 
qualified  and  competent  people  who  barred  no  hold  to  contribute  to  and  assist 
in  my  progress  in  the  business  and  development  as  an  individual. 

Mr.  Fox's  charges  of  anticompetitive  tactics  on  the  part  of  Michi- 
gan Bell  are  not  supported  by  my  investigation.  For  example,  Mr. 
Fox  alleges  that  Michigan  Bell  threatened  several  charitable  or- 
ganizations with  the  discontinuance  of  grants  if  they  used  non- 
Bell  equipment.  He  mentions  the  specific  cases  of  Calvin  College, 
Albion  College,  and  the  Battle  Creek  "Y".  He  alleged  that  Michi- 
gan Bell  asked  for  their  grant  back  after  the  "Y"  bought  an  inter- 
connect system.  My  attachment  O  includes  a  record  from  1958  to  197-1 
of  Michigan  Bell's  contributions  to  member  schools  of  the  Michigan 
Colleges  Foundation  which  includes  Calvin  and  Albion.  A  similar 
list,  sworn  to  by  Mr.  William  E.  P^bben.  vice  president  of  Michigan 
Bell,  is  set  forth  in  my  attachment  T,  exhibit  33.  This  shows 
that  Michigan  BelFs  contributions  have  been  made  consistently 
throughtout  the  years  without  regard  to  ownership  of  telephone 
equipment,  A  signed  affidavit  from  the  director  of  the  Battle  Creek 
"Y"  which  states  that  Michigan  Bell  continued  its  grant  program 
in  the  amount  of  $6,00<3  after  the  ''Y"  purchased  TPI  equipment  is 
also  included  in  attachment  O. 

You  may  recall,  Mr.  (Chairman,  that  in  response  to  this  allegation 
of  Mr.  Fox  concerning  the  Battle  Creek  '' Y",  you  stated  "it  struck  me 
as  a  practice  that  even  an  alley-shop  operation  operated  by  a  real 
skinflint  would  hardly  undertake  to  do." 

Senator  Haut.  I  did,  and  if  tnie  it  would  still  accurately  describe 
my  reaction. 

Mr.  McDermott.   It  does  accurately   describe  the  circumstances 
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if  true.  Our  position  from  the  statements  I  just  made  and  the  affida- 
Aat  was  not,  and  Mr.  Fox's  statement  was  patently  unfair. 

The  affidavit  of  the  "Y"  director  attached  to  my  statement  shows 
that  Mr.  Fox's  charges  were  not  true. 

Now,  my  investigation  was  not  the  only  one  which  discredited 
Mr.  Fox's  allegations  before  this  subcommittee.  Attachment  P  con- 
tains an  article  from  the  Detroit  Free  Press  of  June  26,  1974.  The 
newspaper  made  its  own  investigation  and  found  at  least  three  of 
Mr.  Fox's  allegations,  including  the  one  about  Calvin  College,  to 
be  incorrect. 

In  the  case  of  Calvin  College,  INIr.  Fox  submits  a  chronology  of 
events  that  is  both  misleading  and  distorted.  He  alleges  that  Michi- 
gan Bell  offered  to  furnish  a  Centrex  system  at  a  rate  of  return  be- 
low desired  levels  and  below  that  provided  by  tariff".  The  facts  are 
that  Micigan  Bell  offered  to  provide  the  Centrex  at  its  tariff  rates, 
the  only  rates  it  is  authorized  by  law  to  charge. 

Mr.  Fox  accused  Michigan  Bell  of  refusing  to  provide  rates  for 
the  interconnection  of  a  privately  owned  Centrex.  The  facts  are  that 
the  specific  request  for  the  interconnection  was  made  on  September  21, 
1972,  21/^  years  after  Mr.  Fox  claimed  it  was  made,  and  the  rates 
were  provided  on  March  27,  1973.  To  date,  Mr.  Fox  has  not  placed 
an  order  for  service  under  these  rates. 

Mr.  Fox  claimed  Michigan  Bell  refused  to  sell  cable  for  less  than 
700  percent  of  the  retail  price.  That  claim  is  erroneous.  The  facts  are 
that  Michigan  Bell  has  sold  over  $99,000  of  cable  to  others,  including 
$6,600  worth  of  cable  to  Mr.  Fox's  firm,  TPI.  The  price  of  such  cable 
is  based  on  reconstructed  cost  new  less  physical  and  functional  depre- 
ciation. 

.  Mr.  Fox  stated  that  Michigan  Bell  uses  the  termination  charge  in 
a  discriminatory  manner,  citing  an  alleged  waiver  of  the  charge  in 
the  case  of  Mansco  Supply  if  the  customer  stayed  with  Bell.  The 
customer  decided  to  stay  with  Bell,  and  was  properly  billed  and 
subsequently  paid  the  appropriate  termination  charge  of  $632.55. 
!  Mr.  Fox  accuses  Michigan  Bell  of  unhooking  in  the  case  of  Van 
Ess  Constiaiction  by  threatening  the  customer  with  loss  of  Bell's 
business.  Attachment  Q  to  my  statement  is  an  affidavit  of  Mr.  Eus- 
sell  Kniff,  treasurer  of  Van  Ess  Co.  stating — 

The  reason  for  canceling  my  contract  with  TPI  systems  was  solely  my  own 
decision.  It  was  based  on  observations  and  some  conjecture  on  my  part  of 
current  and  future  possible  maintenance  problems.  In  no  way  was  I  intimi- 
dated, coerced,  or  threatened  with  loss  of  contracts  from  Michigan  Bell  Tele- 
phone Co.  by  their  representatives.  ' 

Mr.  Fox  alleges  that  Michigan  Bell  caused  TPI  to  lose  a  $140,000 
sale  to  Westdale  Realty  by  actively  pursuing  the  case  after  TPI 
had  signed  a  contract  with  the  customer.  Attachment  R  is  an  affi- 
davit signed  by  Leonard  L.  Westdale,  president  of  the  Westdale  Co., 
which  states  that  there  never  was  a  contract  between  his  firm  and 
TPI  and  that  Michigan  Bell's  presence  iii  the  negotiations  was  due 
solely  to  his  request. 

Following  publication  of  Mr.  Fox's  testimony  in  a  local  newspaper, 
Mr.  Orson  E.  Coe,  president  of  Orson  E.   Coe  Pontiac,  Inc.,   in 
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Michigan,  sent  ^Micliifran  Bell  a  letter  refuting  Mr.  Fox's  state- 
ment that  Michigan  Bell  employees  were  urged  to  boycott  Mr. 
Coe's  firm.  Attachment  S  is  a  copy  of  Mr.  Coe's  letter. 

Further  evidence  of  the  fact  that  Mr.  Fox's  allegations  were  in- 
correct and  misleading  is  set  forth  in  attachment  T.  This  attachment 
is  a  73-page  rebuttal  of  Mr.  Fox's  allegations  and  has  been  attested 
to  by  Mr.  William  E.  Ebben,  a  vice  president  of  Michigan  Bell 
Telephone  Co. 

The  facts  as  stated  here  and  contained  in  my  statement  and  attach- 
ments thereto,  refute  and  discredit  Mr.  Fox's  allegations  before  this 
committee.  In  fact,  his  statement  before  this  subcommittee  can  be 
classified  as  incorrect,  irresponsible,  and  patently  unfair,  and  I  would 
hope  the  committee  would  consider  removing  ]\Ir.  Fox's  statement  and 
testimony  from  the  record. 

Other  niaterial  placed  in  the  record  to  which  I  have  responded  in 
my  statement  and  attachments  consists  of  121  identified  cases.  Of 
the  121  identified  cases — I  discovered  no  evidence  of  anticompetitive 
behavior  on  the  part  of  any  Bell  System  company.  I  did  uncover 
four  incidences  where  employees,  acting  on  their  own,  made  state- 
ments not  in  accord  with  our  corporate  policy. 

We  do  not  wish  to  minimize  in  any  way  the  serious  nature  of 
every  anticompetitive  allegation.  It  should  be  noted,  however,  that 
after  nationwide  solicitation  for  such  cases  by  the  subcommittee  staff, 
121  allegations  were  introduced  into  the  record.  Of  this  number  IT 
were  submitted  by  eight  interconnect  customers,  and  the  remainder 
were  submitted  by  interconnect  companies.  Of  the  104  allegations  sub- 
mitted by  24  interconnect  companies,  seven  companies  submitted  72 
of  these  allegations,  or  almost  70  percent  of  the  total. 

In  view  of  the  fact  that  there  are  250  or  more  interconnect  com- 
panies in  the  United  States,  and  about  20,000  interconnect  customers, 
and  over  340,000  comiecting  arrangements  for  service,  clearly  the 
allegations  presented  to  the  subcommittee  are  not  representative  of 
Bell  System  performance.  Indeed,  the  conclusion  to  be  drawn  is 
that  the  Bell  System's  policy  of  fair  competition  and  its  program 
to  implement  this  policy  has  generally  been  successful. 

The  final  section  of  my  statement  explains  why  the  Bell  System  re- 
quirements for  comiecting  arrangements  are  needed  to  protect  the 
network.  Also,  the  design,  costing,  and  pricing  of  such  connecting 
arrangements  are  not  anticompetitive. 

The  Bell  System  does  not  price  below  cost  for  key  systems  and 
PBX's.  Some  witnesses  before  this  committee  have  challenged  the 
need  for  connecting  arrangements  to  protect  the  network,  alleging 
that  they  are  not  required,  are  overdesigned,  are  too  costly,  or  are 
priced  above  cost.  Ultimately  some  witnesses  suggested  that  if  pro- 
tection of  the  network  is  needed,  it  could  be  achieved  through  some 
sort  of  certification  program  and  as  Dean  Kostow  said  this  morn- 
ing, the  National  Academy  of  Sciences  panel  before  the  FCC  in 
July,  addressed  all  of  these  charges  and  concluded  that  the  need  for 
protection  to  the  network  had  been  established,  and  also  thaf  the 
present  tariti's  are  an  acceptable  approach  to  providing  this  protec- 
tion. ^HK-:-tl^^^:  ^r-',l    .T&A:Jl    •■n>^£r  .■.■: 
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"\^niile  some  witnesses  before  tlie  subcommittee  alleged  that  such 
connecting  arrangements  are  overpriced  we  do  not  concur  in  that 
statement.  In  addition  to  that,  tliey  have  ottered  no  support  for 
such  observations  other  than  the  claim  that  Bell  System  prices  are 
unreasonable  in  relation  to  the  price  of  their  equipment.  Obviously 
no  relationship  exists  between  the  tariff  charge  for  connecting  ar- 
rangements to  protect  the  network  and  the  cost  of  customer-pro- 
vided devices  connected  to  the  network. 

In  conclusion,  we  believe  the  Bell  System  has  demonstrated  during 
these  hearings  an  unparalleled  I'ecord  of  inno\  ation  in  communica- 
tions equipment  and  services.  This  record  of  innovation  has  always 
been  based  on  customers'  needs  and  economic  considerations  in  the- 
marketplace. 

The  Bell  System  does  not  have  and  does  not  condone  any  x>olicy 
of  anticompetitive  behavior.  We  have  demonstrated  that  our  sales, 
practices  are  explicit  and  our  desire  to  compete  aggressively  in  legal 
and  ethical  manner  has  been  stated.  Customers  \vh.o  buy  terminal 
equipment  from  other  than  Bell  System  companies  are  still  Bell 
System  customers  for  other  telephone  company  services.  There  is 
no  place  in  the  Bell  System  for  employees,  management  or  non- 
management,  who  engage  in  anticompetitive  behavior  activities. 

We  also  deny  that  we  have  priced  our  products  and  services  below 
cost  or  in  a  predatory  or  anticompetitive  manner.  We  have  defined  the- 
Bell  System's  response  to  competition  as  ethical,  legal,  aggressive, 
innovative  and  responsive  in  the  area  of  product  development  and 
pricing  options.  Our  responses  to  competition  have  been  subjected  to 
scrutiny  by  local  and  State  cominissions  and  by  the  FCC  in  formal 
and  informal  hearings. 

The  Bell  System's  accomplishments  reflect  unparalleled  excellence 
in  research  and  technological  development,  superior  manufacturing 
ability,  and  a  management  that  is  dedicated,  innovative,  and  un- 
compromising in  its  objective  to  produce  the  finest  communica- 
tions services  at  reasonable  prices. 

Senator  Hart.  Thank  you,  sir,  verj^  much  for  not  only  a  detailed 
statement  but  for  an  effective  summaiy  of  that  statement. 

Mr.  McDermott.  Thank  you. 

Senator  Hart.  I  know  that  staff  has  questions,  but  for  undei^st^and- 
able  reasons,  you  spent  considerable  time  in  your  prepared  statement 
in  discussing  the  testimou}'  of  Mr.  Fox.  It  is  my  impression  that  you 
have  made  effective  response  to  the  extent  that  in  a  hearing  like  this 
it  is  possible. 

Mr.  McDermott.  Thank  you,  Mr.  Chairman. 

Senator  Hart.  But  this  morning  we  showed  Dean  Rostow  that 
memorandum  or  computer  printout. 

Mr.  McDermott.  Yes. 

Senator  Hart.  That  was  a  part  of  the  Fox  testimony.  You  remem- 
ber, it  lists  the  companies  that  Western  Electric  does  business  with 
in,  as  it  happens,  western  Mic'higan. 

Mr.  McDermott.  Mr.  Chairman,  may  I  comment  on  that  in  addi- 
tion to  Mr.  Rostow 's  comment? 

Senator  Hart.  Yes.  I  invite  the  comments. 
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Mr.  Mc'Dermott.  I  would  like  to  tell  you  I  have  been  in  the  Bell 
System  for  08  years,  and  I  liavc  been  in  responsible  positions  for  the 
last  1^5.  nianaoement  positions. 

Tliat  list  of  Western  Electric  suppliers  has  becyi  published,  to  my 
])er5onal  knowledge,  to  people  who  are  in  contact  positions  in  the 
Bell  System  since  1952.  And  the  reason  is  that  w^e  believe  it  is  im- 
])oit.ant  for  our  public  contacts  in  cities,  towns,  and  villages — as 
Senator  Kennedy  said  this  morning  about  Western  Electric — to 
know  what  the  contribution  is  of  Western  Electric  to  that  com- 
munitv.  And  those  lists  have  been  distributed  for  over  25  years. 

Senator  Hart.  For  the  purpose  of  informing  Bell  personnel  of 
the  community  role  played  by  Western? 

Mr.  McDEitMOTT.  Yes.  that  was  the  original  intent  and  still  is  the 
intent  of  tliat  printout. 

Senator  Hart.  Is  it  done  systemwide? 

Mr.  M(I)i:i:mott.  Western  Electric  sends  that  information  to  every 
Bell  System  comj^any  })resid('nt.  They  usually  distribute  it  to  their 
operating  stall's.  I  cannot  testify  how  far  down  the  chain  that  goes, 
but  usually  it  goes  down  to  about  the  third  level  of  management. 

Senator  Hart.  What,  then,  is  the  meaning  that  we  are  to  attach 
to  the  last  paragraph  : 

In  addition  to  your  use  of  thi^;  information,  your  marketing  coordinate  may 
find  this  helpful  in  recommending  the  sale  of  our  service  in  a  competitive 
situation. 

Mr.  McDermott.  Well.  I  think  Gene  Rostow  put  it  in  the  proper 
context,  that  information  that  is  available  to  us  in  the  business  that 
can  be  used  in  the  proper  manner  should  be  used,  and  informatioi.i 
as  to  the  purchases  that  are  made,  as  far  as  Western  Eelectric  is  con- 
cerned, does  not  mean  there  is  a  threat  attached  to  tliem.  This  is  in- 
formation that  is  helpful  to  salespersons,  and  I  find  no  difficulty 

Senator  Hart.  This  is,  I  suppose,  where  you  get  into  the  gray  area. 

Mr.  ]McDermott.  I  think  so.  I  think,  Mr.  Chairman,  it  is  the  intent 
of  that  statement  that  is  important,  and  I  believe 

Senator  Hart.  Well,  whatever  the  intent,  what  about  the  effect? 

If  a  salesman  runs  into  a  customer  who  is  about  to  buy  somebody 
else's  equipmei>t  and  leafs  through  this  and  says,  "Wait  a  minute, 
did  vou  know  that  Western  Eelectric,  not  unrelated  to  us,  bought 
$65.00(»  worth  of  equipment  from  you?*'  what  does  that  mean? 

Mr.  McDermott.  Senator,  we  are  opposed  to  that  kind  of  specific 
use.  We  think  that 

Senator  Hart.  How  do  you  insure  against  the  very  logical  use,  such 
as  I  lust  described,  occurring? 

3,Ir.  McDermott.  Well.  I  think  we  have  insured  in  our  policies, 
fundamentally,  and  in  the  training  programs  that  we  have  had.  In 
the  attachment  that  I  have  to  my  statement  you  will  see  a  very  de- 
tailed analysis  of  how  competitive  situations,  including  that  particu- 
lar type,  sliould  be  covered  by  Bell  System  salesmen. 

We  arc  opposed,  and  ^Ir.  deButts  is  on  record.  AVe  do  not  think  rec- 
iprocity is  good  for  the  telephone  company,  and  we  certainly  do  not 
think  it  is  good  for  the  customers  we  deal  with.  We  are  very  much 
•opposed  to  it.  We  think  it  is  w^rong. 
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Senator  Hart.  Is  there  any  explicit  counsel  against  using  it,  as  I 
have  I'ust  described? 

Mr.  McDermott.  Yes ;  in  the  training  material  that  we  have  pub- 
lished, yes;  and  inj^he  antitrust  reviews,  seminars,  that  I  mentioned. 

Senator  Hart.  You  would  not  regard  this  as  a  loaded  gun  in  the 
hands  of  a  salesman? 

Mr.  McDermott.  No;  I  would  say  not. 

'Senator  Hart.  Because  you  have  included  safety  instructions  in 
the  package;  is  that  it? 

Mr.  McDermott.  Well,  not  quite,  Mr.  Chairman.  It  deals  specifi- 
cally with  this  problem  in  the  sales  area. 

Senator  Hart.  Do  the  phone  companies  give  similar  lists  of  per- 
sons with  whom  thev  do  business  in  the  community  to  a  salesman'^ 

Mr.  McDermott.  Well,  the  New  York  Co.,  which  is  the  only  one 
I  can  speak  to.  did  publish  a  similar  list ;  yes. 

Senator  Hart.  And  it  gets  into  the  hands  of  sales  and  marketing 
personnel  ? 

Mr.  McDermott.  At  the  level  that  I  described,  yes;  with  the  same 
intent.  Senator. 

Senator  Hart.  Before  I  leave  that,  I  leafed  through  it  this  morn- 
ing, and  I  noticed  that  Western  Electric  purchased  $2,000-odd  worth 
from  Eocky's  Bar,  Inc. 

Do  you  know  what  that  was? 

Mr.  McDermott.  I  am  afraid  I  cannot  answer  that. 

[General  laughter.] 

Senator  Hart.  Just  one  other  thing.  Tliere  have  been  complaints,, 
as  you  know,  about  sales  under  cost  or  predatory  pricing,  whatever 
tliey  call  it.  And  you  state  this  is  not  engaged  in.  And  yet  there  are 
a  couple  of  documents  that  we  have  received  that  would  raise  some 
questions:  and  you  are  welcome  to  respond  to  them. 

One  is  a  document  dated  January  13  of  last  year  from  C.  J.  Nickel- 
sen  to  W.  Schiavoni  which  states  in  part — 

Experience  \\itli  other  systems  which  have  been  artificially  lowere<l  to  meet 
initial  price  objectives  has  not  Iteen  good.  If  demand  does  not  materialize, 
snbseqirent  bulletin  costs  are  increased  to  reflect  actual  costs.  Tariffs  which  are- 
based  on  initial  costs  then  become  uncompensatory  and  are  hard  to  chang^e. 

And  in  a  somewhat  similar  tone  is  a  memorandum  attached  in  the 
minutes  of  the  president's  conference.  May  8-13,  1972.  One  sentence 
reads :  "I^nfortunately,  our  newest  systems.  805  and  770,  rated  at  com- 
petition with  our  present  noncompensatory  offerings." 

Do  you  care  to  comment  on  tliat? 

[The  minutes  referred  to  appear  as  exhibit  4  at  the  end  of  ]Mr. 
ISfcDermott's  testimony.] 

]Mr.  McDermott.  Well,  the  question  of  comi)ensatory  offerinij:3  has 
to  be  put  in  a  time  frame.  When  we  were  on  Aalue  pricing  and  aver- 
age pricing  prior  to  Carterfone  many  of  our  offerings  were  not  com- 
pensatory in  that  sense.  The  whole  class  of  vertical,  as  we  refer  to- 
them,  or  business  services  were.  But  any  individual  item  might  not 
have  been  compensatory  at  a  particulai"  time. 

Now,  we  have,  as  a  result  of  changing  our  pricing  approaches,  made 
every  effort  to  eliminate  and,  in  successive  rate  cases  before  com- 
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missioners  at  the  State  levels,  to  bring:  those  costs  into  line  so  that 
they  are  comjiensatory  and  they  are  not  priced  below  relevant  costs. 

I  would  point  out  to  you,  Mr.  Chairman,  that  many  of  the  state- 
ments that  were  made  by  Mr.  Craver  from  Litton  involving  the 
Pacific  and  the  Michigan  cases  protested  the  other  side  of  that  equa- 
tion. And  the  other  side  of  that  equation  is  that  when  we  attempted 
before  the  commission  to,  in  effect,  correct  our  prices,  both  those  that 
were  overcompensated  and  those  that  were  undercompensated,  natu- 
rally, the  competition  objected  to  those  prices  that  we  micrht  be 
lowering-  to  still  keep  them  compensatory  but  bring  them  into  balance 
with  the  class  of  service  we  were  talking  about.  So  I  think  it  is  a  two- 
way  street. 

And  I  think  one  of  the  difficulties  that  we  talked  about  this  morn- 
ing in  Mr.  Rostow's  statement  is  that  if  we,  as  the  Bell  System,  are 
going  to  go  along  with  whateA^er  decisions  are  made  by  the  Congress 
and  by  the  FCCas  to  pricing,  obviously,  we  would  like  to  adjust  our 
prices  in  that  area  so  that  they  are  more  cost  related  and  still  make  a 
contribution  to  overall  services. 

Senator  Hart.  Mr,  O'Leary. 

Mr.  CnuMBRis.  Mr  Chairman,  before  we  have  questions  from  Mr. 
O'Leary,  along  the  lines  of  the  questions  you  were  just  asking,  I  have 
spent  a  lot  of  time  going  through  all  of  the  material  that  was  sub- 
mitted to  us  last  Friday. 

xVnd  the  warnings  that  you  give  to  the  people  who  are  to  receive 
this  paper  from  vour  general  attorney,  John  F.  Preston,  Jr. 

Mr.  McDermott.  Mr.  Chumbris,  is  that  the  original  memorandum 
from  1969  ? 

Mr.  CiiuisiBRis.  That  is  the  one  you  submitted  with  your  document 
as  part  oi  the  exhibits. 

Mr.  McDermott.  Yes. 

Mr.  Chumbris.  I  was  amazed,  actually,  to  what  strains  you  did  go 
in  warning  your  people.  For  example,  when  you  are  talking  about 
what  can  you  say  about  our  competitors'  products  and  what  can  you 
say  about'our  own  products  it  seems  to  me  that  you  use  a  great  deal 
of  restraint, 

I  would  not  take  the  time  of  the  subcommittee  to  read  it  into  the 
record,  because  I  assume  this  will  be  made  a  part  of  the  record. 

Is  that  correct,  Mr,  Chairman  ?  All  of  the  exhibits  ? 

Senator  Hart,  Yes;  all  of  the  attachments, 

Mr,  Chumbris,  I  would  say  that  you  have  shown  a  great  deal  of 
restraint.  But  let  me  just  give  one  part  of  it. 

You  state  in  your  prepared  testimony — 

Yon  cannot  nse  half  truths.  You  may  not  be  able  to  say  that  the  FTC  has 
found  your  conii>etitors  ^ilty  of  unfair  trade  practices,  even  if  it  is  true.  It 
may  also  be  true  that  the  competitor  has  long  since  ceased  and  desisted  from 
these  practices.  The  customer  does  not  weigh  every  word  you  say.  Your  words 
may  be  true,  but  they  may  be  framed  in  such  a  way  as  to  mislead  and  deceive. 
If  so,  you  are  engaging  in  deceptive  practices. 

These  are  part  of  the  warnings  that  you  have.  And  if  they  are  fol- 
lowed religiously,  I  would  say  there  is  a  great  deal  of  restraint. 

Mr.  McDermott,  Well,  I  think  it  is  a  responsibility,  Mr.  Chumbris,, 
of  the  manajrement  of  the  business  to  see  that  those  attachments  that 
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-vre  include  under  appendix  A  are  followed  out.  And  we  believe  we 
have  devoted  a  (rveat  deal  of  effort  in  this  direction. 

Mr.  Chumbris.  Thank  yon.  Thank  you,  Mr.  Chairman. 

Senator  Hart.  Mr.  Hellerman  ? 

Mr.  Hellerman.  Thank  you,  Mr.  Chairman. 

At  this  point  I  would  like  to  put  into  the  record  an  additional 
80  folders  of  complaints  against  the  Bell  System  marketing  prac- 
tices, and  that  tliey  should  be  held  in  a  nonpublic  position  for  a  period 
of  30  days,  and  be  made  avaihable  to  A.T.  &  T.  so  they  may  examine 
them  and  comment  on  them. 

Mr.  McDermott.  Could  I  ask  a  question  as  to  why  at  tliat  particu- 
lar time  you  are  introducing  additional  cases  int-o  the  record  unless 
they  represent  some  substantially  different  questions  than  we  have  al- 
ready covered  in  the  100-odd  questions  there? 

We  would  be  glad  to  investigate  each  one  of  those,  and  we  would 
certainly  be  glad  to  submit  our  response,  but  I  guess  I  question 
whether  or  not  they  belong  in  the  record  at  this  time. 

Senator  Hart.  Well,  my  order  is  that  they  shall  not  be  entered  in 
the  record  at  this  time.  They  will  be  delivered  to  you.  We  will  await 
your  response  to  them  and  evaluation  of  them  and  then  make  a 
decision  as  to  what  to  do  with  then. 

Mr.  McDermott.  Thank  you. 

Mr.  Hellerman.  Mr.  McDermott,  before  the  Carterfone  decision, 
what  could  a  customer  do,  where  would  he  go  if  he  was  not  satisfied 
-u'ith  his  telephone  equipment  or  the  telephone  company's  service? 
Was  he  not  more  or  less  at  the  mercy  of  the  teleplione  company  ?_ 

Mr.  ^McDermott.  Well,  I  tliink  that  would  depend  on  what  kind 
of  equipment  we  are  talking  about,  Mr.  Hellerman. 

Mr.  Hellerman.  Well,  let  us  take  a  case  that  you  mentioned  in 
your  testimony.  In  the  case  of  Continental  Airlines  tliey  wanted 
an  electronic  ACD  and  apparently  it  was  unavailable  from  Western 
Electric. 

Mr.  McDermott.  Yes:  it  was  unavailable  at  that  particular  time 
from  Western  Electric,  but  it  was  not  unavailable  in  the  marketplace 
and  Delta  Airlines  aproached  the  Xew  York  Telephone  Co.  at  a 
later  date,  and  the  Xew  York  Telephone  Co.  purchased  the  Collins 
equipment,  and  tariffed  it,  and  provided  it  to  Delta. 

Mr.  Hellerman.  But  if  the  Carterfone  decision  had  not  been 
reached  Continental  Airlines  may  not  have  spent  so  much  money  on 
developing  that  electronic  ACD. 

Mr.  ]\IcDermott.  I  do  not  agree  Avith  that,  ISIr.  Hellerman.  I  feel 
that  the  Carterfone  decision  had  nothing  to  do  with  the  Continental 
Airlines  decision.  They  fundamentally  wanted  to  purchase  equipment. 
We  were  willing  to  provide  that  equipment  on  a  tariff'  basis,  but  as 
I  refer  in  my  statement,  Mr.  Huntley  and  Continental  Airlines  had 
made  the  decision  to  purchase  that  equipment.  We  did  not  bid  on  that 
job.  . 

Mr.  Hellerman.  That  is  because  they  wanted  an  electronic  ACD 
rand  vou  did  not  have  one  available. 

J^Ir.  McDermott.  No;  it  was  not  because  they  wanted  an  electronic 
ACD.  That  was  because  they  wanted  to  purchase  the  equipment  and 
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own  it.  Wc  could  have  fnrnislied  the  electronic  ACD  thron^jh  outside 
purchase,  and  as  indicated  and  as  I  have  said  before  in  the  case  of 
Delta  Airlines,  that  is  exactly  what  we  did  6  months  later. 

Mr.  Hellerman.  That  was  the  same  equipment  that  was  put  in 
for  Continental. 

Mr.  McDermott.  Yes;  we  never  have  contended,  Mr.  Hellerman, 
that  we  have  a  monopoly  on  inventino;  all  kinds  of  communications 
equipment.  We  are  perfectly  willing  to  buy  in  from  the  outside  to 
meet  a  specific  need  that  cannot  be  met  in  the  timeframe  by  our 
own  equipment. 

Mr.  Hellermais".  As  long  as  we  are  talking  about  Continental  Air- 
lines, you  commented  on  the  fact  that  Hr.  Huntley  was  incorrect  at 
the  time  of  his  cutover  that  20  percent  of  his  trunks  were  bad.  I  had 
a  conversation  with  Mr.  Hmitley  to  check  once  more  and  he  said  he 
was  there  at  the  time,  that  there  were  125  trunks,  and  that  20  per- 
cent of  them  were  bad.  He  said  many  of  them  Avere  fixed  on  the  spot ; 
but  still  at  that  time  20  percent  were  bad. 

Mr.  McDermott.  Well,  I  do  not  know  exactly  what  that  means 
because  we  are  talking  about  a  timeframe  that  I  think  neither  you 
nor  I  can  evaluate.  Our  people  from  Southwestern  Bell,  as  the  sys- 
tem was  cut  over,  maintained  that  only  3  percent  of  those  trunks 
were  out  of  order,  and  for  the  month  of  June  the  trouble  reported 
on  all  of  his  trunks  was  about  1  percent. 

Mr.  Hellerman.  Leaving  that  for  a  moment  and  going  to  Mr. 
Fox's  testimony,  you  mentioned  the  Detroit  Free  Press  article  and 
your  investigation  disclaiming,  or  disproving,  or  questioning  some  of 
Mr.  Fox's  statements.  You  did  not  seem  to  have  any  problem  with  the^ 
quote  in  connection  with  the  ''Y"  contribution :  "As  you  know,  Bell 
has  pledged  you  $10,000.  The  balance  of  that  might  be  in  jeopardy." 

To  me  that  seems  pretty  much  like  a  threat. 

Mr.  McDermott.  Well,  I  do  not  concur  in  that,  and  there  was 
another  article  in  the  Detroit  Free  Press  from  the  president  of  that 
"Y"'  that  appeared  in  the  last  few  days,  and  I  would  just  lake  to 
read  it  to  you  and  would  be  glad  to  introduce  it  into  the  record.  And 
it  says,  to  me,  Mr.  Fox,  and  the  press  have  severely  maligned  Michi- 
gan Bell.  This  is  Mr.  Harold  W.  Sundenberg,  who  is  the  president 
of  the  Battle  Creek  "Y". 

I  would  be  glad  to  have  you  see  this,  Mr.  Hellerman. 

Mr.  Hellermax.  Then  you  have  a  comment  on  the  Van  Ess  Co. 
pipeline  situation,  and  you  have  submitted  an  affidavit  from  Russell 
Kniff  saying — here  he  says  in  part,  "In  no  way  was  I  intimidated,, 
coerced,  threatened,  or  threatened  with  the  loss  of  contracts  from 
Michigan  Bell  Telephone  Co.'s.  representatives.'' 

Do  you  know  whether  any  further  checking  was  done  to  see 
whether  there  were  any  threats  made  other  than  speaking 

Mr.  McDermott.  Well,  Michigan  Bell  has  stated  in  its  affidavit 
that  no  threats  Avere  made. 

Mr.  Hellermax.  I  would  like  to  have  introduced  into  the  record,, 
Mr.  Chairman,  a  letter  from  TPI,  Inc.,  which  is  Mr.  Fox's  employer 
firm,  signed  by  Donald  McKersie,  president,  dated  July  25,  1974„ 
Avhich  in  part  saj^,  where  he  talks  about  why  the  system,  or  why 
the  contract  was  g-otten  out  of  bv  Mr.  Kniff  with  TPI: 
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After  we  left  Mr.  Kniff's  oflSce,  I  called  Mr.  E.  F.  Dikeson,  district  marketing 
manager  for  Michigan  Bell  in  Grand  Rapids  to  complain  about  this  act  of 
reciprocity.  Mr.  Dikeson  assured  me  he  would  investigate  and  get  back  to  me 
as  soon  as  possible.  Within  a  few  days,  Mr.  Dikeson  called  me  and  advised  me 
that  although  it  was  not  their  policy,  this  incident  did  in  fact  take  place,  and 
Mr.  Gerald  J.  Tuloma,  district  plant  manager,  was  the  telephone  emlpoyee 
involved.  Mr.  Dikeson  apologized  and  advised  me  that  it  would  not  happen 
again. 

Senator  Hart,  It  will  be  received. 

Mr.  Hellermax.  Thank  you,  Mr.  Chairman. 

[The  letter  referred  to  appears  as  an  exhibit  at  the  end  of  INIr,  Fox's 
oral  testimony.] 

Mr.  McDermott.  Would  you  furnish  us  with  a  copy  of  that,  Mr. 
Hellerman  ? 

Mr.  Hellermax,  Certainly. 

You  also  discuss  the  Truckweld  situation  where  you  say  an  un- 
fortunate comment  by  an  employee  was  made.  You  did  not  comment 
on  the  fact  that  a  truck  whicli  had  not  been  worked  on  was  with- 
drawn from  the  Truckweld  plant. 

Mr.  McDermott.  "Well.  I  think  the  important  thing  was  that  we 
did  not  change  our  business  relationship  with  Truckweld  and  the 
amount  of  business  that  we  continued  to  give  them,  as  indicated  in 
the  record,  would  certainly  negate  the  unfortunate  comment  by  one 
of  our  employees.  We  did  not  change  our  business  relationship  with 
Truclrvvelcl  and  we  have  put  into  the  record  in  the  exhibits  the 
amount  of  dollar  volume  that  we  did  with  Truckweld  before  and 
after  the  purchase  of  outside,  non-Bell  equipment,  and  we  have  also 
indicated,  if  those  purchases  dropped,  what  the  reasons  were  for 
that. 

Xow^,  we  are  continuing  to  do  business  with  Truckweld,  ]Mr.  Heller- 
man. 

Mr.  HELLERjkfAX.  Do  you  believe  that  the  employee  who  made  the 
remark  acted  on  liis  ow^n,  in  taking  out  the  truck? 

Mr.  McDermott.  I  certainly  do. 

That  is  our  testimony  in  the  record. 

Mr.  Hellermax.  You  mentioned  also  Mr.  Feiner's  testimony  w'here 
the  equipment  w^as  withdrawn  and  replaced  by  your  equipment.  _ 

Mr.  McDermott.  Xo.  I  said  that  I  believed  that  the  county  medi- 
cal center  withdrew  the  equipment.  We  did  not. 

Mr.  Hellermax.  To  your  knowledge  was  that  equipment  rein- 
stalled elsewhere? 

Mr.  McDermott.  Oh,  it  might  have  been.  I  did  not  imply  that  it 
did  not.  I  simply  said  at  the  time  that  Mr.  Feiner  testified  before 
the  committee,  that  equipment  had  been  disconnected  for  over  a 
month  and  had  been  replaced  by  Bell  System  equipment  of  a  Centrex 
type  with  call  restriction  features. 
'  Mr,  Hellermax.  I  believe  in  your  testimony  you  talk  about  call 
restricting  equipment,  the  fact  that  it  is  generally  available.  I  be- 
lieve in  the  folders  in  front  of  you  you  will  find  document  No^  24, 
which  is  a  document  from  Mountain  Bell,  dated  August  24,  1972. 

Mr.  McDermott.  I  do  not  think  I  have  it.  Is  this  it,  Mr.  Heller- 
man ? 
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f)h,  in  the  folders.  Excuse  me. 

Mr.  Hellermax.  Towards  the  bottom  of  the  front  page  it  reads : 

In  addition  to  the  above  two  cases,  wWch  seem  to  make  it  illogical  to  continue 
'i-efu«il  to  provide  such  a  service,  we  feel  the  following  observations  are 
pertinent. 

Mr.  McDermott.  Well.  I  do  not  quite  follow.  Mountain  Bell  does 
provide  toll  diversion  equipment. 
'  :  Was  that  your  question.  ^Nlr.  Hellerman  ? 

Mr.  Hellermax.  Yes;  but  apparently  they  talk  about  that  they 
should  not  continue  to  refuse  to  provide  such  a  service. 

Mr.  McDermott.  Well,  it  is  usually  a  tariff  item.  I  am  not 
familiar  with  tlie  tariff  arrangements  on  this  particular  item  in 
]Mountain  Bell.  But  once  you  file  tariff  you  are  not  in  a  position  to 
refuse  service. 

Mr.  Hellermax.  Was  there  any  particular  reason  why  you  did 
not  address  yourself  to  the  written  testimony  of  Mr.  Berge  of 
Tropicana? 

M'r.  McDermott.  In  what  res^wct? 

We  have  it  in  the  exhibit,  all  the  points  that  he  raised  in  his  let- 
ter. 

Wliat  one  are  you  interested  in? 

l\lv.  Hellermax.  I  was  concerned  about  why  the  coin  telephone 
■was  removed  from  his  lobb}'? 

Mr.  McDermott.  Because  the  volume  of  usage  on  it  did  not  war- 
rant keeping  it  there. 

Mr.  Hellermax.  As  I  saw\  the  phonebooth  remains,  the  line  re- 
mains, the  telephone  book  remains. 

Mr.  McDermott.  Actually,  Mr. — T  forget  his  name — put  his  own 
■extension  off  the  board  in  that  booth  after  we  removed  the  coin  tele- 
phone. 

Mr.  Hellermax.  Yes. 

But  did  he  request  that  that  pay  telephone  stay  there  ? 
Mr.  :McDermott.  Yes,  he  did.  But  the  question  of  our  pay  tele- 
phones has  to  do  with  the  amount  of  usage  on  them.  We  do  not 
maintain  a  pay  telejihone  in  a  location  if  there  is  no  volume  of  calls 
on  it.  It  is  very  inefficient,  unproductive.  It  earns  no  revenue. 
Mr.  Hellermax.  It  seems  surprising  after  13  years,  though. 
Mr.  McDermott.  Well,  it  was  not  that  surprising.  I  do  not  hap- 
]ien  to  have  the  record  of  coin  usage  in  front  of  me,  but  it  is  in  one 
of  the  exhibits  there. 

Mr.  Hellermax.  On  the  bottom  of  page  four  of  your  testimony  you 
talk  of  the  Bell  System  providing  specific  guidelines  to  its  marketing 
and  sales  personnel. 

In  that  connection  Avhat  does  the  term  "smart  selling''  mean  to 
you  ? 

Mr.  McDermott.  I  would  not  know,  Mr.  Hellerman.  How^  has  it 
"been  used?  In  what  context? 

Mr.  Hellermax.  Well,  I  am  not  quite  sure.  But  in  the  Michigan 
Bell  marketing  manual  explaining  the  new  tariff,  in  the  introduction 
it  talks  about  the  purpose  of  the  training  program: 

Knowledge  of  the  new  restructuring  concepts  is  essential  for  "smart  selling" 
in  the  interim  before  the  filing  of  the  rate  case  and  the  rate  order. 
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Mr.  McDermott.  Is  that  to  be  compared  with  dumb  selling  ? 

I  do  not  understand  what  you  are  getting  at,  Mr,  Hellerman.  We- 
would  want  our  people  to  be  smart,  I  hope,  in  the  application  of 
their  training. 

Mr.  Hellerman.  Well,  on  page  29  of  that  document,  it  says,  in 
connection  with  key  set  and  call  director  losses: 

We  currently  lose  up  to  50  i)ercent  of  key  systems  without  a  chance  to  com- 
pete. That  part  of  the  market  that  is  most  vulnerable  today  will  receive  a  rate 
decrease  under  restructuring.  Contact  with  those  customers  who  are  getting 
decreases  should  improve  our  opportunities  to  comi)ete  and  to  win. 

Mr.  McDermott.  Well,  I  cannot  attest  to  the  exact  percentage  of 
50  percent  or  what  ever  that  was  that  you  used.  I  can  attest  to  the 
fact  that  usually  the  small  business  market — ^meaning  the  one-  and 
two-line,  key-type  customer — has  been  underpriced  in  terms  of  cast 
in  most  of  the  companies  in  the  Bell  System.  So  the  reference  to 
improving  that  price  is  probably  legitimate. 

Mr.  Hellerman.  Continuing  on  with  sales  guidelines,  we  intro- 
duced into  the  record  in  our  last  hearings  a  memorandum  from 
New  Jersey  Bell  Telephone  dealing  with  key  telephones  and  new 
rates,  talking  about  situations  which  may  occur,  such  as  features 
missing,  and  their  advice  to  the  people  contacting  them: 

"The  negotiator  should  not  initiate  discussion  of  the  package  rates, 
the  features  included  in  the  rate,  nor  offer  to  add  missing  features.'^ 
Mr.  McDermott.  Well,  I  am  not  familiar  with  that  particular 
letter,  Mr.  Hellerman. 

Mr.  Hellerman.  We  will  provide  that,  then,  for  you. 
Mr.  McDermott.  Thank  you. 

Mr.  Hellerman.  You  attached  to  your  testimony  an  antitrust  semf- 
nar  pamphlet,  and  you  mentioned  also  that  59,000  employees  have 
taken  that  course. 

Mr.  McDermott.  Yes. 

Mr.  Hellerman.  Could  you  tell  us  when  that  course  was  put 
together  ? 

Mr.  McDermott.  Well,  I  would  say  it  was  sometime  in  the  latter- 
half  of  1973,  and  we  began  active  seminars  in  the  early  part  of  1974. 
Mr.  Hellerman.  What  prompted  the  introduction  of  that  course 
and  the  requirement  that  various  marketing  people  and  management 
people  take  that  couree? 

Mr.  McDermott.  Oh,  I  think  a  number  of  things,  Mr.  Hellerman.. 
As  indicated  in  attachment  A,  we  have  periodically  updated  our- 
memorandums  and  guidelines  in  this  area,  and  I  believe  that  this 
was  an  updating  of  that,  particularly  as  it  affected  our  present 
competitive  position. 

Mr.  Hellerman.  In  connection  with  that  antitrust  seminar  I 
noticed  that  one  of  the  scripts  in  there  is  called  ''What  Is  In  Our 
Files?"  In  looking  through  that  the  idea  occurred  to  me,  does  this 
not  really  communicate  the  idea  to  be  careful  what  you  write;  it 
may  be  used  in  an  antitrust  suit,  and  do  not  keep  incriminating  docu- 
ments. 

Mr.  McDermott.  I  do  not  recall  him  saying  that. 
Mr.  Hellerman.  Well,  tliat  is  the  impression  I  got.  Why  was  that 
included  in  there? 
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Mr.  ]\IcDermott.  Well,  I  tliink  it  is  a  normal  management  caution 
on  the  amount  of  paper  and  information  that  you  keep  in  files.  And 
I  would  like  to  say  that  in  our  business  we  are  in  the  telephone  busi- 
ness, not  the  letter- writing  business.  So  we  would  encourage  ipeople 
to  use  the  telephone. 

Mr.  Hellerman.  Going  again  to  Mr.  Fox's  testimony,  he  mentions 
that  sales  and  marketing  people,  particularly  the  marketing  consult- 
ants, were  judged  on  the  revenue  they  produced.  In  other  words, 
the  amount  of  the  customer's  bill  that  he  increased. 

Mr.  IVIcDerimott.  As  the  sole  judgment? 

Mr.  Hellermax.  As  the  primary  judgment. 

Mr.  McDermott.  I  would  have  "to  disagree  with  that.  The  revenue 
aspect  of  a  sales  job  is  obviously  important.  But  there  are  many 
other  factors  that  we  use  to  evaluate  salesmen  in  addition  to  revenue. 
For  example,  we  are  in  a  service  business,  Mr.  Hellerman,  as  well 
as  a  sales  business.  Our  job  is  to  provide  a  service.  There  are  many, 
many  things  outside  of  adding  revenue  that  are  important  to  a 
salesman's  performance  in  a  business. 

Mr.  Hellerman.  Would  you  say  that  revenue  is  not  the  major 
i-equircment  ? 

Mr.  McDermott.  I  would  say  it  is  one  of  the  requirements,  Mr. 
Hellerman,  as  it  should  be. 

Mr.  Hellerman.  I  call  your  attention  to  folder  No.  16.  It  is  an 
A.T.  &  T.  perspective,  November  15,  1973.  It  says,  "Whalen  describes 
functions  of  A.T.  &  T.  marketing  organization."  And  a  paragraph 
in  there : 

An  effective  sales  force:  The  sales  development  group  tinder  Frank  McDer- 
mott will  make  sure  the  sales  force  is  effective  and  fully  competitive.  The  main 
measurement  will  be  how  revenue  objectives  are  met. 

[The  document  appears  as  exhibit  22  at  the  end  of  Mr.  McDermott's 
oral  testimony.] 

Mr.  McDermott.  "Well,  I  find  no  real  problem  with  that,  Mr. 
Hellerman.  One  of  the  main  measurements  is  revenue.  There  are 
other  main  measurements.  I  do  not  know  of  any  sales  force  any- 
where that  does  not  consider  revenue  an  important  part  of  its  per- 
formance objectives. 

Mr.  Hellerman.  Is  it  your  testimony  that  the  Corn-Key  was  not 
developed  to  meet  the  TIE  equipment? 

Mr.  McDermott.  It  was  my  testimony  that  Corn-Key  was  devel- 
oped to  meet  the  market  needs  of  customers,  including  a  survey  of 
com]3etitive  equipment.  It  is  obviously  based  on  both  of  those  things. 
Not  particularly  TIE,  I  might  add. 

Mr.  Hellerman.  I  am  reading  from  an  Ohio  Bell  Telephone  Cq 
market  research  report  dated  September  1973,  which  was  introduced 
earlier  into  the  record.  Part  says: 

The  Com-Key  718  was  designed  to  compete  directly  with  the  Nazuko  system, 
because  it  has  been  its  strongest  competitor  in  the  Bell  System. 

Mr.  McDermott.  Well,  I  am  sure,  Mr.  Hellerman,  that  there  have 
been  many  statements  made  like  that  by  some  of  our  operating  com- 
panies. The  facts  are  that  the  Com-Key  was  developed  as  a  result 
of  an  internal  sales  and  marketing  research  effort  that  was  under- 
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taken  in  1972,  and  it  considered  all  of  the  mai-ket  needs,  as  well  as- 
all  of  the  competitive  organs  in  the  marketplace  at  that  time,  includ- 
ing TIE. 

Mr.  Hellermax.  In  the  various  statements  and  memos  that  you 
give  to  various  operating  companies  and  they  in  turn  pass  down  to 
their  employees,  have  you  ever  seen  or  been  in\'olved  in  writing  a 
document  which  also  says  to  your  employees,  "a  company  that  owns 
its  own  terminal  equipment  is  also  our  customer  and  we  should  treat 
all  customer  alike"? 

Mr.  McDermott.  I  believe  I  quoted  that  in  this  statement,  I  think- 
In  ett'ect,  I  said  that  the  fact  that  a  customer  buys  non-Bell  equip- 
ment does  not  mean  that  we  have  lost  him  as  a  customer.  He  is  still 
a  customer  to  the  Bell  System  for  other  services. 

Mr.  Hellermax.  How  do  you  square  the  various  antitrust  seminars 
and  the  guidelines  with  statements  of  the  chairnum  of  the  boai-d 
that  we  will  fight  competition,  statements  that  Mr.  deButts  has  made 
before  presidents"  meetings  that  "We  wall  have  one  policy,  that  there 
will  be  head-knocking,  and  that  we  will  fight"? 

Mr.  McDermott.  I  do  not  recall  Mr.  deButts  ever  making  a  state- 
ment like  that,  Mr.  Hellerman.  Mr.  deButts  is  as  interested  as  I  was 
^vhen  I  was  director  of  sales  development  in  a  very  aggressive  and  a 
superior  effort  on  the  part  of  our  sales  force  to  couipete,  and  that  i& 
a  management  posture  that  I  think  is  in  the  interest  of  not  only  the 
Bell  System  and  its  customers,  but  also  the  competitors. 

Mr.  Hellerman.  Do  you  think  when  a  i^erson  is  requested  to  pro- 
vide information  to  this  subcommittee  regarding  the  Bell  System 
or  any  of  its  companies,  and  that  person  does,  in  fact,  provide  Infor- 
mation and/or  opinions,  he  is  harassing  A.T.  &  T.? 

Mr.  McDermott.  Xo. 

Mr.  Hellerman.  On  page  49  of  your  statement,  you  indicate  that, 
in  connection  w^ith  a  complaint  that  the  telephone  comj^any  did  sell 
equipment,  that  there  was  no  problem  with  that. 

Mr.  ]McDer:mott.  I  do  not  follow  the  quote — on  page  49  ? 

Mr.  Hellerman.  Yes. 

Mr.  ]McDermott.  If  j'ou  will  wait  just  a  moment,  I  will  get  it.  ]Mr. 
Hellerman. 

Mr.  Hellerman.  It  Avas  in  connection  with  the  trimline  telephone. 

Mr.  McDermoit.  Well,  now  would  you  tell  me  what  it  is  you  are 
referring  to? 

Mr.  Hellerman.  There  seemed  to  havQ  been  a  complaint  that  there 
was  a,  violation  of  the  consent  decree. 

Mr.  McDermott.  Well,  I  believe  I  answered  that  in  my  state- 
ment; that  there  is  no  such  violation. 

Mr.  Hellerman.  Is  it,  then,  your  position — or  A.T.  &  T.'s  position 
■ — that  there  is  no  prohibition  in  the  consent  decree  from  their  sell- 
ing terminal  equipment  or  any  other  kind  of  equipment? 

Mr.  McDermott.  Well,  I  do  not  know^  that  I  am  qualified  to  answer 
that  broad  question.  Could  you  define  it  a  little  bit  better? 

Mr.  Heller3ian.  All  right. 

In  this  case,  a  trimline  telephone  was  sold ■ 

Mr.  McDermott.  It  A'^as  not  sold.  I  am  sorrv,  Mr.  Hellerman;  that 
was  the  allegation. 
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Mr.  Hellermax.  What  does  the  sentence,  "The  trimlinc  sets  were 
offered  for  installation  under  Alabama  General  Subscriber  Services 
Tariff,  section  A14,"  mean? 

Mr.  Mc'Dermott.  What  does  it  mean? 

Mr.  Hellermax.  Yes. 

Mr.  McDermott.  It  simply  means  we  had  a  single  payment  option; 
that  was  all.  There  were  no  monthly  amounts  associated,  but  we  still 
owned  the  equipment.  It  was  under  tariff". 

^h:  Hellermax.  In  other  words,  the  person  could  make  one  pay- 
ment. 

Mr.  McDermott.  Yes. 

A  number  of  companies  offer  this  in  a  number  of  installations^ 
Mr.  Hellenuan,  particularly  on  princess,  trimline,  and  services  like 
that.  We  have  single  payment  options.  We  offer  single  payment  op- 
tions on  the  PBX,  too. 

Mr.  Hf:LLERMAX.  I  do  not  recall  seeing  an  advertisement  offering 
trimlines  for  single  payments  for  residential  markets. 

Mr.  McDermott.  Well,  it  has  been  publicized  in  the  Bell  System. 

Mr.  HELLERirAX.  We  have  all  heard  many  statements  by  your 
competitors,  or  would-be  competitors,  that  A.T.  &  T.  offers  low^er 
rates  where  they  have  great  competition  and  higher  rates  where 
they  have  no  competition. 

How  would  you  respond  to  that  allegation? 

Mr.  McDermott.  I  would  say  it  is  false. 

Mr.  Hellermax.  How  do  you  account  for  the  differences  in  the 
rates  across  the  country  between  the  operating  companies? 

Mr.  McDERMorr.  I  can  tell  you  very  simply,  Mr.  Hellerman,  that 
the  difference  of  rates  for  various  types  of  equiiDment  across  the 
country  are  a  result  of  miany  factors,  including  the  views  that  the 
local  State  commissions  have  as  to  how  those  rates  should  be  set. 

Mr.  Hellermax.  Thank  you,  Mr.  McDermott;  I  h«ve  no  further 
questions. 

Mr.  McDER:vroTT.  Thank  you. 

Senator  Hart.  Mr.  Chumbris. 

Mr.  Chumbris.  I  have  no  questions;  thank  you,  Mr.  Chairman. 

Senator  Hart.  Thank  you  very  much,  Mr.  McDermott. 

[The  following  was  received  for  the  record.  Testimonv  resumes  on 
p.  4295.] 

MATERIAL  RELATING  TO  THE  TESTIMONY  OF 
FRANK  A.  MCDERMOTT,  JR. 

Exhibit  1. — Prepared  Statement  of  Mr.  McDermott 

Prepared  Statement  of  Frank  A.  McDermott,  Jr.,  on  Behalf  of 
American  Telephone  &  Telegraph  Co. 

My  name  is  Frank  A.  McDennott,  Jr.  I  was  Director  of  Sales  Development 
reporting  to  the  Vice  President  of  Marketing  of  tlie  American  Telephone  and 
Telegraph  Company  prior  to  July  1.  1974.  As  of  that  date  I  became  Vice 
President  and  Comptroller  of  the  New  York  Telephone  Company.  I  have  been 
employed  by  the  Bell  System  for  38  years  in  responsible  management  positions, 
much  of  that  time  in  sales  and  marketing  areas.  My  educational  background 
includes  a  Bachelor  of  Science  degree  from  Fordham  University  School  of 
Business  Administration  in  1946. 

The  purpose  of  my  testimony  is  to  describe  ^Marketing  and  Sales  policies  and. 
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practices  of  American  Telephone  and  Telegraph  Company  and  its  operating 
telephone  companies  of  the  Bell  System.  In  addition,  I  shall  respond  to  allegar 
tions  that  certain  marlieting  and  sales  practices  of  the  Bell  System  are  anti- 
competitive actions.  Such  allegations  were  made  by  witnesses  who  appeared 
before  this  Subcommittee  and  in  letters  and  affidavits  introduced  into  the 
record. 

I.  THE  MARKETING  AND  SALES  POLICIES  OF  THE  BELL  SYSTEM 

One  of  the  fundamental  objectives  of  the  Bell  System's  marketing  policy  is 
to  provide  communications  service  and  products  that  are  responsive  to  customer 
needs  at  rate  levels  that  will  promote  a  universal  service  available  to  all, 
consistent  with  a  fair  return  to  share  owners.  Competitive  services  are  priced 
to  cover  relevant  costs  and  to  make  a  contribution  above  cost,  to  the  degree  that 
market  conditions  permit,  to  hold  down  the  price  of  local  telephone  service. 

We  have  been  guided  in  this  policy  by  the  goal  of  universal  service  and  the 
concept  of  responsibility  for  control  of  the  network.  We  believe  that  these  basic 
tenets  of  our  business  have  served  the  public  well  and  they  have  guided  our 
actions  regarding  value  pricing,  quality  of  service,  programs  of  innovation  and 
cost  reductions.  The  importance  of  these  business  principles  is  explained  more 
fully  in  the  statements  of  Mr.  E.  B.  Crosland  and  Mr.  Richard  R.  Hough  being 
filed  with  the  Subcommittee. 

Competition,  per  se,  has  not  changed  our  traditional  marketing  goals.  Our 
marketing  goals  have  long  been  and  are  still  to  provide  products  that  are 
responsive  to  customer  needs ;  good  customer  service  performance  that  matches 
service  expectations  of  all  customers  and  a  fair  return  to  our  share  owners.  A 
changing  competitive  environment,  however,  has  caused  us  to  take  positive 
actions  that  are  distinctly  untraditional  with  our  past,  such  as  cost  related 
pricing  and  departures  from  nationwide  average  pricing. 

We  have  made  it  clear  to  all  that  the  basis  for  this  marketing  policy  in  a 
competitive  environment  is  the  Bell  System's  right  to  compete.  We  are  not 
going  to  stop  serving  any  sector  of  our  business — not  the  terminal  area,  not  the 
private  line  area — where  we  are  convinced — and  can  by  our  performance  prove 
— ^that  we  can  serve  the  public  as  well  as  or  better  than  others  in  the  field. 
Any  other  response  would  not  be  in  keeping  with  what  we  believe  is  our 
reason  for  being — to  serve  the  public  better. 

In  the  area  of  sales  activities,  a  long  standing  policy  of  the  Bell  System  is 
that  a  vigorous  sales  effort  is  required.  At  the  same  time,  the  Bell  System  has 
always  recognized  that  the  right  to  compete  carries  with  it  the  responsibility 
to  do  so  in  a  manner  that  is  both  ethical  and  legal.  Our  sales  policies  are  based 
on  the  following  principles. 

1.  The  Bell  System  has  the  right  to  compete. 

2.  The  Bell  System  has  the  right  to  compete  vigorously  until  the  customer 
is  committed  to  a  non-Bell  supplier. 

3.  The  Bell  System  vnll  neither  interfere  with  such  commitments  between 
its  competitors  and  its  customers  nor  engage  in  any  acts  of  unfair  competition. 

4.  The  Bell  System  will  continue  to  sell  to  its  customers  additional  service 
and  equipment  supplementary  to  that  furnished  by  competitive  suppliers. 

We  believe  that  failure  to  sell  aggressively  would  result  in  a  deterioration  of 
service  to  the  disadvantage  of  the  general  telephone-using  public  and  would 
detrimentally  affect  our  employees  and  share  owners. 

Bell  System  Sales  personnel  have  been  trained  to  analyze  customer  needs  for 
communication  services  and  to  recommend  new  and  increased  use  of  such 
services.  Our  objective  has  always  been  to  make  sure  that  what  we  do  is  in  the 
customers'  interest.  To  help  assure  that  we  achieve  this  objective,  we  apply  the 
following  criteria  to  our  sales  activities : 

1.  Only  if  the  customer  obtains  added  value  should  he  buy. 

2.  Only  if  the  value  continues  will  the  sale  last. 

3.  Only  if  the  sale  lasts  will  the  customer  and  the  telephone  companies  profit. 
The  onset  of  competition  and  our  response  to  it  have  not  altered  the  basic 

sales  goals  of  our  business  or  the  high  sales  standards  with  while  it  has  been 
operated. 

Sales  Guidelines 

The  Bell  System  provides  specific  guidelines  to  its  marketing  and  sales  per- 
sonnel in  order  that  they  may  understand  corporate  and  individual  behavior 
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requirements  in  a  competitive  environment.  These  guidelines  are  communicated 
to  Bell  System  sales  personnel  through  marketing  letters,  training  courses  and 
antitrust  review  seminars,  as  described  below. 

Marketing  ?e«ers.— Marketing  letters  from  AT&T  headquarters  to  the  operat- 
ing companies  contain  guidelines  that  are  forwarded  to  marketing  and  sales 
heads  and  to  heads  of  other  departments,  e.g.,  commercial  and  plant.  In  addi- 
tion, this  material  is  incorporated  into  appropriate  Bell  System  sales  training 
courses.  Some  of  the  more  important  of  these  guidelines  are  described  in 
Attachment  A.  The  underlying  letters  supporting  these  guidelines  are  Attach- 
ments A-1  to  A-A. 

Additional  support  has  been  given  to  these  guidelines  by  the  management  of 
Bell  System  operating  companies.  For  example,  such  guidelines  are  initially 
reviewed  by  the  marketing  and  legal  staffs  of  each  of  the  operating  telephone 
companies.  They  are  then  sent  to  each  line  sales  organization  under  a  cover 
letter,  signed  by  the  marketing  management  person  of  authority,  endorsing  the 
contents  and  directing  that  they  be  followed  in  the  normal  course  of  business. 
To  add  special  emphasis  to  these  letters,  a  number  of  companies  have  estab- 
lished special  training  sessions  at  which  sales  managers  and  selected  sales 
contact  personnel  receive  special  training  as  to  the  intent  and  meaning  of  the 
letters. 

Training  courses. — Attachment  B  is  a  summary  of  training  courses  provided 
to  Bell  System  sales  training  personnel.  These  courses  are  conducted  in  all  of 
the  operating  companies  and  are  given  to  all  new  sales  contact  employees.  As 
described  in  Attachment  B,  these  courses  cover  introductions  to  products  and 
selling  techniques,  also  economic  cost  analysis,  typical  marketing  strategies  of 
competitors,  and  ways  to  evaluate  competitive  proposals. 

Antitrust  revieiv. — In  addition  to  formal  directives  and  appropriate  sales 
training.  AT&T  has  developed  an  antitrust  review  program  and  seminars  are 
currently  being  conducted  throughout  the  Bell  System.^  The  objectives  of  the 
seminar  are  to : 

1.  Enable  employees  to  recognize  business  situations  where  antitrust  con- 
siderations are  present. 

2.  Provide  employees  information  needed  to  properly  handle  many  of  these 
situations. 

3.  Strengthen  an  employee's  ability  to  recognize  when  he  or  she  needs  the 
help  of  a  specialist  in  complex  situations. 

The  program  format  for  the  seminar  now  being  given  was  developed  par- 
ticularly for  management  employees  in  public  and  contact  positions.  It  has 
been  designed  to  enable  them  to  compete  vigorously  and  legally  in  accordance 
with  the  letter  and  spirit  of  the  law.  These  seminars  also  impress  upon  em- 
ployees the  importance  attached  by  the  company  to  antitrust  law  compliance. 

As  of  July  1,  1974,  59,000  Bell  System  management  employees  had  attended 
these  seminars.  It  is  expected  that  most  management  people  will  have  attended 
the  seminar  by  October  1974.  The  importance  of  this  entire  subject  has  been 
emphasized  at  every  level  of  management  in  the  Bell  System. 

We  attempt  to  impress  on  every  Bell  System  employee  the  need  to  adhere 
to  the  ethical  and  legal  requirements  set  forth  in  the  guidelines  described 
above.  It  is  our  conviction  that  the  failure  to  adhere  to  such  requirements  is 
detrimental  to  the  public  interest  as  well  as  to  the  corporate  interest  and 
should  not  be  tolerated. 

II.  BELL  SYSTEM  EESPONSES  TO  ALLEGATIONS  AND  COMPLAINTS 

During  the  Subcommittee  hearings  in  June  1974,  statements  were  made  by 
witnesses,  and  letters  and  other  documents  were  introduced  into  the  record  by 
the  Staff,  alleging  anticompetitive  behavior  by  the  Bell  System  companies.  At 
the  outset,  I  wish  to  make  clear  that  the  Bell  System  has  no  policy  supporting 
anticompetitive  behavior  and  we  do  not  purposefully  act  so  as  to  undermine 
competitors. 

For  pur])oses  of  responding  to  the  June  1974  allegations  I  have  categorized 
them  broadly  as  follows : 


1  Exhibit  1.  Bell  System  Antitrust  Review  Seminar,  Administrators  Guide,  to  be  supplied 
for  the  record. 
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A.  Failure  on  the  part  of  the  Bell  System  to  introduce  new  key  telephone, 
PBXs,  ACDs  and  Call  Restriction  equipment  that  customers  needed  and  wanted ; 

B.  Anticompetitive  sales  practices ;  and 

C.  Anticompetitive  tarifE  provisions  such  as :  the  requirement  of  an  interface 
device,  design,  costing  and  pricing  (luestions  affecting  interconnecting  arrange- 
ments, and  the  pricing  of  key  systems  and  PBXs. 

A.  The  Bell  System  has  Introduced  Key  Telephones,  PBXs,  ACDs  and  Call 
Restriction  Equipment  that  Customers  Needed  and  Wanted 

Mr.  T.  L.  Kelly,  President  of  TIE/Gommunications,  Inc.,  stated  that  Key 
telephone  systems  have  not  changed  appreciably  since  their  development  in  1938 
and  that  because  of  competition  the  Bell  System  has  had  to  innovate  for  the 
first  time  in  years.  (Statement,  p.  8,  Tr.  1376.)  Mr.  T.  F.  Graver,  Director  of 
Trade  Regulations,  Litton  Industries,  Inc.,  stated  that  the  telephone  has  re- 
mained unchanged  for  decades  and  that  prior  to  the  Carterfone  decision  the 
Bell  System  dictated  to  the  customer  the  type  of  station  equipment  needed. 
(Tr.  1582-83.)  These  statements  are  examples  of  deliberate  attempts  to  depict 
the  Bell  System  as  not  very  innovative  and  as  still  operating  with  terminal 
eqruipment  of  a  vintage  that  indicates  not  much  change  has  been  made  since 
Alexander  Graham  Bell  said,  "Mr.  Watson  come  here,  I  want  you." 

Innovation  is  an  evolutionary  process  in  the  fundamental  sense.*  The  very 
basis  of  all  major  innovation  in  commimications  technology  lies  in  the  intrinsic 
knowledge  of  the  technological  and  economic  successes  and  failures  of  the  past. 
Innovation  stands  on  the  shoulders  of  prior  knowledge. 

Prior  to  Garterfone  (1969)  businessmen  in  the  United  States  had  a  significant 
and  wide  array  of  choices  in  terminal  equipment  and  services,  consistent  with 
existing  technology.  In  support  of  this  view,  I  would  like  to  highlight  a  number 
of  significant  developments  in  terminal  equipment  that  have  taken  place  over 
the  years  through  Bell  System  efforts. 

Key  Telephone  Systetns  and  Associated  Station  Equipment 

Contrary  to  Mr.  Kelly's  assertion,  fundamental  changes  in  key  telephone 
systems'  have  occurred  since  1938,  involving  the  cost,  flexibility,  speed  and 
ease  with  which  key  telephone  system  functions  are  accomplished.  A  history  of 
these  developments,  achieved  by  the  Bell  System,  1938-1974,  is  set  forth  in 
Attachment  G. 

In  the  1930s  there  was  little  demand  for  anything  more  than  a  basic  telephone 
on  the  businessman's  desk.  As  the  need  for  terminating  additional  lines  de- 
veloped, packaged  wiring  plans  were  introduced.  These  provided  separate  keys, 
equipment  boxes  and  apparatus  cabinets  of  fixed  capacity  to  pick  up,  hold  and 
signal  a  number  of  telephone  sets  and  lines.  The  Bell  System  standardized 
about  30  of  these  packaged  wiring  plans. 

Next,  a  family  of  key  station  arrangements  calle<I  the  lA  system  was  intro- 
duced which  provided  "The  Key  Telephone"  with  built-in  switching  keys  along 
with  equipment  units  remotely  located  to  offer  the  customer  flexibility  in  the 
number  of  line  terminations  and  switching  and  signaling  configurations.  Evolu- 
tionary innovations  developed  during  this  period  included :  lamp  signals  incor- 
porated into  the  sets  so  as  to  illuminate  the  line  buttons ;  winking  hold  signals 
for  held  lines ;  dial  selective  intercom  systems ;  and  improved  packaging,  that 
reduced  instiillation  charges  and  maintenance  costs.  Another  improvement  was 
a  similar  looking  system  called  the  1A2  which  represented  the  emergence  of 
new  technology.  The  1A2  system  was  introduced  in  1964  and  it  enabled  the  Bell 
System  to  significantly  update  key  telephone  equipment  through  the  use  of  solid 


2  For  a  comprehensive  description  of  the  new  technolog:ies,  products  and  innovation 
developed  by  the  Bell  System,  see  Hearinars  before  the  Subcommittee  on  Antitrust  and 
Monopoly  oif  the  Committee  on  the  .Judiciary,  U.S.  Senate  9.3rd  Cong.,  1st  Sess.  on  S. 
llfi".  Part  2.  The  Communications  Industry,  ("Hearings"),  pp.  14S0.  14.S4.  Prepared 
statement  of  Dr.  .T.  A.  Baird,  Vice  President.  Engineering.  AT&T;  p.  1449.  Book  entitled 
"Impact  :  A  Compilation  of  Bell  System  Innovations  in  Service  and  Engineering  Which 
Hnve  Helped  Create  New  Industries  and  New  Products"  (Bell  Telephone  Laboratories)  : 
and  pp.  1617.  1707.  Supplemental  Statement  on  Behalf  of  the  Bell  System — Part  IV 
Innovation  matters. 

^  Key  telephone  systems  involve  facilities  designed  to  pick  up,  hold  and  signal  a 
number  of  telephone  lines  on  a  number  of  telephone  sets. 
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state  components,  printed  wiring  boards  and  miniaturized  relays  tlaat  further 
reduced  installation  and  maintenance  costs. 

Along  with  these  developments,  the  Bell  System  again  recognized  the  need 
for  "packaged"  key  systems  to  meet  specific  customer  needs.  A  package  system 
called  the  20-40  Dial  Pak  was  introduced  by  the  Bell  System  in  the  early  1960s 
for  customers  in  the  15-40  station  range  that  had  a  liigh  voliune  of  intercom- 
municating calls.  Subsequently,  the  Business  Interphone  was  made  available 
for  customers  with  a  need  for  Hands  Free  Answering  on  Intercom  and  voice 
signaling. 

Other  important  developments  included :  the  first  offering  of  automatic 
ansAvering  service  (lA  Telephone  Answering  System)  ;  the  first  station  product 
to  use  transistors  (3A  Speakerphone)  ;  a  station  set  to  handle  several  incoming, 
outgoing  and  interoffice  calls  simultaneou.sly  (Oall  Director*  Set)  ;  a  repertory 
dialer;  and  a  Touch-Tone*  Sot,  which  offered  convenience  and  dialing  si>eed 
to  the  customer  at  a  reasonable  price.  Supplemental  equipment  that  could  be 
added  or  removed  as  required  to  meet  siJecial  needs  has  also  l>een  develoi>ed, 
such  as,  transistorized  Speakerphone,  automatic  answering  service,  automatic 
dialers,  multi-button  sots  (10,  12,  18,  20  and  30  button  models).  Call  Director 
sets  and  jack  equipped  Call  Directors  for  use  with  a  variety  of  headsets. 

The  Bell  System  has  met  the  needs  of  key  system  customers  with  a  multi- 
tude of  features  through  the  years.  Yet  certain  persons  ai)pearing  recently 
before  the  Subcommittee  have  boasted  that  their  systems  possess  such  "new" 
features  as  Hands  Free  Answer  or  Intercom,  voice  signalling  and  Music-on- 
Hold.  The  fact  is  that  the  technology  required  to  provide  all  of  the  features 
offered  presently  by  our  would-be  competitors  was  in  existence  long  before  1969 
and  these  features  have  been  offered  at  various  times  in  various  arrangements 
by  the  Bell  System. 

Those  who  would  compete  with  us  have  only  packaged  features  and  offered 
pricing  options — ^they  have  not  offered  new  technology  under  any  accepted  con- 
struction (if  that  term.  It  is  not  surprising  that  some  pricing  options  have  not 
been  available  in  some  instances,  since  the  Bell  System  has  adhered  to  "value 
pricing"  and  "average  pricing"  ^  traditionally  under  regulation. 

Competitive  entry  has  occurred  particularly  (a)  in  that  part  of  Bell's 
product  line  where  longer  than  average  location  life  was  involved  or  (b)  in 
those  situations  where  customers  have  sought  to  insulate  themselves  from 
potential  future  rate  increases.  As  a  response  the  Bell  System  has  introduced 
cost-related  pricing  options  such  as  Tw^o-Tier  pricing. 

Two-Tier  pricing  is  a  cost-.sensitive  plan  reflecting  the  greater  operating  econo- 
mies and  cost  savings  associated  with  equipment  remaining  in  service  for 
longer  periods  of  time.  The  plan  has  two  rate  levels:  a  higher  level  for  an 
initial  "contract"  period  and  a  lower  level  for  the  remaining  time.  The  first 
level,  which  might  be  in  effect  for  from  three  to  10  years,  covers  the  costs  of 
sei-viee  including  the  capital  costs  of  the  equipment.  The  second  level  covers  the 
ongoing  expenses  of  maintenance,  administration  and  taxes,  plus  a  reasonable 
contribution  to  earnings.  Competitors  have  charged  that  this  arrangement  is 
predatory,  or  invoh^es  pricing  below  costs.  The  facts  do  not  support  that  charge, 
however,  since  such  pricing  ari'angements  are  designed  to  cover  all  relevant 
costs.  Actually,  the  Bell  System  is  simply  adjusting  its  offerings  and  pricing 
to  the  needs  of  the  marketplace. 

Corn-Key  Development 

A  key  system,  known  as  Com-Key  718."  was  introduced  by  the  Bell  System  in 
late  1973  and  was  followed  by  the  Com-Key  1434"  in  early  1974.  The  Com-Key 
systems  serve  customers  in  the  3-14  line  range.  The  development  of  this  system 
followed  a  1972  internal  Bell  System  marketing  survey  that  analyzed  key 
systems  features  desired  by  customers  and  competitive  offerings.  Along  with 
feature  requirements,  the  survey  revealed  an  evolving  market  need  indicating 
a  desire  for  packaged  .systems  (all  lines  appearing  on  all  stations). 

Bell  Telephone  Laboratories  (BTL)  then  determined  that  a  packaged  system 

*  Kpsristered  mark  of  American  Telephone  and  Telegraph. 

=  These  terms  and  the  regulatory  concept  supporting  them   are  described   In  the  state- 
ment of  Mr.  K.  T5.  Crosland  being  submitted  to  the  Subcommittee. 
8  Registered  m;irk  of  American  Telephone  and  Telegraph. 


4086 

could  be  developed  that  would  largely  utilize  equipment  already  in  production, 
acMeve  a  desired  economy  of  installation  to  offset  rising  labor  costs  and  provide 
an  attractive  group  of  features  at  a  reasonable  price.  Before  making  a  final 
determination  as  to  the  size  of  the  system,  Bell  considered  systems  of  2  lines 
and  5  stations,  2  lines  and  10  stations,  4  lines  and  19  stations  and  7  lines  and 
18  stations.  The  713  (7  lines  and  18  stations)  was  selected. 

The  Bell  System  has  been  criticized  during  these  hearings  for  developing  its 
own  system  rather  than  using  the  TIE  1030  Key  Systems  (Tr.  1371).  (The 
criticism  was  made  by  Mr.  Kelly,  President  of  TIE.)  Mr.  Kelly  referred  to  the 
so-called  "Fenton  Report" ''  which,  he  said,  compared  the  TIE  1030  with  the 
forthcoming  Com-Key  718  and  indicated  the  former  to  be  "superior  in  price, 
features  and  overall  performance  .  .  .  ."  (Statement,  p.  10.)  Mr.  Kelly  has 
misconstrued  the  Fenton  Report.  That  report  compared  two  systems  to  the 
TIE  1030.  The  first  system  compared  was  the  existing  Bell  System  lAl  and  1A2 
equipment.  The  second  comparison  was  to  equipment  that  either  existed  or  was 
on  the  dra^nng  board  (for  example,  the  two  link  multi-path  intercom  which 
has  yet  to  be  introduced).  Since  developmental  work  on  the  Com-Key  718  did 
not  begin  until  the  third  quarter  of  1972,  the  Fenton  report,  which  was  dated 
February  16,  1972,  does  not  show  the  TIE  1030  to  be  superior  to  the  Com-Key 
718  in  features  and  overall  performance.  Furthei-more,  the  New  York  Telephone 
Company  did  compare  the  TIE  1030  with  the  Com-Key  718  in  February  1974 
and  found  that  the  TIE  equipment  has  no  "cost  of  feature  advantage"  over 
Com-Key  equipment. 

In  regard  to  the  development  of  Com-Key,  there  were  some  important  reasons 
why  the  Bell  System  felt  the  need  to  develop  its  own  product  rather  than  in- 
corporate the  TIB  1030  or  another  available  system  into  its  product  line : 

1.  The  major  component  of  Bell's  key  systems,  including  Com-Key,  is  the  400 
type  line  circuit,  of  which  the  Bell  System  uses  approximately  two  million  per 
year.  The  line  circuit  used  by  the  other  vendors  is  incompatible  with  the  400 
type.  Hence  Bell  could  foresee  supply  line,  inventory,  and  administrative  prob- 
lems by  mixing  this  unit  into  the  product  line. 

2.  The  price  to  add  the  Touch-Tone  option  to  the  TIE  1030  would  have  ren- 
dered many  of  Bell's  existing  tariffs  noncompensatory. 

Work  continues  at  BTL  to  provide  new  and  additional  features  using  key 
telephones.  Currently  being  trialed  is  a  system  for  customers  with  4  lines  or 
less,  which  offers  a  new  line  of  key  sets  utilizing  built-in  logic.  By  building  the 
logic  into  the  set,  the  Bell  System  expects  to  realize  substantial  benefits  par- 
ticularly in  the  area  of  installation  costs. 

There  is  no  substance  to  the  charge  that  the  Bell  System  has  failed  to  pro- 
vide its  key  telephone  system  customers  new  features  and  technology. 

PBX  Systems 

Private  Branch  Exchange  (PBX)  systems  provide  for  service  requirements 
that  exceed  the  capabilities  of  key  telephone  systems.  Like  telephone  systems. 
Bell  System  development  efforts  hav  produced  a  significant,  continual  evolution 
in  PBX  concepts.  Attachment  D  details  the  progress  of  PBX  developments  by 
the  Bell   System.    Following,    is  a   brief   description    of   Attachment   D. 

Prior  to  1930  the  Bell  System  offered  both  manual  and  dial  PBX  systems  to 
meet  the  needs  of  various  sizes  of  business  operations.  Dial  systems  at  that 
time  were  primitive  by  today's  standards  in  terms  of  switching  sophistication, 
feature  availability,  sijace  requirements  and  efiiciency. 

In  1938  Bell  introduced  the  first  of  several  packaged  PBX  systems,  the  755A. 
This  calnnetized  system  offered  features  that  are  still  popular  today,  but  in 
comparison  with  subsequent  developments  the  cabinet  was  large  and  could  not 
be  considered  an  asset  to  today's  oflSce  decor.  During  the  intervening  years, 
dial  systems  were  improved  as  switching  technology  progressed.  The  first  cross 
bar  svvjtching  PBX  system,  756,  was  introduced  in  1957.  This  system  represented 
a  major  improvement  in  modular  package  design  and  also  offered  many  new 
?(?atnres  such  as  camp-on,  attendant  direct  station  selection  and  station  trans- 
fer. These  features  are  basic  to  many  of  today's  PBX  services. 


TBell  I^aboratories  memorandum:  Nitzuko/TIB  lO.'^O  System — Feature  and  Economic 
Evaluation  as  compared  to  similar  Bell  System  offerings.  F.  M.  Fenton,  February  16, 
1972.  This  memorandum  was  attached  to  Mr.  Kelly"s  statement.  Exhibit  17. 
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An  entirely  new  PBX  concept  called  Centr-ex  was  introduced  by  the  Bell 
System  in  1961.  Features  such  as  direct  inward  and  outward  dialing,  coupled 
with  automatic  identified  toll  billing  per  line,  were  major  innovations  that 
helped  users  reduce  PBX  attendant  costs  and  control  usage  billing.  Further 
advancement  in  Centrex  equipment  design  provided  important  station  features 
such  as  individual  call  transfer',  add  on  conference  and  consultation  hold. 
Attachment  E  describes  in  detail  these  and  other  Centrex  developments. 

Centrex  offers  major  space  advantages  to  customers  since  all  of  the  switch- 
ing equipment  can  be  located  in  the  telephone  company  central  office.  In  addi- 
tion, utilization  of  electronic  switching  equipment  facilitates  the  introdution 
of  new  user  features  through  generic  program  (software)  changes.  Attach- 
ment F  identifies  available  and  currently  planned  features  included  in  generic 
programs. 

In  1963  the  Bell  System  offered  its  first  electronic  PBX  system — the  101  ESS. 
It  featured  a  stored  program  common  control  located  in  the  central  office  which 
contr'olled  a  number  of  time  division  switching  units  remotely  located  on  differ- 
ent customer  premises.  Electronic  switching,  in  addition  to  spacQ  saving  ad- 
vantages, was  able  to  offer  new  features  such  as  call  forwarding,  call  hold 
and  call  pickup.  These  features  represent  a  major  development  toward  reducing 
the  need  for  key  equipment  by  transferring  station  feature  contr'ol  to  the 
switch  memory. 

Bell  System  switchboard  development  paralleled  switching  development. 
Cord  switchboards  and  key  type  consoles  have  been  available  since  the  1930s. 
Bell  has  made  changes  over  the  years  to  reduce  switchboard  size,  increase 
efficiency  and  attractiveness. 

In  1948,  two  switchboards  (555  and  607)  were  introduced  for  manual  sys- 
tems and  one  (607)  for  dial  systems.  In  1957,  another  switchboard  (556)  was 
offered  for  dial  systems.  These  developments  were  supplemented  by  the  608 
switchboard  in  1960.  The  60S  combined  the  customary  cord  operation  of  switch- 
boards with  a  new  modern  appearance  and  smaller  size.  Major  console  develop- 
ments were  also  inti'oduced  in  1950  to  meet  changing  businesse  needs.  Today, 
the  Bell  System  offers  some  30  different  console  switchboards. 

This  wide  array  of  PBX,  switchboard  and  console  offerings  is  essential  to 
meet  the  dynamic'  communications  needs  of  the  business  customer.  Recognizing 
these  needs  and  providing  services  to  match  them  in  a  timely  manner  has  been 
and  will  continue  to  be  the  Bell  System's  objective.  Based  on  our  performance, 
as  described  in  Attachments  D.  E  and  F,  we  believe  the  charge  that  the  Bell 
System  has  failed  to  introduce  PBX  equipment  and  featui'es  to  aieet  customers' 
needs  is  without  merit. 

Automatic  Call  Distriduthig  Systems 

One  of  Mr.  Hellerman's  questions  to  Mr.  C.  M.  Huntley,  Director,  Telecom- 
munications. Continental  Airlines,  suggested  that  the  Bell  System  was  unable 
to  furnish  its  customers  automatic  call  distributing  (ACD)  equipment  (Tr. 
1347).  I  disagree. 

The  special  need  to  distribute  large  volumes  of  incoming  calls  to  centrally 
located  attendants  was  recognized  by  the  Bell  System  in  the  early  1930s.  At 
that  time  Bell  offered  manual  call  distributing  equipment  which  consisted 
of  key  and  cord  answering  turrets.  Subsequent  Bell  System  developments  used 
step  switches  which  were  later  replaced  by  cross  bar  switches  to  increase 
speed  and  reliability.  Cabinetized  systems  were  also  offered  to  reduce  space 
requirements  and  installation  costs.  These  developments  made  it  possible  to 
introduce  such  features  as  automatic  distribution  of  calls  to  attendants,  call 
transfer,  traffic  measurements,  and  supervisory  controls.  These  features  helped 
improve  efficiency  and  provided  greater  system  flexibility. 

The  advent  of  the  Electronic  Switching  System  (ESS)  added  a  new  dimen- 
sion to  ACD  development.  It  was  obvious  that  this  technology  could  offer  sig- 
nificant system  benefits  in  tertns  of  reduced  installation  costs  and  space  econ- 
omy. Further,  the  use  of  ESS  generic  programs  (software)  would  enable  the 
Bell  System  to  offer  a  wide  array  of  new  ACD  features  without  major  equip- 
ment changes.  Accordingly,  the  Bell  System  decided  to  iueovporate  feature 
ACD  system  designs  into  the  ESS  development  program.  Attachment  G  de- 
tails the  history  of  Bell  System  ACD  development. 

Airlines  are  one  of  several  industries  that  use  ACD  systems  extensively.  In 
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1972.  the  Airlines  Coordinating  Committee  for  Telecommunications  Service 
(ACCTS)  developed  a  concept  for  an  electronic  ACD  with  the  assistance  of 
representatives  from  the  Bell  System  and  communication  terminal  equipment 
manufacturers.  Two  cases  exemplify  the  Bell  System's  response  to  the  air- 
lines' needs. 

Prior  to  April  1973,  Continental  Airlines  decided  to  purchase  rather  than 
lease  their  own  ACD  system  for  their  Houston  reservation  center  (one  of 
four  in  the  Continental  System)  (Tr.  1325,  1332,  1341).  In  view  of  this  decision 
to  purchase,  Southwestern  Bell  did  not  submit  a  proposal  for  this  project.  In 
April  1973,  Continental  Aii-lines  purchased  a  Collins  "Galaxy"  electronic  ACD 
system  for  this  installation.  Mr.  C.  M.  Huntley,  detailed  his  experiences  with 
tills  purchase  and  installation  in  his  testimony  before  this  Subcommittee. 
Through  the  cooperative  efforts  of  Collins  and  Southwestern  Bell,  this  system 
was  placed  in  operation  in  May  1974.  Attachhment  H  is  a  letter  from  Mr. 
Huntley  to  Southwestern  Bell  which  states,  in  part  "...  I  want  to  comment  on 
the  outstanding  cooperation  and  skill  with  which  the  telephone  company 
(Southwestern  Bell)  .  .  .  conducted  and  completed  this  job  on  schedule  .  .  . 
this  entire  program  has  been  an  outstanding  example  of  a  cooperative  develop- 
ment/installation effort  by  the  Bell  System  operating  company  and  a  corporate 
customer." 

In  response  to  a  question  from  the  Subcommittee  Staff  concerning  the  quality 
or  condition  of  Bell  System  provided  trunks,  Mr.  Huntley  testified  that  when 
the  Collins  ACD  system  was  installed  in  Houston  (^Nlay  1974,  approximately 
209'o  of  the  trunks  were  bad  (Tr.  1347).  Southwestern  Bell  records  refute  this 
statement  and  indicate  an  initial  trouble  rate  of  about  3%.  Further,  a  review 
of  trouble  reports  for  the  month  of  June  1974  reveals  an  average  trouble  rate 
of  less  than  1%. 

Delta  Airlines,  in  June  1973,  issued  system  specifications  to  interested  parties 
for  a  250  position  electronic  ACD  to  replace  their  existing  Bell  3A  system  in 
New  York  City.  New  York  Telephone  Company  decided  that  the  proposed  No.  1 
ESS  ACD  would  not  be  availalile  in  time  to  meet  this  customer's  installation 
date  requirements.  After  assessing  all  available  systems  furnished  by  "Western 
Electric  and  the  general  trade  New  York  Telephone  decided  to  bid  for  the 
Delta  system  and  buy  a  Collins  Galaxy  ACD  system  to  provide  the  service  on 
a  lease  basis.  New  York  Telephone's  proposal  was  accepted  and  installation  is 
scheduled  for  June  1975. 

The  history  of  Bell  System  call  distributing  equipment  development,  coupled 
with  these  details  involving  two  customers  who  had  special  service  require- 
ments outside  the  board  market  requirements  of  business  customers,  demon- 
strates that  the  Bell  System  has  provided  and  continues  to  plan  for  the  spe- 
cialized communications  requirements  of  its  customers.  "When  the  course  of 
development  does  not  coincide  with  unique  systems  or  time  requirements  of  a 
customer,  the  Bell  System  has  used  equipment  from  the  general  trade  to 
meet  such  requirements. 

Call  Restricting  Equipment 

The  testimony  of  Mr.  R.  L.  Feiner,  President.  Phonetele,  Inc.,  alleged  that 
without  competition,  there  would  be  no  effective  call  restricting  equipment 
available  to  the  public  (Statement,  p.  10).  and  that  telephone  companies  pro- 
vided call  restricting  equipment  only  upon  a  customer's  demand   (Tr.  1476). 

The  Bell  System  hns  offered  several  call  controlling  options,  including  sta- 
tion restriction,  call  restriction  equipment  (many  purchased  from  the  general 
trade)  and  identified  toll  billing.  Attachment  I  lists  the  various  types  of  call 
restricting  services  available  from  a  representative  group  of  Bell  System  com- 
panies. Typically,  these  are  desired  by  customers  with  PBX  or  Centrex  systems. 

"^"e  have  also  considered  the  question  of  call  restriction  for  non- 
PBX/Centrex  subscribers  (mainly  small  key  system  users  with  up  to  10  lines), 
however,  this  has  not  been  an  active  market.  Most  of  the  small  business  mar- 
ket is  less  than  5  lines  (84%  of  the  customers  are  4  lines  or  less)  and  the 
need  for  such  services  today  relative  to  the  cost  to  provide  them  does  not  ap- 
pear to  exist  in  any  quantity.  Moreover,  the  Bell  System  can  provide  billing 
arrangements  that  identify  usage  on  a  per  line  basis  which  u.sually  meets  the 
needs  of  most  of  these  customers. 

Historically  the  Bell  System  has  encouraged  the  widest  use  of  local  and  toll 
networks,    and   has   introduced   new   technology    and   cost   saving   rate   plans 
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( DDD,  off-peak  hour  pricing.  WATS,  foreign  exchange  lines,  etc. )  .so  tliat  users 
could  make  the  most  effective  use  of  Bell's  communications  services.  Call  re- 
striction is  only  one  facet  of  telecommunications  planning  for  efficient  use  of 
facilities  by  customers  and  is  being  met  in  a  variety  of  ways  to  meet  the  spe- 
cific needs  of  each  customer.  There  is  no  single  design  or  specification  for  call 
restriction  which  can  pratically  and  economically  be  used  in  all  applications. 
The  reasons  for  this  are  the  variations  in  dialing  patterns  throughout  the 
country,  differing  needs  of  customers  and  varying  capabilities  of  central  offices 
(e.ff.,  .step  by  step,  panel.  #1  and  #5  type  cross  bar,  electrone  switching  sys- 
tem and  vintages  of  equipment  within  these  equipment  classifications). 

In  addition,  almost  all  PBX  and  Centrex  customers  have  Bell  sales  person- 
nel and  Business  Service  Advisors  as.signed  to  their  accounts  who  analyze  bill- 
ing statements  and  conduct  traffic  studies  for  customers  to  maximize  system 
utility,  efficiency  and  economy. 

Mr.  Feiner  stated  that  the  installation  of  a  Phone-master  system  in  the  Los 
Angeles  County/USC  Medical  Center  alone  saved  the  County  $30,000  per  month 
(Tr.  1476).  The  facts  are  that  the  installation  of  the  Thonemaster  and  the  in- 
stallation of  76  Foreign  Exchange  circuits  by  Pacific  Telephone  contributed  to 
the  savings  realized  by  the  Medical  Center.  "This  installation  was  part  of  an 
overall  plan  that  started  in  1969  when  Pacific  Telephone  began  the  implemen- 
tation of  a  regional  Centrex  concept  for  Los  Angeles  County.  Phase  I  sched- 
uled Centrex  service  for  the  Los  Angeles  Civic  Center  in  June  1973.  Phase  II 
.scheduled  the  Los  Angeles  County  USC  Medical  Center  to  be  converted  to  Cen- 
trex in  .June  1974.  Both  installations  feature  Bell  System  call  restriction  serv- 
ice, utilizing  foreign  exchange  lines  and  economic  route  selection.  The  Phone- 
master  equipment  (which  Mr.  Feiner  referred  to  in  his  statement  of  June  25, 
1974)  was  removed  by  the  Medical  Center  in  May  1974,  on  completion  of  the 
long  planned  for  installation  of  Bell  System  Centrex  service. 

Mr.  Feiner  also  stated  that  Pacific  Telephone  has  not  taken  any  steps  to 
provide  call  restriction  to  the  County  or  the  Medical  Center  (Tr.  1477).  This  is 
incorrect,  for  the  reasons  described  above.  The  fact  is  that  Bell  System  call  re- 
striction equipment  has  been  installed  at  16  L.A.  County  locations  since  June 
1968  (a  list  of  the  L.A.  locations  is  set  forth  in  Attachment  J). 

Mr.  Feiner  also  alleged  that  the  Bell  System  prevented  Phonetele  from  mar- 
keting equipment  and  doing  business  outside  the  State  of  California  for  a  pe- 
riod of  four  years  (Tr.  1482,  1491,  1493,  1494).  Again,  Mr.  Feiner's  allegation 
is  not  supported  by  the  facts.  From  the  onset  of  Phonetele's  introduction  of 
the  Phouemaster  in  November  1970,  the  Bell  System  has  cooperated  in  the  de- 
velopment of  connecting  arrangements  to  properly  interface  the  Phouemaster 
with  the  telephone  network. 

In  November  1970,  Mr.  Feiner  contacted  AT&T  to  arrange  for  development 
of  a  connecting  arrangement  for  Phonetele's  "Phouemaster"  call  restrictor.  In 
February  1971,  a  Bell  Laboratories  exploratory  design  was  submitted  to  Pacific 
Telephone.  This  design  was  developed  into  a  connecting  arrangement,  desig- 
nated ZZAGM,  which  Pacific  Telephone  offered  in  April  1971.  Analysis  of  the 
early  design  ZZAGM  by  AT&T  indicated  that  serious  problems  involving  sig- 
nificant service  degradation  could  result  when  applied  to  two  way  PBX  trunks. 
Pacific  Telephone  was  so  advised  and  Bell  Laboratories  was  requested  to  pro- 
vide a  new  design  overcoming  the  apparent  shortcomings  of  the  first  explora- 
tory design. 

The  unique  Phouemaster  call  restriction  function  involves  a  significant 
departure  from  previous  terminal  type  interconnection  in  that  the  circuit  to 
the  central  office  must  be  "opened"  during  the  restriction  interval.  The  connect- 
ing arrangement  in  effect  is  interposed  in  tht  trunk  line  in  order  to  allow  the 
customer  provided  call  restrictors  to  function  the  way  they  were  designed.  It 
was  apparent  that  significant  service  degradation  could  result  if  the  connect- 
ing arrangement  did  not  include  adequate  safeguards  against  these  problems: 

1.  Network  ])lockage  due  to  incoming  calls  ringing  into  the  open  circuit  dur- 
ing the  restricting  interval. 

2.  Simultaneous  seizure  of  a  trunk  by  a  PBX  station  and  an  incoming  call 
thus  leading  to  potential  false  charging  condition. 

3.  Malfunction  of  the  customer  equipment,  which  could  put  some  or  all  the 
trunks  out  of  service.  This  would  be  particularly  serious  on  a  busy  PBX  and 
lead  to  considerable  customer  adverse  reaction. 

Therefore  new  specifications  were  established,  and  the  design  and  manufac- 
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ture  were  undertaken.  In  October  1972  a  Bell  System  standard  connecting  ar- 
rangement, CTD,  was  introduced.  The  CTD  provided  for  toll  diversion  in  a 
manner  standardized  for  similar  service  provided  I'.v  the  Bell  System. 

Plionetele,  after  review  of  the  CTD  connecting  arrangement  design, 
claimed  that  it  did  not  meet  their  needs  since  it  did  not  accommodate  their 
special  requirements.  These  "special  requirements"  involved  the  transmission 
of  a  distinctive  call  restricting  tone,  viz.,  the  first  four  notes  of  Beethoven's 
Fifty  Symphony  (da-da-da-dnm),  generated  within  their  equipment.  The  tone 
supplied  by  the  CTD  is  a  standard  PBX  busy  tone  which  has  been  used  for 
many  years  in  the  telephone  industry. 

Mr.  Feiner  officially  notified  AT&T  in  January  1973  of  his  rejection  of  the 
CTD,  because  of  the  special  tone  requirement  and  also  because  he  wanted  a 
connecting  arrangement  for  Key  Telephone  System.  Further  negotiation  with 
him  in  1973  resulted  in  the  provision  of  another  PBX  connecting  arrangement 
specifically  designed  at  AT&T  for  the  Phonetele  equipment.  AT&T  also  pro- 
vided an  interconnecting  arrangement  for  key  systems  specifically  to  work 
with  his  system,  in  October  1973.  Thus,  four  connecting  arrangements,  spe- 
cially designed  for  call  restricting  equipment,  were  made  available  to  Mr.  Fei- 
ner during  the  period  November  1970  to  December  1973. 

Mr.  Feiner,  in  testimony  before  this  Subcommittee,  has  conceded  that  "the 
concern  the  telephone  utilities  have  about  network  harm  is  a  valid  one"  (Tr. 
1482).  He  feels,  however,  that  a  properly  constituted  certification  program 
would  enable  equipment  to  be  attached  to  the  network.  The  certification  issue, 
which  is  tremendously  complex,  is  discussed  in  detail  later  in  my  statement. 

The  Bell  System  will  continue  to  cooperate  with  manufacturers  (as  we  did 
with  Mr.  Feiner)  to  develop  appropriate  connecting  arrangements  now  offered 
by  the  Bell  System. 

In  summary,  some  thirty  years  before  the  Carterfoue  decision  the  Bell  Sys- 
tem offered  a  line  of  basic  services  and  supplemental  features  to  business  mar- 
ket customers  in  terms  of  Key  telephone,  PBXs,  call  distribution,  call  control- 
ling and  call  restriction  equipment.  Innovation  by  the  Bell  System  prior  to  and 
since  the  Carterfone  decision  has  occurred  and  has  resulted  in  the 
improvement  of  existing  service  offerings  and  the  reduction  of  costs. 

The  Bell  System,  not  the  interconnect  industry,  has  provided  the  fiuidamen- 
tal  research  and  development  effort  that  has  culminated  in  the  innovations 
which  comprise  the  vast  majority  of  the  basic  building  blocks  of  modern  user 
premises  equipment.  So  far  as  we  know,  the  interconnect  industry  has  largely 
been   engaged  in   reconfiguring  or   repackaging  those  building  blocks. 

The  Bell  System's  research  and  development  efforts  have  resulted  in  numer- 
ous significant  inventions  of  benefit  to  people  throughout  the  world.  Tlio  Bell 
System  holds  a  significant  patent  position  in  many  areas  of  modern  customer 
premises  equipment,  such  as  key  telephone  systems,  data  sets,  PBXs,  multi-fre- 
quency signaling  and  repertory  dialers.  The  benefits  of  these  patented  inven- 
tions are  available  to  interconnect  firms  and  to  all  others  through  nondiscrimi- 
natory Bell  System  licenses. 

Much  more  is  involved  in  new  product  development  within  the  Bell  System 
than  the  scientific  research  that  goes  into  producing  products  and  gaining  pat- 
ent rights.  A  fundamental  unity  exists  among  communications  terminals,  trans- 
mission and  switching  equipment.  This  requires  an  extensive  amount  of  coordi- 
nation in  order  to  develop  an  effective  overall  plan  and  arrive  at  the  best  long 
term  cost-benefit  decisions  for  the  total  system. 9 

Planning  and  coordinating  the  system  of  the  future  requires  expertise.  Such 
expertise  involves  estimates  of  when  and  where  new  services  will  be  needed ; 
forecasts  of  the  frequency,  length  and  direction  of  calls ;  and  growth  potential 
forecasts  of  uses  of  relatively  new  services.  It  is  essential  that  there  be  coordi- 
nation of  design  and  manufacturing  so  that  each  new  element  of  the  system 
will  function  smoothly  with  existing  and  planned  components.  Within  this 
framework,  we  believe  Bell  System  innovations  in  the  terminal  equipment  mar- 
ket lias  provided  a  wide  variety  of  products  and  services  to  meet  business  cus- 
tomer needs. 

B.  The  Bell  System's  Sales  Practices  are  not  Antico)iipetitii'e 

The  Subcommittee  heard  testimony  from  several  witnesses  who  alleged  the 
Bell  System  had  engaged  in  certain  anticompetitive  acts.  A  number  of  letters 


'  Hearings,  p.  1430,  prepared  statement  of  Dr.  J.  A.  Baird,  Vice  President,  Engineering, 
AT&T. 
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and  affidavits  containing  similar  allegations  were  also  introduced  into  the  rec- 
ord. As  pointed  out  previously,  the  Bell  System  does  not  condone  anticompeti- 
tive behavior  as  a  matter  of  policy  or  on  the  part  of  its  employees.  It  has  ex- 
pended great  efforts  to  assure  that  the  behavior  of  Bell  System  employees  is 
fully  in  keeping  with  the  spirit  and  letter  of  the  law.  We  are  very  concerned 
with  allegations  of  this  nature  and  have  investigated  each  allegation.  In  re- 
viewing some  of  the  material  placed  in  the  record  we  found  it  difficult  to  dis- 
tingiiish  between  allegations  and  innuendos  and  between  hearsay  and  fact.  The 
uuiterial  included  such  things  as  philosophical  dissertations  on  how  to  best 
provide  telephone  service  to  the  nation;  unsigned  documents  which  purported 
to  be  affidavits,  a  number  of  which  were  three  to  four  years  old ;  and  docu- 
ments which  misrepresented  facts  and  issues  that  had  been  considered  by  regu- 
latory agencies  or  by  courts.  However,  we  have  attempted  to  develop  the  facts 
surrounding  each  case. 

For  purposes  of  responding  to  the  allegations,  divided  them  as  between  (1) 
those  made  by  witnesses  appearing  before  the  Subcommittee  and  (2)  those 
made  or  implied  in  letters  and  other  documents  introduced  into  the  record  by 
the  Subcommittee  Staff.  I  will  address  some  of  these  allegations  in  this  state- 
ment and  responses  to  the  remainder  are  set  forth  in  Attachments  U  and  W  to 
this  statement. 

1.  Witnesses  tvho  appeared  before  the  Subcommittee. — Of  the  witnesses  ap- 
pearing before  the  Subcommittee,  Mrs.  Julie  Ashorn  of  Knox  Travel,  Mr.  Wolf- 
gang Thrun  Chevrolet,  Mr.  James  Massick  of  Truckweld,  Mr.  Theodore  Graver 
of  Litton  and  Mr.  Ronald  Fox  of  TPI  alleged  certain  anticompetitive  sales 
practices  on  the  part  of  the  Bell  System  and  its  employees.  Each  of  the  wit- 
nesses I  mentioned  has  stated  or  implied  that  the  Bell  System  utilized  its  posi- 
tion as  a  purchaser  of  goods  and  services  to  gain  competitive  advantage  or  in 
some  cases  as  a  punitive  measure  against  those  who  purchased  interconnect 
systems.  Their  allegations  are  addressed  below. 

"  Knox  Travel — Mrs.  Ashorn  testified  that  in  March  1974  a  Southwestern  Bell 
employee  advised  her  to  book  borrowed  employees  on  airlines  other  than  Conti- 
nental whenever  possible  because  Continental  had  installed  non-Bell  equipment. 
My  investigation  revealed  that  Mrs.  Ashorn  was  given  that  information  by  an 
employee  acting  solely  on  his  own.  Southwestern  Bell  has  indicated,  however, 
that  during  the  first  'five  months  of  1974  they  have  spent  $75,000  with  Conti- 
nental Airlines.  Approximately  $49,000  of  this  amount  has  been  booked  with 
Knox's  International  Tours,  of  which  $40,000  has  been  booked  since  March  1, 
1974 — al)Out  the  time  Southwestern  Bell's  employee,  acting  on  his  own,  made 
his  comment  to  Mrs.  Ashorn.  Mr.  Huntley,  responding  to  a  question  from  Sena- 
tor Hart  regarding  this  incident  stated :  "I  do  not  believe  that  to  be  the  policy 
of  Southwestern  Bell  I  think  that  was  perhaps  an  unfortunate  statement  made 
by  a  low  level  supervisor."    (Tr.  1.334.)   Mr.  Huntley's  analysis  was  correct. 

Thrun  Chevrolet — Mr.  Thrun  stated  that  his  managers  were  informed  by 
Northwestern  Bell  employees  that  they  were  told  by  the  Telephone  Company 
Credit  Union  (which  is  not  affiliated  with  the  Company)  to  buy  cars  from 
dealers  who  had  Northwestern  equipment.  My  investigation  revealed  that  a 
Thrun  salesman  called  the  Credit  Union  early  in  1974  requesting  the  Credit 
Union  to  direct  its  members  to  trade  with  Thrun  Chevrolet.  He  was  advised 
that  it  was  not  the  policy  of  the  Credit  Union  to  recommend  specific  dealers. 
IMy  investigation  does  not  support  Mr.  Thrun's  allegations. 

Trtwkweld — Mr.  Massick  of  Truckweld  stated  that  Pacific  Northwest  Bell 
stopped  purchasing  new  equipment  from  him  or  utilizing  his  shop  for  repairs. 
He  cited  a  remark  allegedly  made  by  a  lineman  of  Pacific  Northwest  Bell  to 
the  effect  tliat  Pacific  Norihwest  Bell  was  removing  a  piece  of  equipment 
under  repair  because  Truckweld  had  purchased  non-Bell  equipment. 

There  has  been  no  change  in  Pacific  Northwest  Bell's  business  relationship 
with  Truckweld.  Truckweld  is  considered  a  source  of  products  and  services 
when  those  products  and  services  meet  the  needs  of  Pacific  Northwest  Bell  and 
are  comparably  priced  with  other  suppliers.  As  Mr.  Massick  has  pointed  out, 
Pacific  Northwest  Bell's  transactions  with  Truckweld  have  fallen  off  since 
1970,  hut  several  factors  have  contributed  to  this.  Since  the  Boeing  Aircraft 
Company  downturn  in  1971  and  due  to  other  business  factors,  Pacific  North- 
west Bell  has  cut  back  generally  on  expenditures.  In  addition,  in  1973  Truck- 
weld lost  three  separate  franchises  for  items  normally  utilized  by  Pacific 
Northwest  Bell   (Champion  Rodders,  Hobe-Davis  and  Utility  Body  and  Equip- 
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ment).  We  feel  that  Mr.  Massick's  concern  over  Pacific  Northwest  Bell's  pur- 
chasing policy  is  based  on  tliyi  unfortunate  remarlc  allegedly  made  by  Pacific 
Northwest  Bell  nonmanagement  lineman,  which  remark  does  not  represent 
company  policy. 

Litton — Mr.  Graver  has  placed  in  the  record  several  allegations  of  reciproc- 
ity. In  one  case,  Mr.  Graver's  own  exhibits  refute  the  allegation.  Exhibit  C-3 
to  Mr.  Graver's  testimony  consists  of  a  letter  from  a  Litton  representative  to 
the  President  of  International  Harverster  implying  that  International  might  be 
afraid  to  buy  his  product  because  it  might  hurt  their  sales  to  the  Telephone 
Gompany.  His  Exhibit  G-2  is  a  letter  from  a  Vice  President  of  International 
Harvester  to  the  Litton  representative  stating  clearly  that  International  Har- 
vester "investigaes  all  alternatives  without  regard  to  the  potential  use  of 
their  product  by  suppliers."  Litton's  Exhibit  C-1  is  an  intra  Company  Litton 
memo  in  which  the  Litton  representative,  in  spite  of  the  clear  statement  of 
policy  by  a  Vice  President  of  International  Harvester,  chooses  to  advise  that 
International  Harvester  is  afraid  to  purchase  from  other  than  the  Bell  Sys- 
tem. Mr.  Graver's  exhibits  do  not  support  his  charge. 

Mr.  Graver  has  placed  in  the  record  (his  Exhibit  A)  a  letter  dated  July  3, 
1973  from  John  W.  Angus,  Vice  President  of  Thomas  E.  Wood,  Inc.  to  a  Litton 
representative  stating  that  Gincinnati  Bell  has  advised  Thomas  Klinedinst, 
President  of  Thomas  E.  Wood  Insurance  Go.,  that  a  change  in  telephone  serv- 
ice suppliers  would  have  a  detrimental  effect  on  their  business  relationship. 
Attachment  L  to  my  statement  contains  an  affidavit  of  Mr.  Klinedinst,  stating 
tthat  none  of  the  representations  made  in  Mr.  Angus'  letter  with  respect  to  con- 
versations with  Gincinnati  Bell  are  true. 

In  addition  to  the  allegation  of  reciprocal  purchasing  practices  described 
above,  Mr.  Thrun  also  alleged  that  Northwestern  Bell  offered  him  price  reduc- 
tions and  assignment  of  a  special  repairman  if  he  stayed  with  Northwestern 
Bell.  Mr.  Thrun  stated  that  Northwestern  Bell  offered  to  install  the  Sound, 
Inc.  system  for  $12  per  month  less  than  the  price  in  the  Sound,  Inc.  proposal. 
My  investigation  found  no  basis  for  those  allegations.  The  Northwestern  Bell 
representative  did  offer  Mr.  Thrun  the  option  of  paying  the  installation 
charges  over  a  12  month  period — an  option  available  to  other  customers. 

My  responses  to  other  allegations  made  by  Mrs.  Ashorn,  Messrs.  Thrun,  Mas- 
sick  and  Graver  are  included  in  Attachment  M. 

TPI  Inc. — I  would  now  like  to  address  my  remarks  to  the  statement,  testi- 
mony and  Exhibits  submitted  by  Mr.  Ronald  B.  Fox,  of  TPI,  Inc. 

Mr.  Fox  states  in  his  opening  remarks  that  he  resigned  from  Michigan  Bell 
in  February  1971,  after  becoming  disillusioned  with  the  anticompetitive  tactics 
being  used  daily  and  the  prevailing  atmosphere  of  paranoia  relative  to  inter- 
connection. Attachment  N  of  my  statement  is  a  copy  of  Mr.  Fox's  letter  of  res- 
ignation, which  contains  unsolicited  comments  on  his  career  with  Michigan 
Bell.  The  letter  states  in  part :  ".  .  .  It  has  been  my  pleasure  ...  to  work 
under  the  supervision  of  highly  qualified  and  competent  people  who  have 
barred  no  hold  to  contribute  to  and  assist  in  my  progress  in  the  business  and 
development  as  an  individual." 

Mr.  Fox's  charges  of  anticompetitive  tactics  on  the  part  of  Michigan  Bell 
are  not  supported  by  my  investigation.  For  example,  Mr.  Fox  alleges  that 
Michigan  threatened  several  charitable  organizations  with  the  discontinuance 
of  grants  if  they  used  private  equipment.  He  mentions  the  specific  cases  of 
Calvin  College,  Albion  College  and  the  Battle  Creek  "Y."  He  alleged  that  Mich- 
igan Bell  asked  for  their  grant  back  after  the  "Y"  bought  an  interconnect  sys- 
tem. My  attachment  O  includes : 

A.  A  record  from  1958  to  1974  of  INIichigan  Bell's  contributions  to  member 
schools  of  the  Michigan  Colleges  Foundation  (which  includes  Calvin  and  Al- 
bion). A  similar  list,  sworn  to  by  Mr.  William  E.  Ebben,  Vice  President.  Michi- 
gan Bell  Telephone  Company,  is  set  forth  in  my  Attachment  T,  Exlnbit  33. 
This  shows  that  Michigan  Bell's  contributions  have  been  made  consistently 
through  the  years  without  regard  to  ownership  of  telephone  equipment. 

B.  A  signed  afiidavit  from  the  Director  of  the  Battle  Creek  "Y"  which  states 
that  Michigan  Bell  continued  its  grant  program  in  the  amount  of  $()000  after 
the  "Y"  purchased  TPI  equipment. 

My  investigation  was  not  the  only  one  which  discredited  Mr.  Fox's  allega- 
tions before  this  Subcommittee.  Attachment  P  contains  an  article  from  the  De- 
troit Free  Press  of  June  26,  1974.  The  newspaper  made  its  own  investigation 
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and  found  at  least  three  of  Mr.   Fox's  allegations,  including  the  one  about 
Calvin  College,  to  be  incorrect. 

In  the  case  of  Calvin  College,  Mr.  Fox  submits  a  chronology  of  events  that 
is  both  misleading  and  distorted : 

He  alleges  that  Michigan  Bell  offered  to  furnish  a  Centrex  system  at  a  rate 
of  return  below  desired  levels  and  below  that  provided  by  tariff.  The  facts  are 
that  Michigan  Bell  offered  to  provide  Centrex  at  its  tariff  rates — the  only  rates 
it  is  authorized  by  law  to  charge. 

Mr.  Fox  accused  Michigan  Bell  of  refusing  to  provide  rates  for  the  inter- 
connection of  a  privately  owned  Centrex.  The  facts  are  that  the  specific  re- 
quest for  Centrex  interconnection  was  made  September  21,  1972 — 2^2  years 
after  Mr.  Fox  claimed  it  was  made  and  the  rates  were  provided  March  27, 
1973.  To  date,  Mr.  Fox  has  not  placed  an  order  for  service  under  these  rates. 

Mr.  Fox  claimed  Michigan  Bell  refused  to  sell  cable  for  less  than  700%  of 
the  retail  price.  That  claim  is  erroneous.  The  facts  are  that  Michigan  Bell  ha* 
sold  over  $99,000  of  cable  to  others,  including  $6,000  worth  to  TPI.  The  price 
of  such  cable  is  based  on  reconstructed  cost  new  less  physical  and  functional 
depreciation — which  generally  represents  the  current  costs  of  installed  cable. 

Mr.  Fox  states  that  Michigan  Bell  uses  the  "termination  charge"  in  a  dis- 
criminatory manner,  citing  an  alleged  waiver  of  the  charge  in  the  case  of 
Mansco  Supply  if  the  customer  stayed  with  Bell.  The  customer  decided  to  stay 
with  Bell,  and  was  properly  billed  and  subsequently  paid  the  appropriate  ter- 
mination charges  of  $632..55. 

Mr.  Fox  accuses  Michigan  Bell  of  "Unhooking"  i°  in  the  case  of  Van  Ess 
Construction  by  threatening  the  customer  vrith  loss  of  Bell's  business.  Attach- 
ment Q  to  my  statement  is  an  aflBdavit  of  Mr.  Russell  Kniff,  Treasurer  of  Van 
Ess  Company  stating,  "The  reason  for  cancelling  my  contract  with  TPI  Sys- 
tems was  solely  my  own  decision.  It  was  based  on  observations  and  some  con- 
jecture on  my  part  of  current  and  future  possible  maintenance  problems.  In  no 
way  was  T  intimidated,  coerced  or  threatened  the  loss  of  contracts  from 
Michigan  Bell  Telephone  Company  by  their  representatives." 

Mr.  Fox  alleges  that  Mighican  Bell  caused  TPI  to  lose  a  $140,000  sale  to 
Ti'estdale  Realty  by  actively  pursuing  the  case  after  TPI  has  signed  contract 
with  the  customer.  Attachment  R  is  an  affidavit  signed  by  Leonard  L.  West- 
dale,  President  of  the  "Westdale  Company,  which  states  that  there  never  was  a 
contract  between  his  firm  and  TPI  and  that  Michigan  Bell's  presence  in  the 
negotiations  was  due  solely  to  his  request. 

Following  publication  of  Mr.  Fox's  testimony  in  a  local  newspaper,  Mr. 
Orson  E.  Coe,  President  of  Orson  E.  Coe  Pontiac,  Inc.,  sent  Michigan  Bell  let- 
ter refuting  Mr.  Fox's  statement  that  Michigan  Bell  employees  were  urged  to 
boycott  Mr.  Coe's  firm.  Attachment  S  is  a  copy  of  Mr.  Coe's  letter. 

Further  evidence  of  the  fact  that  Mr.  Fox's  allegations  were  incorrect  and 
misleading  is  set  forth  in  Attachment  T.  This  attachment  is  a  7-page  rebuttal 
of  Mr.  Fox's  allegations  and  has  been  attested  to  by  Mr.  William  E.  Ebben,  a 
Vice  President  of  Michigan  Bell  Telephone  Company. 

2.  Material  placed  in  the  record. — In  investigating  allegations  made  and  im- 
plied in  the  letters  and  documents  placed  in  the  record  by  the  Subcommittee 
Staff,  we  have  separated  them  into  two  categories — specific  allegations  of  anti- 
competitive behavior  and  general  allegations  questioning  policies  of  the  Bell 
System. 

Specific  Allegations 

Those  specific  allegations  of  anticompetitive  behavior  which  could  be  identi- 
fied were  classified  under  tiie  following  categories:  Reciprocity;  harassment; 
unhooking ;  discrimination ;  misrepresentation  ;  premature  announcement :  and 
disparagement. 

I  have  investigated  all  of  these  allegations  and  my  response  to  each  is  set 
forth  in  Attachment  U.  In  this  section  of  my  statement  I  have  selected  a  few 
examples  to  give  the  Subcommittee  an  overall  view  of  our  findings. 

Reciprocity — In  the  category  of  reciprocity.  Internal  Medical  Clinic  submit- 
ted a  letter  stating  that  a  Northwestern  Bell  employee  wrote  a  note  on  a  per- 
sonal bill  she  had  received  from  Internal  Medical  Clinic.  The  note  on  the  bill, 
which  was  entered  into  the  record  stated : 


^o  Inducing  breach  of  contract. 
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"I'm  paying  this  bill  against  my  better  judgment.  To  have  an  03  code  jump 
h-om  $10  to  $25  is  ridiculous,  plus  what  you  did  to  the  Company  I  work  for,  I 
did  not  like." 

Northwestern  Bell  contacted  the  employee,  Irene  Barrett,  on  June  28,  1974 
and  asked  her  about  the  note.  Her  statement  was  as  follows  : 

"I  went  to  the  Internal  Medical  clinic  for  a  physical.  This  was  on  my  own 
and  had  nothing  to  do  with  the  Telephone  Company.  Internal  Medical  Clinic 
sent  the  result  of  my  physical  to  the  Telephone  Company  and  tried  to  charge 
the  Telephone  Company  $15  for  the  information.  This  made  me  mad  and  I 
wrote  the  note  to  tell  them  so. 

"I  was  upset  with  the  way  I  was  treated  at  the  clinic  and  wrote  them  the 
note.  I  did  not  know  the  clinic  had  changed  telephone  systems  until  June  28, 
1974,  when  I  was  told  of  the  change." 

As  is  evident  from  this  statement,  there  was  no  relationship  between  the 
note  and  the  fact  that  Internal  Medical  Clinic  purchased  non-Bell  equipment. 

In  another  case,  Scautub  Insurance  Co.  of  Schenectady,  New  York  submitted 
a  letter  alleging  that  a  list  of  interconnect  customers  was  being  circulated  in 
New  York  Telephone  Company  and  as  a  result  a  Bell  System  employee  pur- 
chased insurance  from  another  company.  An  investigation  of  the  matter  by  the 
New  York  Telephone  Company  revealed  that  the  company  has  issued  no  such 
list  and  that  the  employee  named  in  the  Scautub  letter  had  experienced  diflS- 
culty  with  Scautub's  claim  service.  The  employee's  decision  to  purchase  insur- 
ance elsewhere  was  based  solely  on  his  personal  preference. 

Some  of  the  allegations  made  in  letters  placed  in  the  record  lacked  the  spe- 
cifics required  to  investigate  them  thoroughly.  For  instance,  Telerent  Leasing 
Corporation  alleged  that  Helmhold  Motor  Company  in  Raleigh,  North  Carolina 
was  receiving  calls  from  "Southern  Bell  employees*'  who  reminded  the  cus- 
tomer that  60  trucks  had  been  purchased  the  previous  year.  Southern  Bell  has 
no  knowledge  of  such  calls,  The  lack  of  specifics  limits  the  degree  to  which  we 
can  investigate  this  type  allegation.^  The  Bell  System  is  opposed  as  a  matter  of 
policy  to  reciprocity  in  any  form.^- 

Haraxxment — The  next  category  I  would  like  to  discuss  is  Harassment.  Pri- 
vate Telecommunications,  Inc.  alleged  that  a  wrong  number  was  assigned  to 
Paratone,  Inc.,  Countryside,  Illinois,  to  harass  the  company  after  it  purchased 
competitive  equipment.  Investigation  reveals  a  clerical  error  was  made  when 
the  number  was  assigned  and  Illinois  Bell  reimbursed  the  customer  $1,019.74 
for  stationery  that  was  printed  in  the  interim  with  the  wrong  number  appear- 
ing on  it. 

In  another  case.  Western  Machinery  of  Phoenix,  Arizona  indicated  in  a  let- 
ter to  Areata  Communications  that  their  long  distance  bill  was  "mixed  up"  to 
such  a  degree  that  it  was  difficult  to  interpret  and  questioned  whether  this 
was  done  intentionally  because  they  had  interconnect  equipment  from  other 
suppliers.  Mountain  Bell  has  investigated  this  case  and  found  that  a  customer 
record  and  billing  conversion  was  taking  place  at  the  time  and  some  billing 
problems  were  generated  as  a  result  of  the  cutover  to  the  new  system.  Cer- 
tainly, tliere  was  no  attempt  to  present  the  customer  with  an  erroneous  bill. 

TJnhoolhig — In  the  "unhooking"  category.  Gulf  States  Telephone  Company, 
Inc.  alleged  that  Southern  Bell  attempted  to  persuade  Thrifty  Traveler,  Inc.  to 
break  a  contract  for  the  installation  of  an  interconnect  system.  Southern  Bell's 
records  indicate  that,  in  fact,  the  customer  had  signed  a  conract  with  South- 
ern Bell  for  a  new  system  prior  to  the  date  of  the  contract  obtained  by  Gulf 
States.  There  was  no  attempt  by  Southern  Bell  to  have  the  customer  break  the 
contract  with  Gulf  States.  If  anyone  was  guilty  of  "unhooking",  it  was  Gulf 
States. 

In  anotlier  "unhooking"  allegation,  Private  Telecommunications.  Inc.  stated 
that  Illinois  Bell  made  a  counter  proposal  to  Baclii,  Inc.  Itasca,  Illinois,  after 
a  contract  with  Private  Telecommunications,  Inc.  had  been  signed.  In  this  case 
Bachi  specifically  asked  for  Illinois  Bell's  proposal.  Attachment  V  contains  a 


'1  What  Is  clear,  however,  is  that  this  anrl  many  other  allegations  were  not  verified 
before  being  placed  in  the  record  of  these  hearings. 

"John  D.  deBntts,  Chairman  of  the  Board  of  AT&T,  has  stated  to  the  presidents  of 
eacli  of  the  operating  companies,  that  ".  ,  .  reciproeit.v  will  not  be  tolerated  in  th.e  Bell 
s.vstem."  Bell  System  Antitrust  Review  Seminar,  Administrator's  Guide,  Tab  21,  p.  13 
(February,  1974). 
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letter  from  Bachi  to  Illinois  Bell  releasing  it  from  any  liability  in  this  matter. 

Discrimination— In  the  category  of  "Discrimination"',  Gulf  Corporation  of 
Panama  Citv,  Florida  claimed  that  it  was  denied  a  3  line  rotary  gi-oup  on 
their  interconnect  system.  Further,  it  claimed  that  a  "Bell  representative" 
called  and  offered  a  3  line  rotary  group  if  the  customer  would  buy  Bell  equip- 
ment. Southern  Bell's  investigation  established  that  at  the  time  the  initial  re- 
quest was  made  only  2  line  rotary  groups  were  available.  However,  a  3  line  ro- 
tary sjroup  was  furiiiished  as  soon  as  it  was  available.  No  reference  to  tlie  use 
of  Bell  equipment  was  made  when  the  customer  was  so  notified. 

Telecommunications  System's  discrimination  allegation  regarding  the  refusal 
of  TOUCH-TONE  service  to  John  Hancock  Life  Insurance  Co.  in  Nashville, 
Tennessee  is  another  example  of  an  erroneous  charge.  TOUCH-TONE  service 
was  not  available  in  the  customer's  central  office  at  the  time  it  was  requested. 
This  customer,  as  well  as  other  customers  desiring  TOUCH-TONE  service,  was 
placed  on  a  waiting  list  and  given  the  TOUCH-TONE  service  when  it  became 
available. 

Misrepresentation — Under  the  "Misrepresentation"  category,  Eastern  Tele- 
phonics,  Inc.  alleged  that  a  cash  flow  comparison  of  their  proposed  system  and 
a  New  York  Telephone  Company  proposal  for  Michael  Rosenthal  and  Company, 
New  Rochelle,  New  York,  was  erroneously  prepared  so  as  to  mislead  the  cus- 
tomer. New  York  Telephone's  analysis  of  the  cash  flow  did  uncover  some  er- 
rors (installation  charges  were  understated  by  $110).  The  analysis  also 
uncovered  errors  that  Eastern  Telephonies  had  made  in  their  evaluation  of  the 
cash  flow  (installation  charges  were  understated  by  $375).  There  were  two 
cash  flows  submitted,  one  for  the  customer's  existing  location  and  one  for  au 
expanded  operation  at  a  new  location. 

Premature  annouwement — In  the  category  "Premature  Announcement", 
Sound.  Inc.  alleged  that  Northwestern  Bell  gave  literature  and  rates  on  the 
Com-Key  718  system  to  the  firm  of  Diehl,  Clarkson  and  Sizemore,  Iowa  City, 
Iowa,  prior  to  the  filing  of  a  tariff  on  the  system.  Our  investigation  and  con- 
versations with  Mr.  Diehl  indicated  that  Northwestern  Bell  did  not  misrepre- 
sent the  facts  on  the  system.  Though  brochures  were  left  with  the  customer 
and  tentative  rates  discussed,  the  customer  was  told  specifically  that  the  sys- 
tem rates  were  subject  to  a  tariff  filing  with  the  Iowa  Public  Utilities  Commis- 
sion. 

Disparagement — There  were  five  allegations  identified  pertaining  to  the  dis- 
paragement and  our  responses  are  described  in  Attachment  U. 

General  Allegations 

In  reviewing  the  general  allegations  placed  in  the  record,  most  were  third 
party  or  hearsay  in  nature,  we  have  classified  each  allegation  in  one  of  the 
following  categories :  Harm ;  service  quality ;  pricing ;  sale  of  inside  wiring ; 
and  availability  of  connecting  arrangements. 

I  would  like  to  review  some  examples  of  my  responses  to  these  allegations. 

Harm — In  the  area  of  "Harm"',  Essential  Communications,  Inc.,  has  alleged 
that  a  protective  device  (interface)  shoiild  not  be  required  for  customer  pro- 
vided Code-A-Phone  equipment  connected  to  the  Bell  System  network  because 
New  Jersey  Bell  Telephone  Company  provides  the  exact  same  equipment  to 
their  customers  under  a  tariff  filing  without  a  protective  device.  It  is  true  that 
network  protective  devices  are  not  required  if  Code-A-Phone  equipment  is  pro- 
vided by  New  Jersey  Bell  Telephone  Company  under  filed  tariffs,  because  the 
equipment  is  purchased,  installed  and  maintained  by  New  Jersey  Bell.  Protec- 
tion devices  are  required  to  protect  the  network  from,  among  other  reasons, 
the  potential  of  faulty  installation  and  improper  maintenance. 

Service  quality — In  the  area  of  "Service  Quality",  Areata  Communications 
has  alleged  that  American  Hospital  Supply  Co.  of  Bedford,  Massachusetts,  ex- 
perienced "poor"  service,  from  New  England  Telephone  and  Telegraph  because 
they  were  an  interconnect  customer.  The  specific  problems  cited  were  "frequent 
drop  offs  and  poor  transmission".  Investigation  indicated  that  New  England 
Telephone  and  Telegraph  provided  the  same  response  to  the  service  difficulties 
reported  by  American  Hospital  Supply  Co.  as  they  provide  to  any  customer. 
More  significant,  our  records  show  that  Areata  Communications  equipment  was 
improperly  grounded  which  precipitated  the  "drop  off  jiroblem'".  Our  transmis- 
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sion  tests  found  nil  of  our  trunks    (lines)    to  be  within  teclmical  parameters 
with  one  exception  which  was  corrected. 

In  another  case  involving  "Service  Quality",  Business  Communications,  Inc. 
(BCD.  Detroit,  Michigan  has  alleged  gross  inefficiency  and  negligence  by  Mich- 
igan Bell  Telephone  Company  in  performing  service  to  equipment  associated 
with  interconnect  telephone  systems  (four  cases  were  identified.  Condamatic 
Company,  Hovis  Screwlock  Company,  Arkin  Distributing  Company  and  Far 
Eastern  Gospel  Crusade).  Investigation  of  the  complaints  associated  with  each 
of  these  cases  indicates  that  Michigan  Bell  personnel  did  everything  possible  to 
assure  quality  service  to  these  customers.  In  three  of  the  four  cases,  service 
completion  was  delayed  either  by  the  customer  or  by  BCI.  In  the  fourth  case 
the  service  date  was  met. 

Private  Telecommunications,  Inc.  (PriTec),  Chicago,  Illinois,  alleged  that  As- 
sociated Yendoi's,  Maywood,  Illinois  had  experienced  installation  service  prob- 
lems on  two  voice  grade  channels  and  two  signal  grade  channels.  Investigation 
l)y  Illinois  Bell  Telephone  Company  revealed  installation  of  the  requested  serv- 
ice was  indeed  delayed,  because  PriTec  initiated  several  changes  to  the 
-original  service  order. 

Prichiff — In  the  category  of  "Pricing",  Sawyer  Communication  Consultants, 
Inc.,  Portland,  Oregon,  alleged  the  Oregon  Public  Utilities  Commission  recently 
approved  rate  increases  for  Pacific  Northwest  Bell  which  effectively  juggled 
rates  around — a  decrease  here — an  increase  there — which  tended  to  lower  rates 
for  business  equipment  but  raised  rates  for  lines  to  aid  PNB's  competitive  po- 
sition. We  deny  this  allegation.  PNB's  petition  for  change  was  intended  to  ad- 
just rates  for  services  to  more  closely  reflect  the  cost  to  provide  such  services. 
TI  Electronics  (Telephone  Sales,  Installation  and  Service)  Jackson,  Tennes- 
see, alleges  that  South  Central  Bell  Telephone  Company  violated  the  Consent 
Decree  by  offering  to  sell  Trimline  telephones  to  Brookwood  Hospital  in  Bir- 
mingham, Alabama.  The  Trimline  sets  were  offered  for  installation  under  Ala- 
bama General  Subscriber  Services  Tariff,  Section  A14,  which  is  not  in  violation 
6^  the  Consent  Decree.  ^^  The  tariff  provides  a  single  payment  option  charge  of 
$78.00  in  lieu  of  the  $1.32  monthly  charge.  Depending  on  the  circumstances,  a 
customer  may  find  a  single  payment  option  beneficial.  This  option,  which  does 
not  constitute  a  sale,  is  offered  in  other  Bell  companies,  as  well,  allowing  cus- 
tomers an  alternative  to  recurring  monthly  charges. 

Sale  of  inside  wiring — Included  among  statements  pertaining  to  "Sales  of  In- 
side Wiring",  Sound,  Inc.,  Cedar  Rapids,  Iowa,  alleged  that  Chet  Elson  Insur- 
ance Agency  requested  and  never  received  a  quotation  for  purchase  of  inside 
wiring.  Investigation  indicated  that  a  quotation  was  provided  to  Mr.  Elson,  in 
person,  and  to  Sound,  Inc.  by  telephone.  The  Northwestern  Bell  offer  was  re- 
fused and  the  cable  was  removed. 

Gulf  States  Telephone  Company,  Mobile,  Alabama,  alleged  South  Central 
Bell  Telephone  Company  attempted  to  sell  abandoned  house  wiring  to  the  new 
owner  of  the  Trade  Winds  Motel,  Biloxi,  Mississippi.  Investigation  of  the  alle- 
gation revealed  the  house  wiring  in  question  had  not  been  abandoned.  Rather, 
the  premises  in  question  had  been  foreclosed,  and  when  the  new  owner  decided 
two  years  later  to  install  interconnect  equipment  the  house  wiring  was  offered 
for  sale. 

AvailaMlity  of  connecting  arrangements — In  the  area  of  "Availability  of 
Connecting  Arrangements",  Cousino  Communications,  Inc.  alleged  that  Ohio 
Bell  failed  to  provide  the  connecting  arrangement  for  installation  of  intercon- 
nect equipment  for  Central  Travel  and  Ticket,  Toledo,  Ohio,  even  after  con- 
firming the  date.  Review  of  the  installation  reports  of  Ohio  Bell  indicate  that 
the  commitment  date  was  indeed  delayed  by  nine  (9)  days.  The  missed  ap- 
pointment was  diie  to  a  misdirected  shipment  of  this  particular  connecting  ar- 
rangement. 

As  in  the  case  of  the  specific  allegations  of  anticompetitive  sales  behavior, 
these  general  allegations  are  also  unfounded  and  in  no  way  do  the  facts  relat- 
ing to  these  cases  indicate  any  effort  to  prevent  interconnect  companies  from 
providing  their  services.  My  response  to  all  other  general  allegations  is  con- 
tained in  Attachment  W. 


"  TTnited  States  of  Amorlca  v.  Western  Electric  Company,  Incorporated,  and  American 
Telephone  and  Telegraph  Company,  Civil  Action  No.  lT-49,  U.S.  Dist.  Ct.,  Dist.  of  N.J. 
(January  24,  1956). 
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With  respect  to  MCI's  allegations  of  anticompetitive  activities  on  the  part  of 
the  Bell  System  companies,  introduced  by  the  Staff  in  these  hearings,  these 
matters  are  currently  under  litigation  before  the  Unitetd  States  District  Court 
for  the  Northern  Distric  of  Illinois,  Easern  Division.  In  a  civil  action 
brought  by  MCI  these  allegations  have  been  denied,  and  since  they  are  now  an 
issue  before  the  court  it  would  not  be  proper  for  me  to  address  those  issues  in 
the  context  of  these  hearings. 

The  material  placed  in  the  record,  to  which  I  have  responded  in  this  section 
of  my  statement,  consists  of  121  cases.  Except  for  4  isolated  incidents,  I  have 
discovered  no  evidence  of  anticompetitive  behavior  on  the  part  of  any  Bell 
System  company.  The  4  exceptions  involved  employees  who,  acting  on  their 
own,  made  statements  or  took  actions  not  in  accord  with  our  corporate  policy. 
The  Bell  System  has  a  million  plus  employees.  It  should  be  recognized  that  in 
isolated  instances  some  errors  of  judgment  may  occur. 

We  do  not  wish  to  minimize  in  any  way  the  serious  nature  of  every  anti- 
competitive allegation.  It  should  be  noted,  however,  that  after  nationwide  solic- 
itation for  such  cases  by  the  Subcommittee  Staff,  121  allegations  were  intro- 
duced into  the  record.  Of  this  number  17  were  submitted  by  8  interconnect 
customers,  and  the  remainder  were  submitted  by  interconnect  companies.  Of 
the  104  allegations  submitted  by  24  interconnect  companies,  7  companies  (Busi- 
ness Communications  System,  Inc.,  Gulf  States  Telephone  Company,  Sound, 
Inc.,  Midwestern  Communications,  Inc.,  and  Century  Business  Communications, 
Inc.,  Litton,  Inc.,  TPI,  Inc.)  submitted  72  allegations  or  69%  of  the  total. 

In  view  of  the  fact  that  there  are  more  than  250  interconnect  companies, 
about  20,000  interconnect  customers,  and  over  340,000  connecting  arrangements 
in  service  in  the  United  States,  clearly  the  few  allegations  presented  to  this 
Subcommittee  are  not  representative  of  Bell  System  performance.  Indeed,  the 
conclusion  to  be  drawn  is  that  the  Bell  System's  policy  of  fair  competition  and 
its  program  to  implement  this  policy  have  been  generally  successful. 

C.  The  Bell  System  Requires  Connecting  Arrangements  to  Protect  the  Net- 
tvork.  The  design,  costing  and  pricing  of  such  Connecting  Arrangements  is 
not  Anticompetitive.  The  Bell  System  does  not  price  belotv  cost  for  Key 
Systems  and  PBXs 

Connecting  Arrangement  Requirements 

Some  witnesses  before  this  committee  have  challenged  the  need  for  connect- 
ing arrangements  (C/As)  to  protect  the  network,  alleging  that  they  are  not  re- 
quired at  all,  are  over  designed,  are  too  costly,  and  priced  above  costs.  Alter- 
natively, some  witnesses  suggested  that  if  protection  of  the  network  is  needed, 
it  could  be  achieved  through  some  sort  of  certification  program. 

The  National  Academy  of  Sciences  Panel,  pursuant  to  a  request  by  the  Fed- 
eral Communications  Commission,  considered  whether  there  was  a  need  to  pro- 
tect the  network  and  concluded  in  its  Report  to  the  FCC  ^^  that  interconnec- 
tion of  customer-owned  equipment  could  harm  the  carriers'  network  and  their 
personnel,  and  that  the  use  of  C/As  as  well  as  the  tariff  requirements  for  min- 
imum protection  criteria  are  valid  and  reasonable  in  order  to  protect  the  net- 
work. 

The  Panel's  Report  evidences  a  thorough  study  of  the  many  difficult  and  im- 
portant technical  questions  involved  in  the  connection  of  customer-provided 
equipment  to  the  public  telecommunications  network.  As  a  result  of  this  exten- 
sive study  the  Panel  reached  two  basic,  unequivocal  conclusions  : 

(i)  the  need  for  protection  against  uncontrolled  interconnection  has  been  es- 
tablished, and  certain  technical  limitations  in  the  connection  of  customer-pro- 
vided equipment  are  necessary  ;  and 

(ii)  the  present  tariffs  are  an  acceptable  approach  to  providing  this 
essential  protection  for  harm  to  personnel,  property  and  network  performance 
and.  from  a  technical  point  of  view,  the  tariff  requirements  for  minimum  pro- 
tection criteria,  telephone  company  furnished  connecting  arrangements  and  net- 
work control  signalling  units  are  valid  and  reasonable. 


» See  "Report  of  A  Tpchnical  Analysis  of  Common  Carrier/User  Interconnection" 
(NAS  Report)  made  by  the  Special  Panel  on  Common  Carrier  Interconnection  of  the 
National  Academy  of  Sciences'  Computer  Science  and  Engineering  Board  (NAS  Panel), 
-which  was  released  by  the  FCC  with  its  Public  Notice  No.   51094,  dated  July   1,  1970. 
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Some  witnesses  look  at  the  present  tariff  regulations  from  a  parochial,  self- 
interest  point  of  view.  These  partisan  approaches  are  understandable,  however, 
their  proposals  threaten  to  impair  the  integrity  of  an  irreplaceable  national 
asset.  The  value  of  the  public  telecommunications  network  to  the  country  and 
to  the  economy  as  a  whole  is  beyond  question.  This  fact  should  be  of  para- 
mount concern  when  radical  changes  affecting  it  are  considered.  Interconnec- 
tion tariff  regulations  seek  to  safeguard  the  network,  the  people  exposed  to  it, 
and  the  interests  of  all  users.  The  NAS  Panel,  which  accepted  and  supported 
these  regulations,  did  not  favor  any  particular  viewpoint  or  position.  It  impar- 
tially took  into  account  the  views  and  needs  of  users,  manufacturers  and  com- 
mon carriers.  The  Panel's  conclusions  unquestionably  were  intended  to,  and  do, 
serve  and  foster  the  long-term  interests  of  the  nationwide  network  and  all  te- 
lecommunications consumers.  The  question  of  connecting  arrangements, 
certification  ^^  and  the  economic  impact  of  competition  is  presently  under  in- 
tensive investigation  by  the  FCC  and  others. 

Rates  for  connecting  arrangements  are  designed  to  recover  all  relevant  costs. 
These  costs  include  those  for  material,  maintenance,  administration,  cost  of 
money  and  property  and  income  taxes.  The  rates  recover  these  costs  through  a 
one-time  charge  at  the  time  of  installation  and  a  monthly  recurring  charge 
based  on  the  estimed  location  and  service  life  of  the  connecting  arrangement. 
In  this  way,  the  user  of  the  equipment  rather  than  the  general  body  of  tele- 
phone customers  bears  the  cost  of  the  connecting  arrangement. 

Some  witnesses  before  the  Subcommittee  have  alleged  that  connecting  ar- 
rangements are  "over  designed"  and  "over  priced."  However,  they  offered  no 
support  for  such  observations  other  than  the  unsupported  claim  that  Bell  Sys- 
tem prices  are  unreasonable  in  relation  to  the  price  of  their  equipment.  Ob- 
viously no  reasonable  relationship  exists  between  the  tariff  charge  for  a  con- 
necting arrangement  to  protect  the  network  and  the  cost  of  a  customer-pro- 
vided device  connected  to  the  network.  In  any  event  these  allegations  of  "over 
designed"   and   "over  priced"   are  unsupported  and  untrue. 

Bell  System  Prieiny  Policy 

The  present  high  standard  of  telecommunications  service  and  its  contribution 
to  the  economic  and  social  development  of  the  country  are  attributable  in  no 
small  measure  to  the  pricing  policies  followed  by  the  Bell  System  under  regu- 
lation which  have  enabled  it  to  serve  the  nation  well.  It  is  the  Bell  System's 
aim  and  the  goal  of  regulations  to  establish  rate  levels  that  will  promote  a 
universal  service  available  to  everyone  at  reasonable  prices.  With  respect  to 
competitive  services,  the  objective  is  to  price  competitive  services  so  that  each 
service  not  only  covers  its  relevant  costs  but  also  contributes  as  much  to  total 
earnings  as  is  reasonably  practicable,  taking  into  account  market  conditions, 
rate  relationships,  and  other  factors.  In  this  way,  the  contribution  which  eacli 
of  tliese  competitive  services  may  make  to  overall  common  costs  benefits  the 
users  of  its  basic  services  and  holds  down  the  price  of  local  telephone  services. 

In  these  hearings  Mr.  T.  F.  Craver  of  Litton  Industries,  Inc.  alleged  that  the 
Bell  System  companies  are  pricing  below  costs.  He  reviewed  two  Pacific  Tele- 
phone rate  advice  proposals  (Statement,  pp.  50-55),  one  dated  September  1972 
and  the  second  dated  May  1974  for  the  770A  PBX.  His  conclusion  was  that 
the  Bell  System  companies  are  pricing  below  costs  since  the  May  1974  proposal 
indicated  higher  rates  than  the  September  1972  proposal.  The  facts  are  that 
the  September  1972  770A  proposal  was  based  on  the  best  available  cost  esti- 
mates and  data  at  that  time.  This  first  rate  proposal  was  withdrawn  by  Pa- 
cific Telephone  on  May  2,  1973  in  order  to  complete  collateral  studies  support- 
ing the  offering.  Litton  Systems,  Inc.  concurred  in  this  action.  The  proposed 
rates  of  May  1974  reflect  the  results  of  these  studies.  Contrary  to  Mr.  Graver's 
allegation  that  the  770A  PBX  rates  were  too  low  to  cover  costs,  the  cost  meth- 


"  Kejx  irding  certification,  the  National  Academy  of  Sciences  Panel  has  recognized  that 
an  adequate  certification  program  could  provide  sufficient  protection  for  the  network. 
The  Panel  specified  the  requirements  it  considered  essential  to  such  a  program.  The  FCC 
and  several  state  commissions  currently  are  considering  certification  as  a  means  of  pro- 
tecting the  networlc.  The  Bell  System  is  participating  in  those  proceedings  and  has 
thoroughly  analyzed  all  proposals  submitted  and  concluded  that  none  of  them  embody 
all  of  the  elements  specified  by  the  NAS  Panel  as  essential  to  an  aiieqnate  certifi'-ition 
procT.Tii  '^^'1  they  are  deficient.  See  Hearings,  p.  16.59.  Supplemental  Statement  on  Behalf 
of  the  Bell  System — Part  II  Terminal  Equipment  Interconnection. 
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odoloiiy  used  by  Pacific  Compan.v  inchidpd  all  relevant  costs  and  a  rate  of  re- 
turn objective  of  9.5%.  (The  overall  allowable  rate  of  return  for  Pacific  Tele- 
phone and  Telegraph  in  California  is  less.)  Differences  in  rate  levels  are 
accounted  for  by  (1)  increases  in  installation  and  maintenance  activity  indi- 
cated by  actual  experience,  and  (2)  increased  wages  and  material  and  other 
costs  due  to  inflation  over  the  study  period. 

Mr.  Graver's  comparison  of  rate  structures  between  the  Pacific  Company  and 
the  Southern  Bell  Company,  and  his  allegation  that  a  rate  level  for  a  particu- 
lar service  in  one  rate  jurisdiction  is  below  cost  because  it  is  lower  than  a 
rate  level  in  another  jurisdiction  is  not  supported  in  his  statement.  The  facts 
are  that  the  Southern  Bell  rates  cover  all  relevant  costs,  and  that  neither  com- 
pany, Pacific  nor  Southern  Bell,  priced  its  770A  below  costs. 

Another  factor  is  the  development  of  these  rates  is  the  California  commis- 
sion policy  that  at  least  50%  of  the  nonrecoverable  costs  must  be  recovered  by 
an  installation  charge.  No  such  requirement  has  been  Imposed  by  the  commis- 
sions that  regulate  Southern  Bell. 

Mr.  Craver  alleged  (Statement,  p.  56)  that  Michigan  Bell  placed  a 
disproportionate  burden  of  its  rate  increase  (Case  #U4293)  on  residence  cus- 
tomers (89%)  and  only  11%  of  the  requested  increase  was  derived  from  busi- 
ness services.  The  facts  are  that  approximately  58%  of  the  total  dollar  in- 
crease granted  was  borne  by  business  customers.  The  average  increase  to 
business  customers  was  4.3%  :  the  average  increase  to  residential  customers 
was  3.3%.  Key  and  PBX  rates  were  increased  11%  more  than  the  average 
business  increase.  This  11%  figure  is  probably  the  one  that  Mr.  Craver  erro- 
neously concluded  was  reflective  of  the  portion  of  the  total  increase  applicable 
to  business  customers. 

Included  in  this  same  Michigan  rate  case  was  a  restructuring  of  key  system 
rates  to  which  Mr.  Craver  objected  (Statement,  p.  57).  Michigan  Bell's  testi- 
mony in  this  case  showed  the  effect  of  restructuring  a  wide  variety  of  key  sys- 
tem arrangements.  This  restructuring  was  cost  related  for  each  key  system 
configuration  to  ensure  that  customers  woiild  pay  for  the  equipment  required 
to  provide  such  service.  The  Michigan  Commission  found  that  the  ".  .  .  pro- 
posed rate  structure  is  not  discriminatory.  .  .  .  The  rates  approved  by  this 
order  will  not  burden  basic  telephone  services  of  Applicant  and  have  been  as- 
signed adequate  costs  based  upon  evidence,  testimony,  studies,  and  data  found 
to  be  reasonable."  ^^ 

Mr.  Craver  also  alleged  that  Southwestern  Bell's  rates  for  certain  PBX  serv- 
ices were  packaged  so  as  to  effectively  force  their  trunk  service  customers  to 
use  their  PBXs  (Statement,  p.  58).  As  Mr.  Craver  stated,  Litton  has  instituted 
an  antitrust  suit  against  Southwestern  Bell  in  this  matter  and,  accordingly,  It 
would  not  be  proper  for  me  to  address  in  this  hearing  any  issues  now  pending 
before  the  court. 

On  the  matter  of  Western  Electric  pricing  practices  as  to  which  Mr.  Craver 
has  made  certain  allegations,  the  Bell  System  has  filed  with  the  Subcommittee 
the  statement  of  Mr.  John  Brown,  Vice  President  of  Western  Electric.  Mr. 
Brown  refutes  these  allegations  of  Mr.  Craver's  and  explains  in  detail  Western 
Eleetric's  pricing  procedures. 

Coticlusion 

We  believe  the  Bell  System  has  demonstrated  during  these  hearings  an  un- 
paralleled record  of  innovation  in  customer  premise  communication  equipment 
and  services.  This  record  of  innovation  has  always  been  based  on  technological 
advances,  customers'  needs  and  economic  considerations  in  the  marketplace. 

The  Bell  System  does  not  have  and  does  not  condone  any  policy  of  anticom- 
petitive behavior.  We  have  demonstrated  that  to  be  true  in  the  record  of  these 
hearings.  Our  sales  practices  are  explicit  as  to  our  desire  to  compete  aggres- 
sively in  an  ethical  and  legal  manner.  Customers  who  buy  terminal  equipment 
from  other  than  Bell  System  companies  are  still  Bell's  customers  for  other  tel- 
ephone company  services.  There  is  no  place  in  the  Bell  System  for  employees, 
management  or  nonmanagemeut,  who  engage  in  unethical  or  illegal  activities. 
Any  employee  who  disregards  our  explicit  directives  in  this  area  is  subject  to 
disciplinary  action. 


'"  Re    Miohisan    Bell    Telephone   Compan.v,    Case    Xo.    U-420.3.    Opinion    anrl    Order    of 
Michigan  PSC,  p.  40  (Dec.  21,  1973). 
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We  deny  that  we  have  priced  our  products  or  services  below  cost  or  in  a 
predatory  or  anticompetitive  manner  and  we  believe  we  have  documented  this 
fact  during  these  hearings.  We  have  defined  the  Bell  System's  response  to  com- 
petition as  ethical,  legal,  aggressive,  innovative  and  responsive  in  the  area  of 
product  development  and  pricing  options.  Our  responses  to  competition  have 
been  subjected  to  scrutiny  by  local  and  state  commissions  and  by  the  FCC  in 
formal  and  informal  hearings. 

The  Bell  System's  accomplishments  reflect  unparalleled  excellence  in  re- 
search and  technological  development,  supervior  manufacturing  ability  and  a 
management  that  is  dedicated,  innovative  and  uncomprising  in  its  objective  to 
produce  the  finest  communications  services  at  reasonable  prices. 
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Attachment  A 
Descriptions  of  Some  of  the  Bell  System  Marketing  Gltidelines 

1.  Letter  to  Company  Marketing  Heads  dated  May  13,  1969  on  the  subject  of 
Marketing  in  a  New  Competitive  Climate.  This  was  a  34  page  paper  prepared 
toy  our  Legal  Department  which  provided  guidelines  for  making  decisions 
about  those  things  which  we  can  or  cannot  do  in  competing  with  other  sup- 
pliers. Attachment  Al. 

2.  Letter  to  Company  Marketing  Heads  dated  June  25,  1971  (GL71-06-246) 
providing  guidelines  for  negotiating  with  independent  consultants  and  custom- 
ers in  competitive  sales  situations.  Letter  deals  with  establishing  the  authority 
of  private  communication  consultants  to  act  for  customers,  dealing  with  cus- 
tomers who  have  engaged  private  consultants  and  providing  information  to 
customers  and  consultants  regarding  customer  services.  Attachment  A2. 

3.  Letter  to  Engineering  StafC  Heads,  Operating  Vice  Presidents,  Company 
Marketing  Heads,  Rate  Heads  and  all  Comptrollers  dated  September  21,  1972 
(GL72-09-11S)  establishing  Bell  System  guidelines  for  handling  competitive 
bidding  situations   and   formal   rec] nests  for  proposals.   Attachment  A3. 

4.  Letter  to  Company  Marketing  Heads  with  copies  to  General  Plant  Manag- 
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ers  and  General  Commercial  Managers  dated  November  20,  1973 
(GL73-11-09S)  containing  additional  guidelines  for  competitive  selling  and  a 
recommended  procedure  for  serving  customers  who  have  contracted  for  non- 
Bell  provided  equipment.  Attachment  A4. 


Attachment  Al 

American  Telephone  &  Telegraph  Co., 

New  York,  N.Y.,  May  13,  1969. 
To  :  Company  marketing  heads. 

From  :  Assistant  vice  president — Marketing  and  rate  plans  department. 
Synopsis :  Transmits  copy  of  a  paper  prepared  by  our  legal  department  regard- 
ing marketing  in  the  new  competitive  climate. 
Toxi  will  be  pleased  with  the  attached  paper  that  was  prepared  by  our  Legal 
Department  and  forwarded  to  your  General  Counsel.  It  provides  an  excellent 
framework  for  making  management  decisions  about  those  things  which  we  can 
or  cannot  do  in  competing  with  other  suppliers.  The  material  will  be  incorpo- 
rated in  Sales  training. 

Your  Training  Coordinators  will  receive  a  copy  of  the  paper  during  their 
meeting  in  Atlanta  this  week. 


Assistant  Vice  President. 
Attachment. 

To  all  general  counsel : 

The  enclosed  memorandum  deals  with  sales  practices  in  the  new  competitive 
climate.  It  was  prepared  at  the  request  of  the  Marketing  and  Rate  Plans  De- 
partment, and  will  be  sent  to  Marketing  Training  -Coordinators  of  the  Associ- 
ated Companies. 

John  F.  Preston,  Jr., 

General  Attorney. 

Marketing  in  a  New  Competitive  Climate 
The  Tariffs : 

(1)  Pre-Carterfone. 

(2)  The  New  Tariffs. 
The  New  Competition : 

(1)  Terminal  Equipment. 

(2)  Communication  Systems. 

The  Communications  Consultant's  Problem  Restraints  on  Our  Sales  Practices : 

(1)  The  Sherman  Act. 

(2)  The  Clayton  Act. 

(3)  The  Federal  Trade  Commission  Act. 

(4)  The  Robinson-Patman  Act. 
Four  Areas  of  Concern  : 

(1)  Advertising. 

(2)  Sales  Leads. 

(3)  Sales  Contacts  :  Tie-In  Sales  ;  Disparagement. 

(a)  Tie-In  Sales. 

(b)  Obtaining  Information  About  Competitors. 

(c)  What  Can  We  Say  About  Our  Competitor's  Product;  Disparage- 

ment. 

(d)  What  Can  We  Say  About  Our  Product ;  Puffing. 

(4)  Market  Surveys. 
Consequences  of  Anticompetitive  Conduct. 
Conclusion. 

Marketing  in  a  New  Competitive  Climate 

The  Bell  System  now  enters  an  era  of  increasing  competition.  It  faces 
competition  in  providing  terminal,  or  peripheral,  or  tangental,  equipment  that 
may  be  connected  to  the  telephone  system  at  the  customer's  premises ;  it  also 
faces  competition  in  providing  point-to-point  teleplione  services. 

The  new  competition  stems  from  recent  changes  in  the  interconnection  provi- 
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sions  of  our  tariffs.  These  changes  have  been  a  part  of  our  continuing  effort  to 
adapt  our  service  offerings  to  the  changing  needs  of  our  customers.  The  Car- 
terfone  case  highlighted  and  dramatized  this  effort. 

THE  TARIFFS 

(i)  Pre-Carterfotie 

How  have  v^-e  changed  our  tariff's?  In  the  pre-Carterfone  days,  we  had  a  gen- 
eral prohibition  against  the  attachment  of  all  customer-provided  terminal 
devices  and  all  custnmer-provided  communication  channels.  There  were  excep- 
tions. For  example,  we  would  connect  with  communication  systems  of  right-of- 
way  companies  or  of  defense  agencies  on  military  reservations.  We  would 
allow  customers  to  provide  their  own  teletypewriters  on  private  line  channels, 
and  we  would  allow  the  connection  of  customer-provided  business  machines 
which  stored  and  forwarded  information.  In  a  pre-Carterfone  extension  of  our 
service  offerings,  we  agreed  to  provide  private  line  channels  to  connect  custom- 
er-provided PAXs  on  different  premises  where  there  was  no  connection  of 
these  systems  to  the  exchange  and  toll  network.  Otherwise,  our  regulations 
were  pretty  tight,  reflecting  our  concern  for  protecting  the  integrity  of  the  tel- 
ephone network. 

(2)   The  New  Tariffs 

Our  new  tariffs  allow  the  connection  of  almost  anything  to  our  exchange 
and  toll  network,  provided  the  cnsti*mer  uses  a  telephone  company  network 
control  unit  (the  ordinary  telephone  dial,  switchhook  and  ringer)  and  a  voice 
or  data  coupler  to  protect  the  network  from  harmful  inputs.  The  customer's 
equipment  must  also  comply  with  certain  minimum  criteria  designed  to  pre- 
vent interference  with  services  furnislied  to  other  customers. 

Under  the  new  tariffs,  we  will  now  provide  channels  to  connect  customer- 
provided  PAXs  on  different  premises,  or  a  customer-provided  PAX  on  one  end 
and  a  Bell  System  PBX  on  tlie  other  end,  and  we  will  connect  either  system 
with  the  exchange  and  toll  network.  We  will  connect  with  the  customer's'  com- 
munication channels  and  will  even  provide  him  entrance  facilities  or  "end, 
links"  for  his  own  backbone  communication  system. 

THE  NEW  COMPETITION 

The  tariff  changes  have  encouraged  business  equipment  manufacturers  to. 
compete  with  us  in  two  general  areas :  in  providing  terminal  equipment  and  in 
providing  interpremises  communication  systems. 

{1)   Terminal  Equipment 

Examples  of  terminal  equipment  which  were  formerly  provided  by  the  tele- 
phone company,  but  which  may  now  be  provided  by  the  telephone  company  or 
its  competitors,  are  Speakerphones  and  Data-Phone  Modems.  We  can  provide 
them  as  a  part  of  the  basic  telephone  service,  or  a  customer  can  now  attach 
his  own  Speakerplione  or  Data-Phone  Modem  througli  a  coupler  to  the  tele- 
phone network. 

(2)   Communication  Syfitems 

Examples  of  competition  in  providing  communication  systems  are:  customer- 
provided  PAXs  :  the  private  microwave  system  which  ARINC  says  it  is  now 
considering  as  an  alternative  to  TELPAK ;  and  the  specilaized  common  carrier 
microwave  network  proposed  by  Microwave  Communications,  Inc.  (MCI). 

The  Commission  heard  oral  argument  in  the  MCI  case  on  April  30,  1968  and 
although  ten  months  have  passed,  the  Commission  has  yet  to  make  a  decision. 
MCI  did  not  put  on  a  very  persuasive  case  concerning  its  basic  legal,  financial, 
technical  and  other  qualifications  to  be  a  radio  licensee.  We  may  expect  that 
others,  more  qualified  than  MCI,  will  apply  for  point-to-poiiit  microwave  licen- 
ses to  provide  communication  services  on  a  common  carrier  basis.  And  we  may 
expect  more  companies  to  apply  for  their  own  private  microwave  systems  be- 
cause of  the  September  1968  increase  in  TELPAK  rates  and  the  prospect  of 
futiire  increases. 

We  have  always  faced  competition  in  the  point-to-point  field  from  Western 
Union  and  limited  classes  of  private  microwave  licensees,  such  as  right-of-way 
companies.  Now  the  competition  wil-1  be  greater. 
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THE  COMMUNICATIONS  CONSULTANT'S  PROBLEM 

As  the  level  of  competition  rises,  we  will  have  to  tiy  harder  to  keep  the 
business  we  have  and  to  get  the  new  business  we  need  to  maintain  a  healthy 
rate  of  growth.  The  question  is  how  hard  can  we  fight?  What  are  the  limita- 
tions on  what  we  as  salesmen  can  do  or  say  ? 

Can  we  ask  a  customer  the  price  quoted  by  a  competing  bidder?  If  Strom- 
berg  Carlson  has  quoted  a  price  for  a  PAX  system  and  we  are  also  bidding  on 
the  job,  can  we  ask  the  customer  what  price  Stromberg  has  quoted,  what  spe- 
cial features  Stromberg  equipment  has,  and  whether  Stromberg  has  offered 
any  special  inducements  to  make  the  sale? 

Can  we  use  information  which  comes  to  us  solely  because  of  our  special  po- 
sition as  the  only  purveyor  of  switched  interpremises  communication  service? 
Can  we  offer  special  incentives  to  customers  to  get  their  business,  as  the  elec- 
tric companies  and  gas  companies  are  doing  to  persuade  home  builders  to  con- 
struct houses  equipped  for  electric  or  gas  beat  rather  than  oil. 

This  talk  is  intended  to  answer  some  of  these  questions. 

RESTRAINTS  ON  OUK  SALES  PRACTICES 

What  is  it  that  restrains  us  from  the  "hard  sell"?  Why  can't  we  use  any  de- 
vice at  our  disposal  to  lay  hold  of  as  much  business  as  we  can  get?  First,  there 
is  our  own  good  judgment  that  this  is  not  the  way  we  ought  to  run  our 
business.  Second,  we  know  a  predatory  business  policy  would  create  an  unfa- 
vorable public  image.  Third,  a  public  service  commission  waits  in  the  wings  to 
limit  the  profitability  of  predatory  efforts  through  economic  controls  over  our 
rates ;  it  also  controls  directly  our  ability  to  compete  by  its  authority  over  our 
construction  program.  Finally,  there  are  specific  laws  which  restrain  unfair 
methods  of  competition  and  other  actions  which  tend  substantially  to  lessen 
competition  or  to  create  a  monopoly.  It  is  these  laws,  the  antitrust  laws,  and 
their  application  to  our  new  competitive  environment  that  I  wi.sh  to  discuss 
today. 

(1)   The  Sherman  Act 

The  first  great  law  affecting  competition  is  the  Sherman  Act.  The  Sherman 
Act  was  passed  in  1890 ;  it  was  motivated  by  the  economic  climate  of  the  time, 
often  referred  to  as  tlie  "Age  of  Dinosaurs."  ^Nlost  major  industries  were  com- 
ing under  the  control  of  one  or  a  few  individuals,  the  "diiiosaurs,"  who  accu- 
mulated incredible  fortunes  and  achieved  total  control  over  the  market  for 
their  products.  For  example,  the  American  Sugar  Refinuig  Company  domi- 
nated 99%  of  the  market  for  refined  surgar.  The  Standard  Oil  Company  con- 
trolled 84  companies  and  produced  over  three-quarters  of  all  petroleum  refined 
in  the  United  States.  The  American  ToL-acco  Company  dominated  60  corpora- 
tions and  controlled  over  95%  of  the  market  for  tobacco  products.  There  was  a 
beef  trust,  a  whiskey  trust,  a  cast  iron  trust,  and  many  more.  These  trusts 
sought  to  crush  competition  and  achieve  monopoly  without  shame  or  apology. 
They  eliminated  competition  among  themselves,  fixed  prices,  sold  below  cost, 
bought  out  and  closed  down  competing  factories,  manipulated  transportation 
rates,  all  with  the  obvious  purpose  to  destroy  competition. 

The  Sherman  Act  was  called  an  antitrust  law  because,  in  the  early  days,  en- 
trepreneurs achieved  control  of  industries  by  vesting  the  ownership  of  con- 
trolled companies  in  a  trustee  or  group  of  trustees.  When  the  Supreme  Court 
of  Ohio  held  that  the  Standard  Oil  trust  violated  state  law,  the  control  of 
these  economic  empires  was  gradually  transferred  to  holding  companies.  The 
Standard  Oil  Company  of  New  .Ter.^ey  was  the  holding  company  which  suc- 
ceeded to  the  interests  of  the  Standard  Oil  trust  of  Ohio. 

So  far  as  we  are  concerned,  the  Sherman  Act  is  by  far  the  most  important 
piece  of  antitrust  legislation.  Yet,  it  .speaks  only  in  generalities.  It  contains 
two  major  sections :  Section  1  prohibits  every  contract,  combination  or  conspir- 
acy in  restraint  of  trade,  and  Section  2  prohibits  monopoly,  and  attempts  or 
conspiracies  to  monouolize.  Almost  any  restrictive  trade  practice  could  fall 
under  the.se  broad  prohibitions.  ■. 

The  Sherman  Act  was  not  vigorously '  enforced  during  the  first  twenty  years 
of  its  life.  However,  during  the  administration  of  Theodore  Roosevelt,  several 
major  government  actions  were  begun  which  culminated  in  the  Standard  Oil 
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and  American  Tobacco  decisions  in  1911,  wliich  dissolved  tlie  tobacco  and  oil 
trusts. 

These  cases  shocked  the  business  community.  Businessmen  saw  that  they 
were  now  going  to  have  to  take  the  antitrust  laws  seriously.  They  sought  a 
more  explicit  statement  of  the  rules  of  conduct  they  must  abide  by.  The  Clay- 
ton Act  was  only  a  partially  successful  response  to  their  desire. 

(2)  Tlie  Clayton  Act 

The  Calyton  Act  was  passed  in  1914.  It  prohibited  specific  business  prac- 
tices which  had  harmful  anticompetitive  effects,  that  is,  which  tended  substan- 
tially to  lessen  competition  or  to  create  a  monopoly  in  any  line  of  commerce. 
Under  the  Clayton  Act,  it  is  not  necessary  to  show  that  the  prohibited  acts 
have  ripened  into  a  restraint  of  trade  or  a  monopoly,  but  only  that  they  tend 
toward  these  results. 

What  were  some  of  the  things  the  Clayton  Act  prohibited?  It  prohibited 
price  discrimination  but  it  did  so  ineffectually.  It  also  prohibited  some  specific 
sales  practices.  For  example,  it  prohibited  exclusive  dealing  arrangements 
where  a  manufacturer  requires  a  retailer  to  deal  in  his  product  exclusively  or 
requires  a  retailer  not  to  handle  comi)etitive  products.  It  covered  requirements 
contracts,  where  a  buyer  agrees  to  purchase  all  or  a  percentage  of  his  require- 
ments of  a  product  from  a  particular  seller.  It  prohibited  tie-in  sales  where  a 
seller  requires  a  buyer  to  purchase  some  product  in  addition  to  the  product  he 
is  primarily  interested  in.  Finally,  it  prohibited  mergers  through  stock  acquisi- 
tion which  tended  to  lessen  competition. 

We  have  not  regarded  the  Clayton  Act  as  applicable  to  our  services,  since  it 
applies  to  the  sale  or  lease  of  "commodities"  and  communications  services  are 
not  commodities.  On  the  other  hand,  our  competitors  do  purvey  commodities 
and  must  comply  with  Clayton.  Although  the  cases  seem  to  justify  the  view 
that  Clayton  does  not  apply  to  communication  services,  courts  can  change  their 
minds  and  laws  can  be  changed.  Any  conduct  on  our  part  which  blatantly  of- 
fended the  spirit  of  the  Clayton  Act  would  certainly  encourage  such  a  change. 

(3)  The  Federal  Trade  Commission  Act 

The  Federal  Trade  Commission  Act  was  also  adopted  in  1914,  three  weeks 
before  the  Clayton  Act;  it  was  substantially  amended  in  1938.  The  Federal 
Trade  Commission  Act  prohibited  unfair  methods  of  competition.  At  common 
law,  a  body  of  case  law  had  developed  which  provided  judicial  remedies  for 
unfair  competition.  Unfair  competition  dealt  with  such  questions  as  trying  to 
pass  olf  your  goods  as  those  of  a  competitor,  stealing  a  trade  secret,  inducing 
breaches  of  contract,  and  trying  to  destroy  a  competitor's  business.  The  Fed- 
eral Trade  Commission  Act  broadened  the  concept  of  unfair  competition  to  in- 
clude unfair  methods  of  competition.  The  1938  Wheeler-Lea  amendment  ex- 
tended the  Act  to  cover  unfair  or  deceptive  trade  practices. 

The  Federal  Trade  Commission  enforces  the  Federal  Trade  Commission  Act 
except  as  against  common  carriers.  Accordingly,  the  FTC  has  no  jurisdiction 
over  telephone  companies ;  it  does,  however,  have  jurisdiction  over  Western 
Electric. 

As  with  the  Sherman  Act,  a  number  of  years  passed  before  the  full  impact 
of  the  Clayton  and  Federal  Trade  Commission  Acts  was  felt.  During  the  early 
years,  the  FTC  met  with  some  success  in  deceptive  advertising  cases  but  the 
Supreme  Court  held  against  it  in  tie-in,  exclusive  dealing,  refusal  to  deal  and 
Section  7  (merger)  cases. 

During  the  great  depression,  the  worm  turned.  In  the  early  1930s,  the  FTO 
conducted  a  major  investigation  of  chain  stores.  The  investigation  showed  that 
large-scale  buyers  were  able  to  obtain  special  price  concessions  from  their  sup- 
pliers which  gave  them  unfair  advantages  over  their  smaller  competitors.  The 
chain  store  investigation  is  credited  with  bringing  about  the  Robinson-Patman 
Act. 

{Jf)  The  RoJiinson-Patmnn  Act 

The  Robinson-Patmnn  Act  was  adopted  in  1936:  it  was  intended  to 
strengthen  Section  2  of  tlie  Clayton  Act  which  deals  with  price  discrimination. 

Robinson-Patman  prohibits  price  discriminations  not  based  on  differences  in 
cost.  It  prohibits  devices  whereby  price  discrimination  can  be  effected  indi- 
rectly, as  through  payment  of  commissions  to  a  purchaser,  or  payment  of  ad- 
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vertising  or  promotional  allowances,  or  providing  services  to  a  customer,  unless 
these   privileges   are   available   to    other   customers    on   proportionately    equal 

Concessions  to  customers  may  also  be  violations  of  the  Sherman  Act.  For  ex- 
ample, in  the  new  IBM  antitrust  suit,  the  government  claims  that  IBM  used 
research  grants  to  educational  institutions  and  buy-back  of  computer  time  as 
special  concessions  which  unreasonably  restricted  the  growth  of  competitors. 

Section  2(f)  of  the  Robinson-Patman  Act  prohibits  purchasers  from  inducing 
price  discrimination.  Accordingly,  while  telephone  companies  are  not  directly 
concerned  with  Robinson-Patman  with  respect  to  the  services  they  sell  (since 
they  are  not  commodites),  they  are  subject  to  Robinson-Patman  with  respect 
to  the  products  they  buy. 

FOUR  AREAS  OF  CONCERN 

How  do  these  statutes  affect  the  commimications  consultant?  Let  us  look  at 
how  they  might  apply  to  each  step  in  the  development  of  a  sale:  (1)  the  crea- 
tion of  a  market  demand  through  advertising,  (2)  the  use  of  information  from 
customers  or  other  sources  to  develop  sales  leads  or  sales  tips,  (3)  the  contact 
with  the  customer,  how  we  try  to  sell  our  product  to  him  and  the  dangers  of 
sales  techniques  using  tie-in  sales  or  competitor  disparagement,  and  (4)  a 
study  of  the  reasons  why  we  won  or  lost  a  sale  through  market  surveys. 

(1)  Advertising 

First,  let's  look  at  the  creation  of  a  market  demand  through  advertising.  I 
shall  mention  this  only  briefly  because  the  communications  consultant  is  not 
directly  concerned  with  advertising.  Our  public  relations  people  plan  the  adver- 
tising, it  creates  customer  interest,  we  must  work  with  it  and  be  prepared  to 
respond  to  the  market  pressures  it  creates. 

Of  course,  the  touchstone  of  our  advea-tising  policy  must  be  the  honest  and 
candid  disclosure  of  our  product  and  its  capabilities.  In  this  way  we  comply 
with  the  letter  and  spirit  of  Section  5  of  the  Federal  Trade  Commission  Act 
which  prohibits  deceptive  or  unfair  acts  or  practices. 

Even  with  the  best  intentions,  it  is  easy  to  do  things  which  others  will  say 
are  misleading.  Recently,  we  conducted  a  test  on  operators'  headsets  and  an- 
nounced that  a  particular  headset  of  Bell  System  manufacture  was  "most  pre- 
ferred." But  tlie  manufacturer  of  a  comi>eting  headset  said  that  we  did  not  in- 
clude his  headset  in  the  trial  and  it  was  deceptive  to  describe  our  headset  as 
most  preferred  when  a  logical  alternative  was  not  included  in  the  comparison. 

In  recent  years,  the  lawyer's  interest  in  advertising  has  focused  on  the  possi- 
bility that  massive  advertising  may  act  as  a  limitation  on  market  entry.  What 
do  I  mean  by  this?  In  1957.  Procter  and  Gamble  was  the  nation's  largest  ad- 
vertiser, witii  a  budget  of  $127  million  for  advertising  and  sales  promotion. 
Procter  acquired  Clorox,  the  leading  manufacturer  of  liquid  bleaches.  The  Fed- 
eral Trade  Commission  required  Procter  to  divest  itself  of  Clorox,  partly  be- 
cause Procter  might  devote  its  massive  advertising  resources  to  suppress  a 
short-term  threat  from  any  newcomer  to  the  liquid  bleach  market.  A  new  en- 
trant would  be  much  more  reluctant  to  face  the  giant  Procter  than  the  smaller 
Clorox.  Where  a  company  or  an  industry  engages  in  tremendous  advertising,  it 
is  a  widely  publisheid  w^arning  that  it  possesses  and  knows  how  to  use  a  pow- 
erful offensive  and  defensive  weapon  against  new  competition.  New  competi- 
tion dare  not  enter  the  field  unless  it  is  supported  by  comparable  advertising. 

Does  this  case  have  any  application  to  us?  The  telephone  company  provides 
one-way  radio  paging  service  which  we  call  Bellboy.  Miscellaneous  common 
carriers  do  the  same.  The  telephone  company  sends  bills  to  its  millions  of  cus- 
tomers every  month.  Suppose  it  includes  a  bill  insert  advertising  Bellboy.  Sev- 
eral miscellaneous  common  carriers  have  said  that  this  would  be  unfair  compe- 
tition. 

One  way  of  selling  your  product  is  through  telephone  solicitation.  This  can 
be  very  expensive.  The  telephone  company  pays  no  telephone  bill ;  our  competi- 
tors do.  A  miscellaneous  common  carrier  has  claimed  that,  if  we  try  to  sell 
Bellboy  through  telephone  solicitation,  it  would  be  unfair  competition. 

The  FCC  Common  Carrier  Bureau  has  expressed  concern  about  advertising 
for  Bellboy.  We  have  advised  the  companies  not  to  use  bill  inserts,  and  not  to 
use  our  control  or  access  to  the  telephone  network  in  any  way  to  obtain  com- 
petitive advantages  in  selling  Bellboy. 
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Not  all  our  competitors  are  small  miscellaueous  common  carriers.  ITT,  Auto- 
matic Electric  and  Stromberg  Carlson  sell  large  assemblies  to  a  relatively 
small  class  of  customers.  They  maintain  intensive  and  effective  advertising  ef- 
forts in  trade  publications  and  through  direct  solicitation  of  customers.  The 
use  of  bill  inserts  to  sell  PBXs  would  be  wasteful  and  unproductive.  Similarly, 
we  would  have  litte  desire  to  sell  PBXs  by  massive  telephone  solicitation. 

The  use  of  bill  inserts  and  telephone  solicitation  may  be  decisive  in  the  com- 
petitive battle  with  miscellaneous  common  carriers,  but  it  may  be  unimportant 
in  competition  with  industrial  giants.  There  is  no  absolute  rule  in  this  area. 
We  must  be  aware  that  our  capacity  to  mount  a  massive  advertising  effort 
may  be  destructive  of  competition  in  some  contexts. 

(2)   Sales  Leads 

Another  area  where  we  must  be  aware  of  antitrust  considerations  is  what  I 
will  call  "sales  leads"  or  "sales  tips."  Suppose  Jordan  Marsh  of  Boston  has  a 
communications  manager  who  calls  you  up  and  says  "What  kind  of  a  connect- 
ing arrangement  do  I  need  for  a  100-line  PAX  at  a  suburban  store?"  You  tell 
him  and  then  ponder  what  this  is  all  about. 

You  realize  that  Jordan  Marsh  must  be  building  a  new  store  and  that  a 
competitor  is  out  there  trying  to  sell  him  a  PAX.  You  call  in  your  deiuartment 
store  specialist  and  tell  him  to  get  over  to  Jordan  Marsh  fast  and  find  out 
what  is  happening.  He  tries  to  keep  the  customer  from  pulling  out  a  Bell  PBX 
or  to  get  him  to  buy  a  PBX  if  he  doesn't  have  one  already.  Let  us  say  you  are 
successful.  Does  your  competitor  have  any  complaint? 

What  might  he  complain  about?  First  and  most  obvious,  you  took  a  sale 
away  from  him,  you  hurt  him.  But  is  not  this  what  competition  is  all  about. 
Every  sale  we  make  is  a  sale  lost  by  ITT ;  every  ITT  .sale  is  a  sale  lost  by 
Bell.  Every  lost  sale  hurts  the  competitor.  This  is  the  way  of  life  in  competi- 
tion. If  we  have  a  better  product,  better  service,  or  better  salesmen,  we  get  the 
sale.  If  we  don't,  we  are  hurt  but  we  are  motivated  to  try  and  improve  our 
product  or  to  produce  it  at  a  lower  price  so  that  we  can  get  the  business  next 
time.  Economists  who  regard  competition  as  a  desirable  economic  relationship 
say  that  this  motivation  produces  better  products  at  lower  cost  to  the  con- 
sumer. And  this  is  the  most  basic  purpose  of  our  antitrust  laws. 

What  is  ITT's  next  argument?  Virtually  all  PAX  systems  must  connect  to 
Bell  System  lines.  Bell  has  a  monopoly  over  switched  Interpremises  communi- 
cation service  so  that  ITT  must  always  reveal  sales  leads  to  Bell  but  Bell 
never  has  to  reveal  sales  leads  to  ITT.  ITT  says  that  is  unfair.  ITT  will  never 
be  able  to  compete  in  this  environment. 

If  you  carry  ITT's  argument  to  its  logical  conclusion,  it  would  exclude  Bell 
from  the  competitive  arena  entirely,  since  Bell  will  always  have  this  advan- 
tage; it  has  and  will  continue  to  have  exclusive  control  over  the  switched  in- 
terpremises communications  network.  Moreover,  a  competitor  could  call  Bell  as 
soon  as  it  decided  to  work  on  a  sales  prospect  and  then  claim  that  Bell  was 
taking  advantage  of  confidential  information.  If  Bell  is  precluded  from  bid- 
ding, this  would  decrease  competition  not  increase  it. 

There  is  no  doubt  that  a  list  of  sales  prospects  can  be  something  of  commer- 
cial value.  It  can  be  the  subject  of  a  trade  secret.  A  trade  secret  is  not  a  new 
invention  that  might  be  patented,  or  an  unusual  or  artistic  combination  of 
words  that  might  be  copyrighted.  In  fact,  a  trade  secret  may  be  knowledge 
which  is  well  within  the  competence  of  anyone  to  develop.  However,  someone 
has  gone  to  a  lot  of  effort  to  collect  facts  or  ideas  into  a  useful  form,  and  the 
law  says  he  should  be  able  to  enjoy  the  fruits  of  that  effort  to  the  exclusion 
of  others  who  have  made  no  such  effort.  So  a  list  of  customers  may  be  a  trade 
secret  and  it  may  be  unfair  competition  to  steal  it  or  obtain  it  through  a 
breach  of  trust  or  confidence. 

Don't  we  know  tliat  Jordan  Marsh  is  a  sales  prospect  even  before  it  calls 
us?  I*-  the  f'ustomer  calls  us  and  tells  us  he  is  considering  a  PAX,  i'^  he  telling 
us  anything  we  don't  know?  INIaybe  he  is.  There  are  .some  128.000  PBX  instal- 
lations around  the  country.  How  do  we  know  which  of  our  customers  is  con- 
sidering terminating  a  service  or  installing  a  new  one?  If  someone  could  tell 
us  where  Bell  sales  are  jeopardized,  we  could  concentrate  our  efforts  where 
they  would  be  most  pi'oductive.  A  list  of  sales  prospects  or  a  list  of  potential 
terminations  could  be  very  valuable  to  us ;  it  could  have  real  commercial 
-value. 
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If  we  hired  an  industrial  spy  to  go  and  find  out  where  ITT  is  making  bidS^. 
this  would  be  unfair  competition.  If  we  bribed  an  ITT  employee  to  get  the  in- 
formation, it  would  be  unfair  competition.  If  an  ITT  distributor  in  Boston 
hoping  to  get  some  Western  Electric  business  tells  us  that  ITT  is  bidding  on 
the  Jordan  Marsh  job,  there  might  be  a  breach  of  a  confidential  relationship 
and  a  basis  for  a  claim  of  imfair  competition.  Or,  if  a  retired  Bell  System  em- 
ployee with  his  own  consulting  firm  has  learned  of  the  Jordan  Marsh  job  in 
the  course  of  his  work  and  passes  the  information  on  to  us  as  a  friendly  tip, 
there  may  also  be  a  breach  of  confidence  and  possible  unfair  competition. 

But  suppose  the  customer  tells  us.  By  the  very  fact  that  he  is  making  a 
bid  for  a  job  or  collating  information  to  make  a  bid,  a  seller  may  reveal  to 
the  customer  or  a  competitor  his  desire  to  sell  or  his  expectancy  of  a  sale.  The 
identity  of  a  sales  prospect  may  be  a  trade  secret,  but  a  trade  secret  voluntar- 
ily spoken  is  lost  forever.  It  belongs  to  everybody.  In  the  words  of  Justice 
Brandeis.  the  general  rule  of  law  is  that  knowledge,  after  voluntary  communi- 
cation to  others,  becomes  as  free  as  the  air  to  common  use.  By  disclosing  in- 
formation voluntarily  to  someone  who  is  not  in  a  position  of  confidence  and^ 
trust,  our  competitor  places  his  information  in  the  public  domain. 

The  customer  has  no  obligation  to  conceal  the  fact  that  he  is  interested,  or 
might  become  interested,  in  a  communications  job,  or  that  he  has  in  fact  re- 
ceived bids.  He  is  free  to  reveal  these  facts  to  us  or  anyone  else.  There  is- 
nothing  wrong  in  using  information  so  received,  or  surmised,  to  alert  our  peo- 
ple to  a  potential  sales  lead. 

We  must  use  discretion.  If  the  customer  or  the  competitor  comes  to  us  be- 
cause we  are  a  necessary  partner  in  all  communications  transactions,  because- 
as  a  competitor  he  could  not  formulate  a  bid  or  as  a  customer  he  could  not 
evaluate  a  bid  unless  he  receives  certain  information  from  us,  then  it  would  be 
a  good  business  practice  not  to  use  this  information  to  our  competitor's  detri- 
ment. 

For  this  reason,  we  have  made  a  special  effort  to  separate  the  functions  of 
rate  quotation  and  sales.  As  you  know,  we  have  set  up  special  numbers 
throughout  the  country  which  people  can  call  to  obtain  rate  quotations.  A  cus- 
tomer or  competitor  may  call  this  number  and  inadvertently  and  xmwillingly 
reveal  the  identity  of  a  sales  prospect.  We  do  not  want  our  sales  people  to  use 
this  kind  of  information  to  identify  sales  leads  and  so  we  have  arranged  for 
rate  quotations  to  be  given  from  sources  outside  the  sales  department. 

Suppose  we  get  our  sales  lead  from  an  outside  communications  consultant.  A 
true  communications  consultant  is  merely  the  agent  for  the  customer  and  it  is- 
as  if  we  were  talking  to  the  customer. 

In  recent  months,  communications  consultants  have  presented  a  unique  prob- 
lem. Many  are  retired  Bell  System  employees.  They  think  the  Bell  System  can' 
do  the  job  better  and  cheaper  than  anyone  else.  Consciously  or  unconsciously, 
they  may  formulate  customer  requirements  in  such  a  way  as  to  preclude  real 
competition  with  our  services.  Or,  they  may  give  us  inside  information  on  the 
customer's  requirements.  While  we  have  no  control  over  outside  consultants, 
we  should  be  mindful  of  the  proltlem  they  present. 

In  addition  to  customer  contacts,  we  can  use  any  other  information  which 
comes  to  our  attention  as  sales  leads.  We  can  peruse  applications  for  building 
permits,  trade  publications,  newspaper  announcements,  we  can  attend  in- 
dustrial fairs,  we  can  maintain  contacts  with  architects  and  the  building  in- 
dustry, and  we  can  use  any  source  of  information  a  resourceful  mind  can 
think  of. 

A  final  thought  on  sales  leads.  We  may  find  out  about  ITT's  efforts  to  sell 
Jordan  Marsh  early  or  late  in  the  game.  ITT  may  be  merely  assembling  infor- 
mation ;  it  may  not  have  yet  made  any  formal  proposal  to  the  customer.  Or,  it 
may  have  made  a  bid,  or  be  negotiating  on  the  terms  of  a  contract.  Or,  it  may 
have  made  the  sale,  and  signed  a  contract  under  which  it  agrees  to  sell  and 
Jordan  Marsh  agrees  to  buy. 

At  any  stage  up  to  the  execution  of  the  contract,  yon  are  free  to  make  your 
sales  effort  within  the  guidelines  we  have  discussed.  But  once  Jordan  Marsh 
has  signed  on  the  dotted  line,  you  should  make  no  further  effort  whicli  could 
in  any  way  be  regarded  as  encouraging  Jordan  Marsh  to  cancel  or  breach  its 
contract  with  ITT.  This  is  interference  with  contractual  relations  and  unfair 
competition.  , 
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Of  course,  Jordan  Marsh  may  have  signed  up  with  ITT  for  a  limited  time. 
When  ITT's  contract  has  expired,  Jordan  Marsh  is  again  fair  game  for  our 
comnuniications  consultant. 

(3)   Sales  Contacts;  Tie-In  Sales;  Disparagement 

Let  us  say  that  advertising  has  been  successful  in  creating  a  market  de- 
mand. We  have  successfully  identified  the  sales  prospect.  Now  we  approach  the 
customer  contact.  Are  there  any  limitations  on  the  package  we  can  sell  him, 
what  we  can  say  about  our  product,  or  what  we  can  say  about  our  comi>eti- 
tor's  product?  The  antitrust  laws  address  themselves  to  a  number  of  sales 
practices  in  this  area. 

(a)    Tie-in  Sales 

First,  let  us  talk  about  tie-in  sales.  Suppose  the  United  Shoe  Machinery 
Company  produces  95%  of  the  shoe  machinery  in  the  country.  If  you  want  to 
manufacture  shoes,  you  must  for  all  practical  purposes  use  their  machinery. 
United  Shoe  says  that  it  will  not  lease  a  machine  to  you  unless  you  also  buy 
from  them  all  materials  and  supplies  used  on  the  machine.  This  precludes 
United  Shoe's  competitors  from  selling  materials  and  supplies  to  you.  This  vio- 
lates Section  3  of  the  Clayton  Act. 

Or  suppose  IBM  leases  business  machines  to  you  only  on  condition  that  you 
buy  your  tabulating  cards  from  IBM.  This  restrains  competition  in  the  tabu- 
lating card  field  and  violates  Clayton  3. 

Or  suppose  an  oil  company  leases  a  gas  station  to  a  gas  station  operator  and 
tells  hira  it  will  terminate  the  lease  unless  he  buys  his  requirements  of  batter- 
ies and  tires  from  someone  the  oil  company  designates  and  from  whom  it,  inci- 
dentally, gets  sales  commissions. 

In  the  shoe  machinery  case,  the  shoe  manufacturer  had  95%  of  the  market 
for  shoe  machines.  He  dominated  this  market  and  he  was  using  his  market 
power  in  this  area  to  establish  a  monopoly  in  another  area. 

In  the  IBM  case,  IBM  had  patents  which  gave  it  monopoly  powers  in  the 
business  machine  area.  It  used  this  monopoly  power  to  establish  an  unlawful 
monopoly  in  the  tabulating  card  area. 

In  the  gas  station  case,  the  oil  company  had  a  right  to  build  a  gas  station 
and  to  lease  it  to  someone  to  operate.  But  it  could  not  use  its  dominance  over 
the  gas  station  operator  to  limit  competition  in  other  areas  such  as  tires  and 
batteries. 

How  do  these  types  of  case  apply  to  us?  Suppose  we  told  a  customer  that 
we  would  not  give  him  telephone  service  unless  he  ordered  his  Speakerphone 
requirements  from  us.  Since  the  customer  must  come  to  us  for  telephone  serv- 
ice, he  would  have  no  choice  but  to  take  our  Speakerphones  or  do  without  tele- 
phone service. 

Of  course,  we  would  never  do  such  a  thing  knowingly,  but  it  is  not  difl5cult 
to  drift  into  this  kind  of  trade  practice  unwittingly.  Suppose  we  were  to  sug- 
gest that  we  could  meet  a  customer's  service  date  if  he  ordered  his  complete 
communication  system  from  us,  including  all  PBXs.  However,  because  of  West- 
ern Electric  shipping  practices,  or  priorities,  or  some  other  vague  reason,  we 
told  the  customer  we  could  not  meet  his  seiwice  date  if  he  ordered  a  part  of 
Ills  communication  system,  the  PBXs,  from  another  supplier.  Or,  suppose  we 
say  nothing  but  over  a  period  of  time  it  develops  that  we  in  fact  meet  our 
service  dates  when  PBXs  are  ordered  but  are  always  late  when  the  customer 
orders  PAXs  from  a  competing  manufacturer. 

The  manufactui-er  might  discern  a  pattern  of  discrimination  from  a  course 
of  conduct.  He  would  argue  that  we  do  a  good  job  of  providing  our  basic  serv- 
ices when  the  customer  is  a  good  guy  and  orders  PBXs  from  us,  but  we  do  a 
poor  .iob  when  the  customer  orders  PAXs  from  others.  Could  this  lead  to  pri- 
Tate  antitrust  litigation?  I  think  it  could. 

Wliat  is  the  lesson  in  this  illustration?  Give  the  customer  your  best  service 
whether  he  orders  Bell  or  from  an  outside  supplier.  Be  virtuous  and  appear 
virtuous.  Do  not  suggest  that  he  will  get  anything  less  than  your  best  efforts 
ivhatever  his  buying  posture.  Make  sure  you  keep  after  your  supplier  to  see 
that  he  delivers  on  time. 

How  else  may  we  tie  in  sales  of  message  and  peripheral  services?  Suppose 
we  quote  a  price  for  the  total  service,  including  message  service  and  peripheral 
equipment.  In  the  new  IBM  case,  the  Justice  Department  said  that  IBM's 
practice  of  quoting  a  single  price  for  hardware   (a  market  which  they  domi- 
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nate).  software  and  supporting  services  tended  to  restrain  trade.  IBM  has  tlie 
re(piisite  market  power  on  hardware  witli  some  75%  of  ttie  marl^et  for  busi- 
ness equipment. 

Sliould  we  separately  quote  our  prices?  In  my  opinion,  we  are  perfectly  free 
to  quote  a  package  rate  if  this  serves  the  convenience  of  our  customers.  All 
our  prices  are  on  file  with  the  Public  Service  Commission;  they  are  matters  of 
public  record.  There  can  be  no  claim  that  we  are  engaged  in  package  pricing 
of  the  kind  referred  to  in  the  IBM  Complaint  as  each  separate  component  of 
our  charge  may  be  determined  from  public  records.  Of  course,  if  our  customer 
wants  us  to  state  the  charges  separately,  we  should,  as  a  matter  of  good  cus- 
tomer relations,  be  prepared  to  do  so. 

(&)  Obtaining  Information  Ahont  Competitors 

Our  competitors  know  all  our  prices  but  we  may  not  know  theirs.  How  far 
can  we  go  in  finding  out  what  our  competitors  are  chai-ging? 

First,  we  know  many  of  the  prices  our  competitors  charge.  Under  the  Li- 
cense Contract,  AT&T  continuously  maintains  price  comparisons  of  the  pub- 
lished prices  of  Western  Electric  and  competing  manufacturers.  Of  course,  this 
information  is  available  to  the  Marketing  Department. 

What  can  we  ask  our  customer  about  our  competitor's  product?  Can  we  ask 
the  price,  any  special  equipment  features,  the  delivery  schedule?  My  answer  to 
this  is  generally,  yes.  Just  a  few  weeks  ago,  several  judges  of  the  Supreme 
Court  in  the  Container  Corporation  case  made  it  rather  clear  that  you  can  ob- 
tain price  and  other  information  about  the  competitor's  product  from  the  cus- 
tomer. Once  a  competitor  quotes  a  price,  it  is  in  the  public  domain  and  he  has 
no  special  rights  to  keep  it  confidential. 

There  is  some  law  that  a  competitor  can  keep  his  costs  confidential  or  his 
manner  of  developing  his  price  schedule.  If  he  publishes  this  in  such  a  way  as 
to  place  it  in  the  public  domain,  we  would  have  every  right  to  use  it  but  if  he 
tries  to  keep  it  confidential  he  is  entitled  to  protection. 

So  we  may  ask  our  customers  about  our  competitor's  prices,  but  we  should 
be  careful  asking  al)out  price  formulas. 

Finally,  suppose  Stromberg  calls  up  and  tells  us  "Here  are  our  prices  w^e 
want  you  to  know  them."  This  could  create  problems  because  the  exchange  of 
price  information  among  competitors  may  be  a  device  to  fix  prices,  if  not  by 
express  agreement,  by  informal  understanding. 

What  about  the  competitor's  product?  Can  we  ask  about  the  service  details? 
Once  the  competitor  places  his  product  in  the  market,  we  are  entitled  to  know 
all  about  it.  We  could  even  buy  a  Stromberg  PAX,  take  it  apart,  and  find  out 
everything  it  can  do.  Or,  we  can  ask  customers  or  anyone  who  has  had  experi- 
ence with  it  for  the  same  information.  We  have  a  right  to  know  everything 
our  competitor's  product  can  do. 

(c)    What   Can   We   Say  About   Our   Competitor's  Product;   Disparagement 
What  can  we  say  about  our  competitor's  product?  Can  we  tell  the  customer 
about  how  bad  the  competitor's  product  is  and  how  good  our  product  is?  Let 
us  talk  a  little  bit  about  disparagement. 

We  can  describe  the  features  of  our  competitor's  product  and  our  product. 
We  can  point  out  the  particular  features  which  are  included  in  the  Bell  prod- 
ust.  but  not  included  in  the  competitor's  product.  We  can  point  out  that  extra 
features  provided  by  the  non-Bell  product  add  to  its  cost. 

We  should  assume  that  the  competitor's  product  can  do  what  he  says  it  can. 
If  you  know  a  customer  is  under  a  misapprehension  as  to  the  features  of  com- 
petitor's equipment,  you  can  correct  him  if  you  are  sure.  For  example,  if  you 
know  that  a  competitor's  PAX  has  only  a  40-line  output  and  the  customer 
thinks  it  has  a  60-line  output,  you  can  correct  him.  As  a  general  rule,  this  is 
about  as  far  as  you  should  ever  go. 

We  should  not  .say  that  our  competitor's  equipment  will  not  work  or  is 
defective.  We  should  not  suggest  that  the  extra  features  it  has  are  not  useful 
or  appropriate. 

We  should  not  comment  on  our  competitor's  product  except  on  some  basis 
that  is  relevant  to  the  present  merits  of  his  product.  For  example,  it  would 
not  be  relevant  to  criticize  the  competitor's  product  because  it  was  made  in 
.Tapan  or  because  the  company  that  made  it  was  headed  by  a  former  German 
scientist. 

You  cannot  use  half-truths.  You  may  not  be  able  to  say  that  the  FTC  has 
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found  your  competitor  guilty  of  unfair  trade  practices,  even  if  it  is  true;  it 
may  also  be  true  tht  the  competitor  iias  long:  since  ceased  and  desisted  from 
these  practices.  The  customer  does  not  weigh  every  word  you  say.  Your  words 
may  be  true,  but  they  may  be  framed  in  such  a  way  as  to  mislead  and  de- 
ceive. If  so,  you  are  engaging  in  deceptive  practices. 

Let  me  pause  to  mention  a  special  problem.  In  some  areas,  you  will  be  ex- 
pected to  sell  non-Bell  items  wliich  we  offer  under  tariff  in  competition  with 
Bell  items.  Such  items  include  the  Plantronics  lightweight  headset  and  reper- 
tory dialers.  In  fairness,  we  must  ask  ourselves,  are  we  giving  as  much  public- 
ity to  the  non-Bell  item  as  we  are  to  the  competing  Bell  items?  Are  we  main- 
taining adequate  stocks  of  the  non-Bell  item  so  that  we  can  assure  delivery  as 
promptly  as  with  Bell  terns?  Do  we  use  proper  pricing  formulas  in  pricing 
non-Bell  items  so  that  customers  will  not  be  discouraged  from  buying  the  non- 
Bell  device  in  favor  of  the  Bell  device?  Once  we  have  decided  to  offer  a  non- 
Bell  item  under  our  tariffs,  we  must  diligently  see  that  it  has  access  to  the 
market  equal  to  that  for  Bell  items. 

{(l)  What  Can  We  Say  Aoout  Our  Product:  Puffinf/ 

What  can  we  say  about  our  product?  Of  course,  we  cannot  lie  about  it. 
What  about  true  statements? 

"Our  cigarette  is  lowest  in  tar  and  nicotine,  as  shown  in  the  Reader's  Digest 
test."  "Our  insecticide  kills  twice  as  fast."  "Our  aspirin  goes  to  work  faster 
than  the  other  three  leading  pain-relief  tablets." 

All  of  these  statements  are  true,  but  the  difference  in  the  tar  and  nicotine 
level  of  the  lowest  brand  and  the  other  brands  was  not  significant.  Our  insecti- 
cide kills  faster,  but  no  human  being  could  detect  the  difference,  and  the  same 
is  true  of  our  aspirin.  The  Federal  Trade  Commission  thinks  this  kind  of  puff- 
ing is  decpetive,  even  if  it  is  true. 

The  best  rule  is  to  press  as  truthfully  as  we  know  how  the  merits  of  our 
own  equipment.  We  can  say  all  we  want  about  how  good  Bell  service  is,  but 
we  can't  lie  about  it  or  praise  our  services  in  such  an  unwarranted  fashion  as 
to  be  deceptive.  Moreover,  our  objective  is  to  make  "lasting  sales."  If  our  sales 
effort  has  misled  the  customer,  there  is  no  lasting  sale.  A  dissatisfied  customer 
can  cancel  service  at  any  time,  and  this  often  means  a  considerable  loss  to  us. 

We  must  also  avoid  announcing  future  production  of  new  equipment  when 
we  know  it  is  unlikely  that  we  will  be  able  to  implement  production  within 
the  announced  time.  A  customer  may  be  discouraged  from  buying  a  competi- 
tor's product  if  he  thinks  you  have  something  better  coming  along  in  the  near 
future.  In  the  new  IBM  Complaint,  the  government  says  that  IBM  should  not 
announce  the  development  or  production  of  new  equipment  until  the  product 
has  been  subjected  to  normal  testing. 

(4)   Market  Surveys 

The  last  step  of  the  salesman's  job  is.  after  the  sale  has  been  won  or  lost,  to 
find  out  why.  One  way  we  may  do  this  is  through  a  market  survey.  And,  of 
course,  the  market  survey  may  be  the  source  of  information  which  we  will  use 
to  restructure  our  tariffs  or  design  new  equipment  which  we  will  advertise  to 
create  mnrket  demand,  and  so  start  the  entire  cycle  of  sales  activity  again. 

As  competition  becomes  a  rising  force  in  the  communications  industry  we 
will  want  to  get  all  the  information  vve  can  about  what  service  features  our 
customers  want,  what  they  are  willing  to  pay  for  communications  equipment, 
what  are  the  advantages  of  our  competitor's  equipment,  and  what  special  ap- 
peals their  equipment  may  have. 

We  are  currently  considering  two  kinds  of  market  surveys.  First,  we  may 
ask  our  communications  constiltants  "What  did  the  customer  buy,  how  much 
did  he  pay,  why  did  he  select  non-Bell  over  Bell?"  Here  we  are  merely  asking 
an  employee  for  his  opinion.  There  is  nothing  wrong  with  it.  You  have  the 
right  to  use  your  consultant's  knowledge  and  expertise  and  professional  opin- 
ions. This  is  what  you  are  paying  him  for. 

A  second  kind  of  survey  is  wliere  rr,\^  go  out  and  ask  the  customer  "What 
equipment  did  you  btiy.  wliat  rrice  did  you  pay  for  it,  -piiy  did  yon  buy  this 
equipment  instead  of  Bell  equipment  V  Here  you  have  a  public  relations  prob- 
lem, you  must  approach  your  customer  tactfully,  but  there  is  nothing  wrong  in 
asking  him  these  questions. 

The  customer  can  answer  your  questions  or  not  as  he  chooses.  Neither  the 
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successful  nor  the  unsuccessful  bidders  can  claim  that  this  is  unfair  competi- 
tion. They  have  disclosed  their  bids,  their  prices  and  the  conditions  of  their 
bids  to  the  customer  who  has  no  confidential  i-elationship  to  them.  They  have 
placed  this  information  in  the  public  domain  and  it  can  no  longer  be  regarded 
as  a  trade  secret. 

C0XSEQUENCE.S  OF  ANTICOMPETITIVE  C0^rDUCT 

The  Government's  Complaint  in  the  1949  Government  antitrust  suit  sought 
divestiture  of  the  Western  Electric  Company.  Tiie  Government  thought  tliere 
could  be  no  effective  competition  in  the  manufacture  and  sale  of  telecommuni- 
cations products  so  long  as  there  was  vertical  integration  in  the  telephone  in- 
dustry, that  is,  where  AT&T  controlled  Western  Electric  which  manufactured 
telephone  apparatus  and  the  telephone  companies  which  bought  it. 

We  argued  that  vertical  integration  afforded  many  advantages  in  the  tele- 
phone industry  in  terms  of  lower  manufacturing  costs,  lower  prices  to  tele- 
phone companies,  and  lower  rates  to  consumers.  Moreover,  the  FCC  had  a  cer- 
tain amount  of  control  over  Western  Electric  prices  and  the  effect  that  such 
prices  had  on  common  carrier  rates,  which  it  would  not  have  were  Western  di- 
vorced from  the  Bell  System.  On  the  basis  of  these  arguments,  we  reached 
agreement  with  the  Department  of  Justice  on  a  consent  decree  which  avoided 
divestiture.  The  consent  decree  is  usually  called  the  Final  Judgment. 

Some  people  feel  that  the  Final  Judgment  resolved  for  all  time  the  questions 
raised  by  the  Government's  Complaint,  and  that  we  are  henceforth  immune 
from  antitrust  attack.  This  is  not  so.  Donald  Turner,  a  recent  Chief  of  the  An- 
titrust Division  of  the  Department  of  Justice,  has  expressed  sympathy  with 
the  view  that  a  consent  decree  may  be  reopened  if  the  decree  has  not  accom- 
plished its  objectives.  Also,  the  Department  might  start  a  new  suit  on  the 
basis  of  post-decree  conduct,  or  on  some  new  theory  of  responsibility. 

Recently,  the  Department  of  Justice  has  participated  in  a  number  of  FCC 
proceedings  which  are  of  direct  concern  to  the  Bell  System.  These  include  the 
Computer  Investigation.  Carterfone,  and  the  post-Carterfone  tariff  filings.  In 
all  of  these  cases,  the  Department's  objective  has  been,  as  in  the  1949  Com- 
plaint, to  achieve  a  climate  more  congenial  to  competition  in  the  sale  of  com- 
munications equipment.  If  their  efforts  are  unproductive,  we  may  anticipate 
that  they  will  return  to  more  conventional  methods  to  achieve  the  objective  of 
greater  competition. 

CONCLUSION 

I  have  tried  to  describe  to  you  the  areas  where  competitive  sales  practices 
may  offend  the  spirit  and  the  letter  of  the  antitrust  laws.  I  have  described  the 
history  of  antitrust  legislation,  to  show  that  each  law  was  a  legitimate  re- 
sponse to  social  pressures  at  the  time  it  was  adopted.  We  should  respect  the 
antitrust  laws ;  we  should  not  try  to  find  loopholes  in  them.  They  are  the  rules 
of  the  game  and  we  must  compete  within  these  rules. 

It  goes  without  saying  that  if  our  practices  conform  with  the  letter  and  the 
spirit  of  these  laws,  we  will  not  be  embarrassed  by  what  our  files  say  and  our 
files  will  regect  our  purpose  and  intent  to  achieve  compliance. 

We  face  difficult  and  unaccustomed  decisions  in  the  new  competitive  climate. 
Principal  among  these  will  be  the  pricing  of  our  services,  our  methods  of  cost 
allocation,  whether  competition  will  justify  departure  from  a  nationwide  or 
statewide  schedule  of  rates.  However,  these  are  decisions  which  will  be  made 
by  our  rate  planners  in  conjunction  with  accountants,  engineers  and  lawyers. 
These  prol)lems  will  be  solved,  for  better  or  for  worse,  and  the  solutions  re- 
flected in  the  tariffs.  It  will  be  your  job  to  sell  what  the  tariff  offers. 

You  may  contribute  to  this  effort,  you  can  help  our  rate  planners  know 
whether  the  rate  patterns  they  adopt  place  us  at  a  serious  competitive  disad- 
vantage. Ton  can  let  them  know  when  you  lose  sales  or  are  likely  to  lose  sales 
because  of  an  unfortunate  rate  structure,  whether  tariff  restrictions  are  neces- 
sary and  whether  they  unreasonably  restrict  the  use  of  customer-provided  de- 
vices. 

In  maintaining  a  correct  antitrust  posture,  we  must  always  reflect  upon  the 
consequences  of  our  behavior  on  our  customers  and  manufacturers  and  purvey- 
ors of  competitive  equipment.  The  theory  of  our  economic  system  is  tliat.  ex- 
cept for  narrowly  circumscribed  areas  of  natural  monopoly,  free  competition 
promotes  the  best  products  and  services  available  to  the  most  people  at  the 
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lowest  prices.  You  may  wish  to  argue  with  this  theory  hut  it  is  written  intO' 
the  fabric  of  our  statutes  and  SO  years  of  case  law.  It  is  no  longer  debatable. 
In  this  system  the  best  way  to  improve  sales  and  to  maintain  a  healthy  com- 
petitive posture  is  by  having  the  best  product  and  providing  top  quality  serv- 
ice. There  is  no  substitute.  A  monopoly  achieved  through  excellence  may  still 
be  vulnerable.  But  of  all  the  cases  a  lawyer  would  like  to  defend,  this  is  the 
best. 

Attachment  A2 

June  2.^,  1971. 
Subject :  Guidelines  for  Negotiating  "With  Independent   Consultants  and  Cus- 
tomers in  Competitive  Sales  Situations. 
File  No. :  71-06-246. 

To  :  Marketing  heads,  competition  coordinators. 
From  :  Assistant  vifc  president. 

Synopsis :  Guidelines  for  establishing  the  authority  of  private  communications 
consultants  to  act  for  customers,  dealing  with  customers  who  have  en- 
gaged private  consultants,  and  providing  information  to  customers  and 
consultants  regarding  customer  services. 


Prvate  comimuncations  consultants  have  increased  their  activities  to  the 
point  that  it  seems  desirable  to  establish  guidelines  for  negotiating  with  those 
who  represent  customers.  Many  of  these  consultants  may  also  represent  other 
suppliers  of  telecommunications  equipment. 

The  following  guidelines  review  three  areas  : 

Establishing  the  authority  of  an  independent  consultant. 

Dealing  with  customers  who  have  retained  independent  consultants. 

Providing  information  to  customers  or  authorized  consultants. 

ESTABLISHING  AUTHORITY  OF  AN  INDEPENDENT  CONSULTANT 

A  customer  may  choose  to  retain  an  independent  consultant  for  the  purpose 
of  analyzing  his  communications  needs  and  requirements.  If  the  customer 
seeks  our  advice  as  to  whether  he  should  retain  an  independent  consultant,  we 
should  neither  encourage  nor  discourage  him  from  doing  so  but  rather  should 
state  that  it  is  a  matter  for  him  to  decide.  We  may  also  inform  the  customer 
that,  without  any  specific  charge  or  obligation,  the  Telephone  Company  pro- 
vides a  consulting  service  for  its  customers. 

While  several  different  methods  are  possible  for  establishing  the  authority  of 
independent  consultants,  it  is  advisable  to  request  a  letter  signed  by  the  cus- 
tomer which  indicates  as  specifically  as  possible  the  scope  of  the  authority 
given,  the  time  period  for  which  the  authority  is  given,  and  the  locations  in- 
cluded. If  the  letter  of  authority  is  unclear,  we  should  ask  the  customer  to  de- 
fine the  scope  of  the  authorization.  We  may  also  ask  the  customer  if  the  au- 
thorization is  intended  to  preclude  or  limit  future  contacts  with  the  Telephone 
Company. 

DEALING  WITH  CUSTOMERS  WHO  HAVE  RETAINED  COMMUNICATION  CONSULTANTS 

If  a  customer  has  employed  or  is  actively  negotiating  with  an  independent 
consultant,  it  should  not  interfere  with  our  normal  lousiness  relationships  with 
the  customer.  Unless  specifically  denied  by  the  customer  it  would  not  preclude 
routine  calls  or  visits  to  the  customer  by  Marketing  and  other  departments  as 
part  of  a  program  of  scheduled  visits. 

If  an  authorized  consultant's  recommendations  appear  not  to  be  in  the  cus- 
tomer's best  interests  with  respect  to  his  service  reouirements  or  business  oper- 
ations, we  should  attempt  to  review  his  recommendations  with  the  consultant 
or  jointly  with  the  consultant  and  customer.  If  we  feel  that  the  consultant  has 
obstructed  necessary  communications  between  our  customer  and  ourselves,  we 
are  free  to  contact  the  customer  on  notice  to  the  consultant.  Other  services  not 
specifically  assigned  by  the  customer  for  consultant  negotiation  continue  to  be 
our  responsiliility.  Similarly,  other  telephone  comi)any  programs  may  be  offered 
by  the  customer.  For  example.  PHONE-POWER,  and  Traffic  Service  Adviser 
programs  may  continue.  Judgment  should  be  used  and  our  efforts  should  be 
do<'ument(>d  in  the  customer  information  file. 
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PROVIDING  INFORMATION  TO  CUSTOMERS  AND  AUTHORIZED  CONSULTANTS 

Providing  information  to  outside  communications  consultants  involves  bal- 
ancing u  number  of  different  considerations. 

1.  We  sbould  provide  information  to  tbe  private  consultant  on  the  same 
basis  as  we  would  provide  information  to  the  customer. 

2.  We  should  provide  no  more  and  no  less  information  to  the  customer 
merely  because  he  is  represented  by  a  consultant. 

3.  We  are  not  obligated  to  do  the  consultant's  work  for  him  nor  should 
we  assume  the  burden  of  developing  a  substantial  portion  of  the  study  data 
wliicli  is  a  part  of  his  work  product. 

4.  We  are  not  ol>ligated  to  provide  company-proprietary  information  to  the 
customer  or  his  consultant. 

5.  In  general,  we  will  make  data  available  to  the  customer  or  consultant  in 
accordance  with  the  principles  set  forth  above.  If  we  incur  additional  costs  in 
providing  such  information  those  costs  should  be  passed  on  to  the  customer. 

Let  us  look  at  these  points  in  more  detail. 

First,  we  will  supply  information  to  the  outside  consultant  on  the  same 
basis  that  we  provide  information  to  the  customer.  Often  we  offer  to  make 
studies  of  customer  services  looking  toward  the  recommendation  of  new  serv- 
ices or  to  support  retention  of  an  existing  service.  W^e  should  perform  similar 
studies  at  the  request  of  an  authorized  consultant.  In  other  words,  customers 
may  expect  full  cooperation  whether  they  are  represented  by  a  consultant  or 
not. 

In  determining  whether  we  Mill  perform  a  study  for  the  customer  or  consul- 
tant, we  should  avoid  making  studies  where  we  have  recently  completed  a  sim- 
ilar study  for  the  customer. 

Second,  we  should  supply  no  more  information  to  a  customer  merely  because 
he  is  represented  by  a  communications  consultant.  Frequently,  consultants  re- 
quest elaborate  studies  such  as  traffic  studies  and  toll  analyses  which  produce 
large  amounts  of  data.  Normally,  unless  justified  by  a  service  consideration, 
we  would  not  make  these  efforts  on  behalf  of  the  customers  and  we  should  not 
do  so  merely  because  the  customer  has  engaged  a  consultant.  The  touchtone  of 
our  policy  should  be  the  fair  and  equal  treatment  of  all  customers. 

Third,  "the  consultant  may  request  studies  and  analyses  to  support  his  ulti- 
mate recommendation.  This  material  constitutes  a  substantial  portion  of  the 
consultant's  total  work  product.  We  are  under  no  obligation  to  perform  studies 
and  analyses  for  this  purpose.  We  should  not  perform  w^ork  which  adds  to  our 
costs  of  doing  business  without  being  justified,  in  our  judgment,  by  customer 
or  service  reasons. 

Fourth,  we  are  under  no  obligation  to  provide  company-proprietary  informa- 
tion to  a  customer  or  consultant.  Tliis  information  is  developed  by  the  Tele- 
phone Company  at  some  expense  and  has  value  to  the  Telephone  Company.  It 
includes  equipment  work  slieets,  traffic  study  data,  traffic  observations,  service 
orders,  and  similar  outputs  of  our  order,  billing  and  record-keeping  systems. 
Such  information  is  normally  not  provided  for  customer  use.  Proprietary  infor- 
mation also  includes  our  study  methodology  and  the  basic  data  used  to  formu- 
late recommendations. 

If  a  consultant  should  request  information  about  a  previous  Telephone  Com- 
pany study  of  the  customer's  service,  we  may  supply  him  with  study  results 
(interpreted  data)  ;  we  should  not  supply  the  underlying  raw  data  upon  which 
our  own  analyses  and  recommendations  are  based.  Recommendations  rely  on 
proprietary  methodology  and  a  proprietary  evaluation  and  interpretation  of 
raw  data.  ]Moreover,  under  the  conditions  outlined  below,  the  customer  has  full 
access  to  any  data  he  needs  to  determine  usage  or  inventory. 

A  few  examples  of  the  type  of  data  requested  are  equipment  inventories,  key 
sheets,  toll  message  detail  "and  W^\TS  Study  data  other  than  what  is  provided 
customers  as  the  normal  siipport  for  their  bill. 

In  most  instances,  the  customer  has  full  information  on  toll  call  usage  from 
his  portion  of  the  toll  record.  If  he  reque^^ts  billing  information  on  tapes  or  in 
other  machine-readable  form,  we  will  supply  these  records  at  cost. 

WATS  service  does  not  contemplate  the  provision  of  usage  data  other  than 
that  necessary  to  substantiate  billing.  Morevoer,  the  customer  may  monitor  at- 
tendant-acces'sed  WATS  usage  at  his  switchboard  or  liy  interrogating  his  own 
employees.   Where  Telephone   Company   detail   is   required  the  costs  incurred 
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•should  be  passed  on  to  the  customer  as  outlined  in  General  Letter  71-05-129 
dated  May  19,  1971. 

Some  consultants  claim  billing  discrepancies  and  request  a  physical  check  as 
an  equipment  inventory.  In  such  a  case,  we  should  conduct  a  physical  check  or 
inventory  and  advise  the  customer  or  his  agent  of  the  changes  in  billing  as  is 
customary. 

Normally,  we  use  key  sheets  and  wiring  diagrams  as  guides  for  Plant  crafts- 
men. These  records  are  subject  to  inaccuracy  because  of  subsequent  order  ac- 
tivity and  field  changes  which  have  not  yet  been  reflected  on  the  file  copy.  Be- 
cause of  potential  inaccuracy,  we  would  not  normally  supply  copies  of  these 
records  to  our  customers. 

Fiftli,  there  may  be  occasions  when  the  customer  feels  he  needs  data  which 
are  available  only  through  the  telephone  company,  or  available  through  the  tel- 
ephone company  at  considerably  less  cost  than  if  developed  from  his  own 
sources.  Examples  of  such  data  are  given  in  the  following  paragraphs.  Nor- 
mally, this  type  of  data  requirement  will  be  rare.  In  general,  we  should  give 
the  customer  and  his  consultant  our  full  cooperation  in  developing  the  data 
they  desire,  but  we  should  not  undertake  to  gather  the  data  for  them. 

Busy  studies,  determining  the  number  of  busy  signals  experienced  on  the 
customer's  lines,  are  one  example  of  this  type.  Normally,  we  must  obtain  this 
information  at  the  central  office.  In  most  cases,  we  should  supply  such  a  study 
at  no  extra  cost  to  the  customer,  since  the  study  may  lead  to  a  recommenda- 
tion that  the  customer  order  more  lines.  However,  if  we  have  recently  com- 
pleted such  a  study  and  made  the  results  available  to  the  customer  we  should 
impose  a  charge  based  on  the  related  costs  for  any  additional  study  requested 
by  the  customer. 

A  principal  category  of  data  desired  by  customers  is  traffic  data.  For  exam- 
ple, data  developed  from  stroke  counts  and  registers  on  the  face  of  the  switch- 
board is  available  to  the  consultant  as  readily  as  to  the  Telephone  Company. 
In  these  circumstances,  we  should  expect  the  customer  to  obtain  the  data  de- 
sired from  these  sources.  However,  where  we  provide  special  registers  or  pro- 
vide registers  at  the  switchboard  location  to  facilitiate  customer,  or  consultant, 
studies  we  should  charge  the  subscriber  our  full  cost  for  the  service  facilities 
provided.  In  any  event,  the  customer  or  private  consultant  would  be  responsi- 
ble for  reading,  collating  and  interpreting  the  data. 

In  other  cases,  the  data  are  available  only  through  registers,  etc.  in  the 
switchroom.  While  the  customer  normally  has  access  to  the  switchroom,  for 
safety  reasons  and  for  the  protection  of  our  equipment,  we  do  not  encourage 
him  to  enter  the  switchroom.  Further,  direct  connections  of  customer-supplied 
registers  to  our  equipment  should  not  be  permitted.  "Where  such  data  is  re- 
quii*ed,  you  should  consider  providing  registers  at  a  remote  location  (the  at- 
tendant position,  for  example)  accessible  to  customer  or  consultant  personnel. 
The  customer  would  be  charged  for  the  cost  associated  with  providing  the  reg- 
isters and  associated  wiring. 

While  we  wish  to  comply  with  information  requests  to  the  maximum  feasi- 
ble extent,  we  must  also  keep  in  mind  tliat  the  consultant's  request  may  im- 
pose significant  costs  on  us.  These  costs  are  incurred  for  the  benefit  of  a 
specific  customer.  Accordingly,  that  customer  should  pay  the  costs  of  special 
studies  made  at  his  consultant's  request  and  they  should  not  be  passed  on  to 
the  general  ratepayer.  Performing  studies  and  collecting  data  not  only  involves 
substantial  expense,  it  diverts  our  limited  manpower  and  resources  from  their 
assigned  tasks.  Consequently,  we  should  resist  supplying  information  or  mak- 
ing studies  which  we  deem  unnecessary,  excessive  or  of  an  unusual  nature.  We 
should  be  satisfied  that  the  information  requested  is  indeed  germane  to  a 
study  of  this  customer's  communications  requirements. 

We  should  also  resist  supplying  additional  copies  or  duplicating  information 
which  has  already  been  provided  to  the  customer  such  as  billing  statements 
and  itemizations,  contracts,  register  readings,  past  recommendations,  etc. 

W<'  should  not  accord  a  consultant-represented  customer  study  request  pref- 
erential treatment  over  studies  being  performed  for  other  customers.  Often,  the 
equipment  we  use  to  perform  studies  is  in  limited  supply  and  use  is  scheduled 
well  in  advance.  One  example  would  be  traffic  usage  recorders.  We  should  not 
divert  such  equipment  from  previously  scheduled  studies  just  to  comply  with  a 
customer  or  consultant  request.  Finally,  when  we  make  a  study,  we  should  use 
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standard  Telephone  Company  formats  and  procedures  and  not  special  metho- 
dology dictated  by  the  consultant. 

If  you  or  your  people  have  questions  or  comments,  Jack  bhiels 
(212-393-4416)  is  familiar  with  this  matter. 

Assistant  Vice  President 
Attaehmeut  A3 

American  Telephone  &  Telegraph  Co., 

New  York,  N.  Y.,  September  21,  1972 
Subject :  Requests  for  Proposals 
To:  Engineering  Staff  Heads,  Operating  Vice  Presidents,  Company  Marketing 

Heads,  Rate  Heads,  and  All  Comptrollers 
From :  Assistant  Vice  President— Engineering  Switching ;  Assistant  Vice  Presi- 
dent—Business   Market    Servicing,    Assistant    Vice    President— Operations 
Commercial,  Assistant  Vice  President — Operations;  Plant,  Assistant  Vice 
President — Operations  Traffic,  Assistant  Vice  President — Market  and  Serv- 
ice Plans,  and  Assistant  Comptroller. 
Synopsis :  Establishes  Bell  System  guidelines  for  handling  competitive  bidding 
situations  and  formal  Requests  for  Proposals  (RFP's). 
More  and  more  business  customers  are  using  formal  bidding  procedures  to 
select  a  communications  supplier  for  their  telephone  service.  The  customer  is- 
sues a  formal  request  for  proposal   (RFP)  with  specifications  as  to  the  nature 
of  the  facilities  desired,  installation  intervals,  maintenance  and  other  bidding 
conditions.  This  practice  has  become  quite  common  among  Federal  and  State 
government  agencies.  Educational  Institutions  and  the  Hotel/Motel  Industry. 

While  some  associated  companies  have  attempted  to  properly  satisfy  all  bid 
requirements,  most  feel  they  cannot  meet  the  requirements  because  of  existing 
policy  and  practice.  However,  unless  we  respond  to  these  RFP's,  we  may  ex- 
chidt-  ourselves  fromb  some  important  markets  which  we  have  no  intention  of 
abandoning  voluntarily. 

Most  RFP's  give  the  customer  the  right  to  reject  any  or  all  proposals  or  to 
accept  different  proposals.  Consequently,  we  are  normally  not  foreclosed  from 
making  bids  even  though  we  cannot  comply  precisely  with  the  specifications. 
Fsually,  we  can  submit  l»ids  for  the  system  the  customer  proposes  and  we  can 
also  submit  bids  for  the  system  we  would  recommend. 

Difficulties  arise  when  the  RFP  asks  us  to  make  commitments  outside  of  our 
tariffs.  We  can  make  contractual  commitments  which  are  implicit  in  our  tar- 
iffs. If  the  customer  wants  special  commitments  which  go  beyond  our  custom- 
ary responsibilities  to  customers,  we  should  consider  supplying  those  services 
and  charging  for  them  at  special  tariff  rates  or  on  a  special  assembly  basis. 
We  can  supply  information  which  is  not  a  contractual  commitment,  e.g.,  infor- 
mation as  to  the  size,  training  and  location  of  our  repair  forces. 

In  the  following  attachment,  we  have  provided  replies  to  the  many  common 
questions  which  have  been  directed  to  us  regarding  bidding  procedures.  It  is 
intended  that  this  will  clarify  that  our  future  position  should  be,  and  provide 
the  direction  desired  in  handling  bidding  situations. 

C.  R.  Williamson,  Assistant  Vice  President  Joe  H.  Hunt.  Assistant 
Vice  President ;  D.  M.  Barrett,  Assistant  Vice  President ;  P.  D. 
Loser,  Assistant  Vice  President ;  F.  A.  Robinson,  Jr..  Assistant 
Vice  President ;  R.  T.  Dugan,  Assistant  Vice  President ;  W.  W. 
Brown,  Assistant  Comptroller. 

Guidelines  Request  for  Proposal  Responses 

Q.  Will  we  respond  to  Request  for  Proposals  (RFP's)  using  format  deter- 
mined by  the  customer,  posting  the  bid  bonds,  supplying  the  correct  number  of 
copies,  filling  out  the  forms  and  submitting  the  bid  on  time?  Or  will  we  take 
the  position  that  our  rates  are  included  in  filed  tariffs  and  are  a  matter  of 
public  record? 

A.  We  can  respond  to  RFP's  and  should  attempt  to  do  so  complying  witli 
the  stipulations  set  forth  in  the  RFP.  A  review  of  actual  cases  indicated  quite 
convincingly  that  we  were  more  successful  in  wining  the  contract  when  our  re- 
sponse confirmed  with  the  RFP. 

Q.  Will  we  pay  for  copies  of  the  RFP? 
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(Note).  In  some  cases  the  prospective  bidder  had  to  pay  for  copies  of  the 
specifications  before  he  could  bid.  The  cost  ranged  from  $50  to  $100  per  set. 

A.  Yes,  we  will  pay  for  copies  of  the  RFT. 

Q.  To  what  account  will  the  salesman  charge  this  expense? 

A.  The  expense  should  be  charged  to  departmental  expense.  In  some  cases 
you  may  choose  to  recover  bid  costs  by  appropriate  customer  billing, 

Q.   Should  bid  bonds  and  completion  bonds  be  provided? 

A.  Yes,  we  may  provide  both  bid  bonds  and  completion  bonds  as  long  as  it  is 
done  in  com.pliance  with  State  laws  where  appropriate.  However,  we  should 
not  overlook  the  possibility  of  avoiding  bonds.  Bid  bonds  and  performance 
bonds  are  intended  to  protect  the  customer  against  contractors  who  are  unwill- 
ing or  unable  to  perform.  We  have  a  legal  obligation  to  perform  and  have  the 
resources  to  do  so.  Accordingly,  bonds  are  unnecessary  and  we  may  be  able  to 
persuade  customers  to  waive  this  requirement  as  it  applies  to  us.  If  a  bond  is 
required,  the  Bell  System  has  a  formal  agreement  with  St.  Paul  Fire  and  Ma- 
rine Insurance  Company  to  provide  bonds  to  System  Companies.  This  agree- 
ment provides  that  we  will  reimburse  St.  Paul  for  any  losses  incurred.  Your 
Company's  Insurance  Coordinator  will  make  arrangement  under  the  terms  of 
this  agreement  through  Marsh  and  Mclennan.  Costs  should  be  charged  to 
Account  S36. 

Q.  Will  we  contract  for  specific  dates  in  writing? 

(Note).  This  requirement  was  found  in  almost  all  bidding  requests. 

A.  It  would  seem  reasonable  that  if  the  service  date  specified  is  within  nor- 
mal intervals  we  could  contract  with  certain  qualifications  to  protect  ourselves 
against  delays  caused  by  the  customer,  other  contractors,  and/or  unforeseen 
acts  of  nature.  It  does  not  seem  practical  to  contract  for  a  service  date  which 
is  less  than  normal  intervals  unless  proper  assurance  is  received  from  all  oper- 
ating departments  and  Western  Electric  Company  that  the  service  date  can  be 
met. 

Q.  If  we  did  contract  for  a  specified  service  date,  and  did  not  complete  the 
job  on  time,  would  we  consent  to  a  stipulation  in  the  bid  that  the  customer 
can  hire  others  to  complete  the  job  and  subtract  the  costs  from  the  bid? 

A.  No,  we  will  not  accept  a  contract  which  would  permit  the  customer  to 
hire  outside  installers  to  complete  a  job  nor  should  we  agree  to  any  payment 
of  remuneration  for  a  specified  service  date  not  met. 

Q.  Should  we  bid  for  contracts  which  stipulate  specific  response  times  for  re- 
pair service? 

A.  We  are  reluctant  to  establish  a  firm  system  policy  on  response  time  since 
Plant  must  plan  and  adjust  forces  to  serve  all  customers.  Moreover,  we  cannot 
provide  a  priority  service  for  one  customer  that  we  do  not  also  provide  to 
other  customers  paying  the  same  rate. 

However,  we  should  not  be  deterred  from  bidding  by  a  requirement  to  spec- 
ify response  time  or  similar  requirements.  There  are  several  ways  of  dealing 
with  these  situations. 

One  solution  to  the  problem  would  be  to  bid  without  stipulating  response 
time.  In  these  cases,  we  should  state  that  or  policy  is  to  provide  25  hours  a 
day,  7  days  a  week,  repair  service  for  major  breakdown  and  emergencies. 
Major  system  breakdowns,  such  as  switchboards,  attendant  consoles  or  switch- 
ing equipmet  are  given  priority  treatment  and  we  usually  begin  repair  within 
two  hours  of  notification  during  regular  working  hours.  Off  hour  cases  are 
handled  on  an  individual  case  basis.  It  would  be  impossible  to  guarantee  that 
repairs  would  be  completed  within  a  set  time  frame  (4  hours,  8  hours,  etc.) 
because  some  cases  of  trouble  are  diflacult  to  find  and  correct  and  could  take 
longer.  Finally,  it  is  important  to  recognize  that  occasionally  we  are  faced 
with  abnormal  conditions  which  will  affect  response  time;  windstorms,  ice 
storms,  tornadoes,  etc. 

In  cases  where  a  statement  of  our  practices  is  not  an  adequate  response,  we 
should  consider  bidding  on  the  basis  of  an  additional  charge  for  extraordinary 
maintenance  service  under  a  special  tariff  or  on  a  special  assemlily  basis. 

Q.  If  required,  will  we  provide  information  on  the  number  of  repairmen  we 
have  in  a  particular  location,  their  levels  of  training,  vrork  center  locations, 
spare  parts  supply  and  our  system  for  expediting  delivery  of  critical  parts? 
A.  Yes.  we  may  provide  this  information. 

Q.  Will  we  specify  in  writing  our  installation  intervals  on  subsequent  sta- 
tion additions? 
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A.  The  present  position  is  that  our  current  normal  intervals  be  quoted  to  the 
customer  l)ut  not  to  be  included  in  a  contract  as  a  future  performance  ol)lifra- 
tion.  If  we  are  to  compete  on  an  equal  basis,  it  seems  that  this  position  might 
require  some  modification.  It  would  seem  reasonable  that  if  the  intervals  speci- 
fied in  the  proposal  are  within  our  present  current  intervals  we  could  agree  to 
perform  with  certain  qualifying  statements  such  as  "except  under  certain  unu- 
sual conditions  such  as  hurricanes,  floods,  fires,  etc.",  and  "except  when  addi- 
tional switching  equipment  is  required  to  permit  station  expansion". 

Q.  Will  we  bid  if  the  hid  is  based  on  the  customer's  own  traffic  engineering 
and  we  don't  agree  with  it? 

A.  Yes,  if  the  customer  insists  on  a  bid  completely  responsive  to  his  specifi- 
cations we  see  no  reason  for  not  responding.  However,  where  the  data  indi- 
cates serious  shortcomings,  we  should  identify  them  in  our  response. 

Q.  How  will  we  point  out  shortcomings  in  the  specifications? 

A.  Eitlier  an  addendum  to  the  bid,  identifying  the  areas  we  do  not  agree 
widi  and  stating  the  cost  to  correct  them,  or  submitting  an  alternate  bid  based 
on  our  traffic  engineering  data. 

Q.  If  tlie  data  provided  by  the  customer  indicates  that  the  specified  system 
might  result  in  excessive  Ineffective  attempts  on  our  general  network  (for  ex- 
ample, insufficient  number  of  switchboard  positions  which  would  result  in  ei- 
ther slow  or  non-answering  of  incoming  calls)  will  we  provide  service? 

A.  If  we  have  submitted  an  addendum  or  alternate  bid  describing  the  short- 
comings of  tlie  customer's  data  and  what  is  required  to  make  the  system 
acceptable  and  the  customer  insists  on  the  specified  system  based  on  inaccurate 
data  we  should  then  indicate  that  we  will  not  provide  basic  telephone  service 
whetlier  the  customer  uses  our  terminal  equipment  or  equipment  provided  l>y 
another  supplier  which  will  create  adverse  effects  on  our  general  network. 

Q.  Will  we  respond  to  a  Request  for  Proposal  (RFP)  which  calls  for  a  .spe- 
cific minimum  wage? 

A.  Yes.  but  we  should  clearly  stipulate  that  we  will  not  pay  more  or  less 
than  what  our  existing  wage  schedule  calls  for,  and  insert  our  own  wage  rates 
in  the  bid  where  appropriate. 

Q.  How  should  we  respond  to  a  request  for  fixed  pricing  for  a  specified  pe- 
riod of  time? 

A.  Presently  we  can  only  indicate  that  our  rates  are  subject  to  regulation 
and  cannot  be  changed  without  commission  acceptance  and  in  many  cases 
without  the  Price  Commission's  approval. 

However,  the  Flexilile  Pricing  Plan  now  under  trial  in  several  companies  of- 
fers the  customer  a  Rate  Stability  Option  which  provides  him  with  fixed  pric- 
ing for  terminal  equipment  items  for  five  years.  (Subject  to  regulatory  com- 
mission approval.) 

Q.  Will  we  guarantee  our  proposal  price  for  the  period  between  the  time  we 
submit  the  bid  and  the  time  it  is  accepted? 

A.  No,  if  a  rate  change  takes  place  during  this  period  the  customer  would  be 
subject  to  the  new  rates.  However,  under  provisions  of  the  Flexible  Pricing 
Plan  (subject  to  regulatory  commission  approval)  the  payment  options  and  the 
rate  stability  feature  are  quoted  on  a  firm  30  day  basis. 

Q.  Can  we  change  our  pricing  structiire  to  give  price  options,  high  one-time 
charge,  low  fiexible  monthly  payments? 

A.  The  Flexible  Pricing  Plan  does  allow  the  customer  a  choice  of  pricing  op- 
tions. The  plan  provides  for  customer  choice  of  a  range  of  higher  one-time  pre- 
payment charges  and  lower  recurring  monthly  charges,  a  pricing  feature  con- 
tained in  many  bids. 

Attachment  A4 

Amekican  Telephone  &  Telegraph  Co., 

New  York.  iV.y.,  November  20,  191 S. 
Subject :  Guidelines  for  Selling  in  a  Competitive  Environment 
To:   Company   Marketing  Heads  Mailing  List    (Copies  being  sent  to   General 

Plant  ^Managers  and  General  Commercial  Managers). 
From  :  Director  of  Sales  Development. 

Synopsis:  Contains  guidelines  for  competitive  selling  and  a  recommended  pro- 
cedure for  serving  customers  who  have  contracted  for  non-Bell  provided 
equipment. 
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Vigorously  competing  for  telecommunications  business  has  been  a  long  stand- 
ing objective  of  Bell  System  marketing  policy.  The  right  to  compete  aggres- 
sively carries  a  clear  responsibility  to  do  so  ethically  and  legally.  To  consoli- 
date and  supplement  previously  published  instructions,  the  attached  guidelines 
have  been  developed.  They  will  be  incorporated  in  future  Bell  System  sales 
practices. 

In  addition  to  these  guidelines,  we  recommend  a  new  procedure  for  negotiat- 
ing with  customers  who  have  decided  to  contract  with  a  non-Bell  vendor  for 
terminal  equipment.  This  procedure  should  enable  our  sales  personnel  to  in- 
crease productive  selling  time  and  should  remove  them  from  activities  that 
could  be  considered  in  conflict  with  a  contract.  I  would  appreciate  hearing 
your  plans  for  the  implementation  of  this  recommendation. 

Questions  concerning  the  guidelines  or  the  recommendations  can  be  directed 
to  W.  J.  Moody  (212  393-4416). 

At  the  request  of  INIessrs.  J.  Hunt  and  P.  D.  Loser  copies  of  this  letter  are 
being  sent  to  General  Plant  Managers  and  General  Commercial  Managers. 

F.  A.  McDoMEY,  .Tr.. 
Director  of  Sales  Development. 

Attachment : 

Intboduction  To  Guidelines  Fob  Selling  in  a  Competitive  Environment 

These  guidelines  are  to  be  followed  by  all  customer  contact  personnel  in  the 
Bell  System.  They  are  written  with  the  purpose  of  applying  the  Bell  System 
sales  policy  to  specific  situations  encountered  in  a  competitive  marketplace. 
Certain  principles  apply  to  all  situations  : 

The  Bell  System  has  a  right  to  compete  vigorously. 

We  intend  to  compete  vigorously  until  the  customer  is  committed  to  a 
competitor. 

We  will  not  interfere  with  commitments  between  our  competitors  and 
their  customers. 

We  will  at  all  times  continue  to  sell  services  and  equipment  supplemen- 
tary to  those  furnished  by  our  competitor. 
While  the  following  guidelines  cover  a  variety  of  situations,  there  is  need 
for  a  change  in  our  overall  negotiating  procedures  when  a  customer  has  con- 
tracted for  non-Bell  equipment.  With  competitors  using  a  variety  of  methods 
in  selling  their  products  and  services,  it  is  often  difficult  to  determine  whether 
a  contract  actually  exists  between  a  vendor  and  a  customer.  We,  therefore, 
must  rely  on  the  advice  of  our  customer  as  to  whether  he  had  in  fact  made  a 
contract.  If  the  customer  states  be  considers  himself  committed,  we  must  stop 
all  sales  efforts  in  connection  with  the  service  or  equipment  for  which  he  had 
contracted.  If  the  customer  is  vague  or  unsure,  we  must  clarify  the  facts  be- 
fore we  continue  our  sales  effort.  To  this  end  we  must  determine  whether  the 
ingredients  of  a  contract  exist. 

A  contract  exists  when  two  or  more  persons  make  mutual  commitments  to 
each  other,  manifested  in  some  objective  provable  fashion.  In  business  transac- 
tions, the  mutual  commitments  are  normally  manifested  by  a  written  agree- 
ment. It  is  possible  through  rate,  for  business  agreements  to  be  oral.  Normally, 
contracts  are  two-sided  in  that  each  party  makes  a  commitment  to  the  other  to 
supply  some  product  or  service  or  to  pay  money. 

We  learn  of  a  customer's  decision  to  purchase  from  a  non-Bell  vendor  either 
during  negotiations  or  when  notified  by  a  letter  or  a  call  from  the  customer  or 
the  vendor.  Good  business  procedure  dictates  that  the  necessary  implementa- 
tion of  installations  of  non-Bell  terminal  equipment  be  assigned  to  personnel 
whose  primary  function  is  not  selling. 
Such  personnel  should : 

Receive  all  advice  from  customers,  vendors  or  Sales  asserting  that  a 
contract  exists  for  customer-provided  equipment. 

State  the  need  for  interconnection  devices  and  quote  the  cost  for  the  de- 
vices specified  by  the  customer  or  his  vendor.  The  details  of  this  order 
should  be  confirmed  in  writing  to  the  customer. 

Assure  the  customer  of  our  cooperation  and  discuss  the  appropriateness 
of  future  sales  contacts  after  the  cutover  to  customer-provided  equipment. 
Issue  the  orders  for  Bell-provided  equipment  necessary  for  the  cutover 
of  the  customer-provided  equipment. 
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Coordinate  l»etween  the  customer  or  his  vendor  and  the  telephone  com- 
pany during  implementation  and  cutover  to  customer-provided  equipment. 
If  it  is  determined  that  a  contract  does  not  exist, 

Document  the  customer's  statement  that  no  contract  exists. 

Inform  the  customer  of  our  interest  in  providing  his  telecommunications 

service. 

Advise  the  customer  that  a  salesman  will  contact  him  and  forward  the 

case  to  the  proper  sales  group. 
Additions  to  these  guidelines  will  be  published  as  required. 
Appendix  of  other  letters  that  deal  with  this  aspect  of  Bell  System  policy  : 

General  Letter  from  S.  F.  Damkroger  to  Company  Marketing  Heads  "Mar- 
keting in  a  New  Competitive  Climate",  5713/69. 

01.-70-03-28.").  "^^ale  of  I'lant  Facilities  to  Customers  Providing  Their  Own 
Systems",  3/.31770. 

GL- 70-0.5-036.   "Sales  of  Inside  Wiring — Pricing  Guildelines",   5/8770. 

GI>-71-06  246,   "Guidelines  for  Negotiating  with  Independent  Consultants 
.  .  .■•.  6/2.5771. 

GL-72-0.5-092,  "General  Trade  Telecommunications  Products"  5/9772. 

GL-72-08-075,    "Short-Term    Service    Installations",    8/7/72. 

GL-72-09-118,  "Requests  for  Proposals",  9/21/72. 

GL-7.3-0.5-100,  "Dealing  with  Outside  Manufacturers,   Suppliers  and  Con- 
sultants", 5/9/73. 

GL-73-08-078,  "Serving  the  Business  Customer  in  a  Competitive  Environ- 
ment", 8/9/73. 

Guidelines  for  Selling  in  a  Competitive  Environment 

INDEX 

Section 

A — Using  Knowledge  of  Vendor's  Activity. 
B — Negotiating  with  a  Private  Consultant. 
C — Negotiating  a  Competitive  Case. 

D — Coordinating  the  cutover  to  customer  provided  equipment. 
E — Selling  to  and  servicing  customers  who  have  customer  provided  equip- 
ment. 

XJSING  KNOWLEDGE  OF  VENDOR'S  ACTIVITY 

Any  information  concerning  a  vendor's  activity  can  generally  be  used  for 
sales'  purposes.  The  exception  to  this  is  information  gained  in  some  illegal 
manner.  In  addition  we  should  not  use  information  gained  unethically,  such 
as  eavesdropjjing. 

1.  A  vendor  calls  us  and  informs  us  he  is  the  agent  for  a  particular  cus- 
tomer. 

This  call  should  be  referred  to  personnel  responsible  for  implementing  non- 
Bell  installations.  They  should  inform  the  vendor  that  we  require  a  letter  of 
authorization  from  the  customer. 

2.  A  repairman  working  on  a  customer's  premise  overhears  a  discussion  con- 
cerning a  vendor  or  is  told  of  a  vendor's  activity  by  an  employee  of  the  cus- 
tomer. 

Sales  should  be  informed.  Sales  should  determine  that  the  information  was 
gained  in  an  ethical  manner  and  if  so  are  free  to  make  a  sales  contact. 

3.  A  customer  requests  a  detailed  billing  breakdown  from  the  business  office. 
While  furnishing  the  normal  itemization  and  explanation,  an  attempt  should 

be  made  to  determine  the  reason  for  the  request.  A  sales  contact  can  be  made. 

4.  During  negotiation,  a  customer  indicates  he  is  going  to  call  a  competitive 
firm  to  get  a  proposal. 

Avoid  disparagement  of  the  interconnect  industry  or  a  particular  vendor.  An 
attempt  to  make  the  sale  and  write  an  order  should  be  made. 

5.  A  customer  questions  the  availability  or  legality  of  interconnection. 
Explain  that  interconnection  is  i>ermitted  and  that  interconnect  devices  are 

reuuired.  In  addition,  we  can  respond  with  a  sales  effort. 

6.  A  customer  asks  our  opinion  as  to  whether  he  should  consider  requesting 
a  competitive  proposal. 

State  that  the  decision  is  totally  the  customer's  but  we  should  inform  him  of 
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^ur  consulting  services  as  well  as  our  interest  in  reviewing  any  competitive 
iiroposal. 

T-.  A  customer  sends  us  a  letter  designating  a  vendor  as  his  agent. 

This  should  be  referred  to  personnel  responsible  for  implementing  non-Bell 
installations.  They  should  contact  the  customer  and  review  the  scope  and  dura- 
tion of  the  vendor's  authority.  Key  items  to  be  discussed  include  the  authority 
.of  the  vendor  to  place  orders  and  the  specific  accounts  covered. 

8.  A  list  of  customers  with  whom  a  vendor  is  negotiating  or  plans  to  negoti- 
■ate  is  furnished  to  us  by  a  person  who  has  some  relationship  with  the  vendor. 

We  should  uot  use  this  information  in  any  way.  This  does  not  preclude 
using  information  determined  by  competitive  trends,  comments  made  during 
competitive  negotiations  or  information  of  public  knowledge. 

9.  We  learn  of  a  vendor's  activity  by  reviewing  the  vendor's  telephone  usage. 
We  cannot  use  this  information  or  any  other  that  we  learn  in  an  unethical 

manner. 

NEGOTIATING  W^TH  A  PRIVATE  CONSITLTANT 

Our  dealings  with  a  consultant  should  be  objective  and  cooperative. 

1.  A  private  consultant  informs  us  that  he  is  representing  a  customer  and 
requests  account  information. 

Inform  the  consultant  of  our  requirement  for  a  letter  of  authorization.  We 
may  make  a  sales  contact  with  the  customer  informing  him  of  the  consultant's 
request  and  explaining  the  purpose  of  the  letter  of  authorization.  If  the  con- 
sultant has  a  contract  for  his  consulting  services,  no  attempt  should  be  made 
to  interfere  with  the  contract. 

2.  What  should  be  included  in  the  letter  of  authorization? 

The  content  of  the  letter  is  basically  the  same  as  for  a  vendor.  It  should  in- 
clude Itilling  numl)ers  and  locations,  duration  of  the  authorization  and  the  si>e- 
cific  activities  the  consultant  is  authorized  to  perform  for  the  customer. 

3.  What  customer  accuunt  information  is  an  authorized  private  consultant 
entitled  to  receive  from  ns? 

The  consultant  should  be  furnished  the  same  information  that  we  would  fur- 
nish the  customer.  This  includes  such  items  as  current  billing,  normal  itemiza- 
tion of  equipment  and  copies  of  current  recommendations.  Requests  for  raw  or 
unaudited  study  data  should  be  discouraged  since  this  data  requires  expert  in- 
terpretation and  analysis.  If  it  is  deemed  appropriate  to  furnish  such  data,  we 
should  take  care  to  caution  the  consultant  concerning  the  need  for  accurate 
inter] u'etation  and  application  of  it. 

4.  How  much  cooperation  and  assistance  should  we  furnish  the  private  con- 
sultant? 

In  general,  we  should  cooperate  with  the  consultant  jus-t  as  we  would  with  a 
customer.  Since  the  consultant  will  have  a  substantial  effect  on  the  customer's 
decision  concerning  his  telecommunication  system,  we  may  also  wish  to  offer 
explanation  of  equipment  capabilities  and  tariff  application  that  are  beyond 
the  normal  interest  of  most  customers.  Sales  may  choose  to  conduct  joint 
usage  prospecting  interviews  if  this  will  have  a  positive  effect  on  the  consul- 
tant's ultimate  recommendation.  However,  if  a  consultant  is  in  reality  a  ven- 
dor, we  should  treat  him  as  a  vendor. 

5.  Under  what  circumstances  can  we  negotiate  directly  with  the  customer 
rather  than  with  his  authorized  consultant? 

Normally  we  should  negotiate  with  the  person  designated  by  the  customer. 
But  when  we  feel  our  products  or  services  are  not  lieing  fairly  represented  to 
tlie  customer  or  we  feel  the  consultant's  recommendation  does  not  truly  meet 
the  needs  of  the  customer,  we  should  go  directly  to  the  customer.  We  should 
inform  the  consultant  of  our  intentions  but  it  is  up  to  the  customer  to  invite 
the  consultant  to  our  meeting  or  presentation.  Care  should  be  taken  not  to  dis- 
parage the  consultant  but  rather  we  should  concentrate  on  presenting  our 
story  or  recommendation. 

6.  What  action  should  be  taken  if  we  think  the  consultant  has  overstepped 
his  authority? 

Inform  the  consultant  that  you  think  he  is  not  authorized  to  act  for  the  cus- 
tomer in  this  particular  area.  If  he  insists,  go  personally  to  the  customer  for  a 
clarification.  If  appropriate,  a  second  letter  of  authorization  should  be  re- 
quested. 
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NEGOTIATING  A  COMPETITIVE  CASE 

Tliroughout  the  course  of  negotiations,  the  Bell  System  intends  to  compete 
Tigoi-ously.  However,  we  must  also  conform  with  the  law  and  w^th  good  busi- 
ness ethics. 

1.  A  vendor  contacts  us  and  claims  he  has  a  contract  with  a  customer. 

This  contact  should  be  referred  to  personnel  responsible  for  implementing 
non-Bell  installations.  They  should  contact  the  customer  to  determine  whether 
the  customer  has  made  a  contract  with  the  vendor  and,  if  appropriate,  request 
a  letter  of  authorization. 

2.  We  receive  a  letter  from  a  customer  stating  that  he  has  a  contract  with  a 
vendor  and  he  directs  us  to  negotiate  with  the  vendor. 

This  letter  should  be  referred  to  personnel  responsible  for  implementing 
non-Bell  installations.  The  normal  verification  contact  should  take  place. 

3.  The  vendor  misrepresents  our  service  or  rates. 

Should  this  occur  during  a  presentation  at  which  we  are  present  obviously 
we  should  correct  the  misinformation.  If  misrepresentation  takes  place  in  a 
printed  format,  we  should  inform  our  customer  in  writing  of  the  proper  infor- 
mation. If  we  obtain  a  copy  of  the  document  we  should  send  it  to  the  appro- 
priate Marketing  and  Legal  personnel. 

4.  The  vendor  misrepresents  what  we  believe  to  be  his  service  or  equipment 
capabilities. 

It  is  ditficult  for  us  to  prove  or  disprove  a  vendor's  claims  about  his  prod- 
ucts and  services  but  if  the  opportunity  arises  we  should  question  the  vendor 
about  the  particular  item  in  doubt.  We  should  refrain  from  stating  to  the  cus- 
tomer that  the  vendor  has  misrepresented  his  product  but  we  can  highlight  the 
areas  of  doubt  and  our  capabilities  regarding  the  same  areas. 

o.  While  in  the  process  of  preparing  or  making  a  recommendation  (after  our 
initial  contact)  the  customer  informs  us  he  has  a  contract  with  a  vendor.  Nev- 
ertheless, he  requests  a  presentation  of  our  study  findings  and  our  recommen- 
dations. . 

We  should  inform  the  customer  that  we  will  not  make  a  recommendation  for 
equipment  or  services  in  competition  with  those  for  w^iich  the  customer  has 
contracted.  If  the  customer  insists,  the  sales  management  should  consult  with 
Legal  to  determine  what  conditions  must  be  met  before  we  proceed  with  the 
recommendation.  Also,  after  the  equipment  is  cutover  or  the  customer  informs 
us  he  is  no  longer  committed  by  contract  to  the  vendor,  we  are  free  to  make  a 
proposal. 

6.  An  authorized  vendor  requests  us  to  fill  out  a  series  of  his  forms  concern- 
lug  the  customer's  equipment  and  billing  or  our  organization  structure. 

We  are  under  no  obligation  to  comply  with  a  vendor's  request  for  unique  in- 
formation or  information  in  unique  formats.  The  vendor  should  normally  nego- 
tiate with  personnel  responsible  for  implementing  non-Bell  installations. 

7.  The  customer  asks  us  to  comment  on  a  particular  vendor's  reputation, 
products  or  services. 

We  should  avoid  expressing  opinions  concerning  the  character  and  capabili- 
ties of  particular  vendors,  or  for  that  matter,  the  interconnect  industry  in  gen- 
eral. However,  we  can  s-tate  facts  as  they  pertain  to  a  particular  vendor  such 
as.  how  long  they  have  been  in  the  telecommunication  business,  what  products 
and  services  we'know^  them  to  offer,  where  their  products  are  manufactured. 
We  may  identify  particular  customers  that  the  vendor  has  identified  as  being 
supplied  by  his  company.  We  can  also  mention  customers  who  have  returned 
to  us  from  a  particular  vendor  as  long  as  that  customer  agreed  to  permit  us  to 
use  his  name  and  the  facts  concerning  the  case.  We  should  not  imply  that  any 
particular  customer  Is  typical. 

5.  A  customer  indicates  tliat  a  commitment  from  us  to  purchase  his  product 
would  favorably  affect  his  decision  on  our  proposal. 

We  will  not  enter  into  or  suggest  any  reciprocal  agreement  in  order  to  make 
a  sale. 

COORDINATING  THE  CITTOVEE  TO  CUSTOMER-PROVIDED  EQtlTPMENT 

At  the  time  of  cutover  to  a  competitive  system  there  is  a  need  for  effective 
coordination  between  ourselves  and  the  vendor.  This  function  can  be  effectively 
performed  by  a  dedicated  group  outside  the  line  sales  organization.  In  resolv- 
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ing  areas  of  conflict,  we  must  assure  the  continuity  of  communications  for  the 
customer  as  well  as  adherence  to  our  tariffs  and  operating  procedures. 

1.  The  customer/vendor  requests  a  cutover  outside  our  normal  business 
hours. 

Follow  our  normal  cutover  procedures.  If  the  vendor  requests  a  cutover  at  a 
time  outside  the  time  we  would  normally  have  a  cutover  for  this  particular 
customer,  we  should  comply  with  this  request  (if  notified  in  time)  and  be 
reimbursed  for  any  additional  costs  we  incur  (if  tariffs  permit). 

2.  The  customer/vendor  requests  a  partial  cutover  or  a  phased  cutover  over 
a  lengthy  period  of  time. 

We  should  strive  to  make  a  full  cutover  at  one  time.  If  this  cannot  be  done, 
then  we  should  insist  on  some  specific  guidelines.  Interconnection  devices  must 
be  used  on  the  non-Bell  equipment  that  has  access  to  the  network.  We  will  not 
borrow  pairs  in  a  non-Bell  cable  sheath  nor  do  we  loan  pairs  in  a  Bell  cable 
sheath.  We  should  be  reimbursed  for  additional  costs  incurred  if  the  vendor 
cuts  his  system  into  service  on  a  schedule  that  causes  us  higher  costs  than  we 
would  normally  incur. 

3.  The  customer  requests  that  we  provide  temporary  service  at  his  new  loca- 
tion until  the  vendor's  system  is  ready  for  cutover. 

Subject  to  tariff  restrictions,  we  should  provide  this  temporary  service  on  a 
special  rate  basis  to  recoup  our  costs  as  well  as  the  appropriate  return  on  our 
investment.  However,  we  will  not  use  any  of  the  customer/vendor  provided 
wire  or  equipment  even  for  temporary  service. 

4.  The  vendor  plans  to  cutover  his  system  before  we  are  able  to  provide  the 
necessary  interconnection  devices. 

We  should  remind  the  vendor  that  we  will  not  allow  connection  to  exchange 
facilities  unless  they  are  interconnected  properly.  If  he  insists  we  should  in- 
form the  customer  directly  of  the  purpose  and  need  of  interconnection  devices 
and  that  he  would  be  in  violation  of  our  tariffs  should  the  vendor  cutover  his 
system  without  them.  If  the  system  is  cutover  after  we  have  informed  the  cus- 
tomer, we  should  deny  service. 

5.  The  vendor  has  difliculty  at  cutover  and  the  customer  requests  us  to  pro- 
vide temporary  service  while  his  customer-provided  eiiuipment  is  repaired. 

We  must  provide  any  service  we  offer  under  tariffs  which  the  customer  re- 
quests, even  for  temporary  installations.  However,  normally  our  tariffs  should 
provide  for  special  charges  to  be  billed  for  short-term  installations. 

SELLING  TO   AND   SERVICING   CUSTOMERS    WHO   HAVE   CUSTOMER  PROVIDED   EQUIPMENT 

After  a  customer  has  installed  competitive  equipment  generally  we  are  free 
to  compete  aggressively,  once  again  avoiding  any  interference  with  contractual 
obligations  of  the  customer. 

1.  The  customer-provided  equipment  is  damaged  by  fire  or  flood,  and  the  cus- 
tomer requests  immediate  temporary  service. 

This  request  is  in  reality  a  request  for  installation.  Generally,  no  installa- 
tion should  be  undertaken  until  our  out-of-service  customers  are  restored.  The 
amount  of  service  should  be  determined  by  a  consideration  of  a  variety  of 
items ;  criticality  of  communications  service  for  the  customer,  current  work 
loads  and  requirements  of  other  customers,  and  the  profitability  of  temporary 
service.  A  strong  sales  effort  may  be  undertaken  to  convince  the  customer  to 
retain  his  temporary  equipment  and  to  expand  it  as  required. 

2.  After  a  customer  has  made  a  contract  for  customer-provided  equipment 
with  a  vendor  at  what  time  can  we  again  attempt  to  sell  our  comi>etitive 
equipment? 

Refrain  from  selling  competing  services  until  the  customer-provided  equip- 
ment has  been  installed  and  cutover.  No  advice  or  suggestions  should  be  made 
concerning  the  customer's  contract  for  his  equipment. 

3.  Can  we  attempt  to  stimulate  usage,  i.e.,  Phone-Power  or  WATS,  for  a  cus- 
tomer with  customer-provided  service. 

Absolutely.  We  intend  to  continue  to  sell  services  that  are  in  addition  to  or 
supplementary  to  those  furnished  by  our  competitor. 

4.  TraflSc  information  shows  that  a  customer  requires  more  trunking  than 
his  customer-provided  equipment  has  the  capacity  to  handle. 
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We  can  notify  the  customer  and  inform  him  of  our  findings  and  recommend 
the  additional  trunks.  If  his  shortage  of  trunks  is  having  a  negative  effect  on 
the  network  we  should  work  with  the  customer  to  alleviate  the  problem.  The 
same  procedures  should  be  followed  with  customers  who  have  customer-pro- 
vided equipment  as  with  Bell-provided  customers  in  situations  when  the  lack 
of  trunks  have  an  adverse  effect  on  the  network. 

5.  A  customer  requests  our  assistance  in  breaking  a  contract  he  has  with 
a  vendor. 

No  assistance  or  advice  should  be  given  to  the  customer  concerning  ms  con- 
tractual obligations. 

Ci.  A  customer  requests  that  Bell  provide  maintenance  for  his  customer-pro- 
vided equipment. 

At  the  present  time  it  is  not  our  intention  to  provide  repair  or  maintenance 
service  on  customer-provided  equipment.  The  customer  should  be  informed  that 
we  will  not  repair  or  maintain  his  system. 

7.  A  customer  requests  that  Bell  purchase  his  system  and  either  replace  it 
or  maintain  it  in  place. 

The  Bell  System  is  under  no  obligation  to  purchase  a  customer-provided  sys- 
tem, but  we  may  elect  to  do  so  where  such  a  decision  is  to  our  economic  ad- 
vantage. 

Attachment  B 

Summary  of  Training  Courses  for  Sales  Contact  Personnel 

1.  Communications  Consvltant  Selection  G-uide  is  a  1  day  pre-employment 
workshop  designed  for  the  applicant  to  demonstrate  certain  skills  that  are  re- 
quired to  be  successful  in  the  sales  field.  The  applicant  participates  in  role 
playing  and  case  method  to  solve  business  problems. 

■2.  Basic  Sales  Training  Course  is  a  6  week  course  that  teaches  new  employ- 
ees professional  selling  skills  and  basic  products  and  services  up  to  and  includ- 
ing key  systems.  The  course  is  self-paced  programmed  material  with  extensive 
role  playing  situations. 

3.  Intermediate  Sales  Training  Course  is  a  3  week  course  that  reinforces  the 
professional  selling  skills  and  teaches  the  student  the  complete  PBX  line  in 
eluding  Centrex  service.  The  course  is  self-paced  programmed  material  with 
extensive  role  playing  situations. 

4.  Advanced  Sales  Training  Course  is  a  6  week  course  that  teaches  the  stu- 
dent the  sales  skills  and  product  knowledge  to  handle  the  majority  of  cases  in 
the  Intercity  and  Data  Markets.  The  course  is  a  self-paced  program  with  cases 
and  role  playing  situations. 

.5.  Education  Industry  and  Hospital  Industry  Training  Courses  are  two — 3 
day  programmed  courses  designed  to  familiarize  sales  personnel,  who  are  going 
to  handle  either  of  these  markets,  about  the  unique  characteristics  of  these  in- 
dustrie^^.  They  are  also  taught  how  communications  can  solve  many  of  the 
problems  in  these  dynamic  markets. 

6.  Maior  Account  Manager  Training  Course  is  under  development.  It  is  being 
designed  to  train  selected  sales  personnel  who  handle  large,  complex  accounts. 
They  will  lie  fully  equipped  to  represent  their  company  as  communications  ex- 
perts to  solve  complex  communications  prolilems  for  their  accounts. 

7.  Phone-Power  Course  is  a  10  day  course  designed  to  equip  the  salesperson 
with  the  necessary  skills  to  research  and  sell  Phone-Power  usage  programs 
and  train  customer  personnel  in  Phone-Power  calling  techniques. 

8.  Advanced  Data  Course  is  under  development.  It  will  equip  a  sales  i>erson 
with  the  knowledge  to  handle  the  most  complex  data  cases.  He  will  be  trained 
in  all  areas  of  data  in  business  and  will  be  taught  the  use  of  communications 
as  a  solution  to  customer's  data  problems. 

9.  Sales  Manager  Course  is  a  2  week  course  designed  to  teach  a  Sales  Man- 
ager the  principles  of  Sales  Management  as  outlined  in  the  Sales  Operations 
Guide.  It  highlights  planning,  and  managing  the  sales  job  and  developing  the 
sales  skills  of  the  people  reporting  to  him. 
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Flow  Chart   of  Training   for 
Sales  Contact  Personnel 
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COURSES  TO  IMPROVE  SELLING  SKILLS  OF  SALES  PERSONNEL 

Sellinff  Communications  Competitively  is  a  3  day  course  to  equip  the  sales 
personnel  to  sell  effectively  in  competitive  situations.  It  teaches  economic  costs 
analysis  and  new  methods  of  usage  prospecting,  recommendation  and  proposal. 

I'lanning,  Preparing  and  Presenting  Proposals  is  a  3  day  course  to  improve 
the  skills  of  a  salesperson  to  present  effective  proposals  hoth  written  and  oral. 

Basic  Sales  Training  Course 

This  course  is  designed  to  teach  new  Sales  Contact  Personnel  the  profes- 
sional selling  skills  we  utilize  and  the  products  and  services  we  sell  our  cus- 
tomers. The  major  learning  points  that  are  taught  our  salespeople  in  a  compet- 
itive situation  are:  (Module  V — Part  2 — Topic  V-12  Audio  Tape  V-1)  that 
competition  consist  of  many  reputable  vendors  that  provide  excellent  equip- 
ment ;  that  competition  is  a  way  of  life  in  our  business  today. 

A  binder  titled  "Guidelines  for  The  Sales  Contact  Person"  (Chapter  15) 
teaches  the  student  the  following: 

Who  the  competition  is  and  the  types  of  competition 

How  to  conduct  ourselves  in  a  competitive  situation  in  terms  of  the  anti- 
trust laws.  It  includes  explanations  concerning  our  policy  in  matters  con- 
cerning :  Sales  leads,  Inducing  Break  of  Contract,  Tie-In  Sales,  Disparage- 
ment. 

How  to  handle  a  competitive  situation 
Advantages  of  buying  from  the  Bell  System 

Wliat  a  customer  should  consider  when  evaluating  a  communications 
proposal 

Selling  Communications  Effectively 

This  course  may  be  taught  to  sales  contact  people  after  the  Basic  Sales 
Training  Course.  It  teaches  the  sales  contact  person  to  handle  competitive  situ- 
ations from  start  to  finish. 

The  course  takes  3  days  to  complete. 

The  course  teaches  the  following  : 

1.  We  are  going  to  compete  in  .service,  equipment  and  price  and  we  are 
going  to  remain  in  the  station  hardware  business.  (Unit  1,  Section  2) 

2.  The  strengths  and  weaknesses  of  our  system.  (Unit  1,  Section  3) 

3.  A  typical  market  strategy  of  a  competitor.  (Unit  1,  Section  4) 

4.  That  the  salesperson  uncover  the  needs  and  wants  of  the  customer  (Unit 
2.  Section  2 ) 

5.  The  reasons  why  a  customer  buys  from  a  competitor.  (Unit  2,  Section  4) 

6.  The  "20  Question  Brochure".  (Unit  2,  Section  4) 

7.  Fact  finding  for  cost  analysis.  (Unit  2,  Section  5) 

8.  How  we  should  conduct  ourselves  when  presenting  a  proposal  with  a  com- 
petitive salesperson  present.  (Unit  5.  Section  1) 

9.  How  to  conduct  ourselves  in  an  indirect  competitive  situation. 

10.  How  a  competitor  constructs  a  proposal.  (Unit  5.  Section  3) 

11.  How  a  counter  proposal  should  be  developed  with  emphasis  on  highlight- 
ing the   '20  Question"  areas.  (Unit  5,  Section  4) 

The  Company  Policy  that  no  attempt  will  be  made  to  break  any  contract  be- 
tween a  customer  and  a  non-Bell  vendor.  (Unit  5,  Section  4,  Page  4) 

Intermediate  Sales  Training 

The  Intermediate  Sales  Training  Course  teaches  the  student  to  sell  and 
implement  PBX  services.  Units  5  and  6  of  the  total  of  14  units  and  a  iob  aid 
(.Tob  Aid  Booklet)  address  competition.  The  training  course  was  published  in 
1972. 

Unit  5 — This  unit  provides  the  salesperson  with  background  knowledge  nec- 
essary to  deal  with  a  customer  who  has  received  a  competitive  proposal.  It 
specifically  teaches  the  student : 

How  to  recognize  the  various  types  of  competitors. 

How  to  gather  information  about  the  competitors  proposal. 

How  to  make  sure  the  customer  understands  the  competitive  offer. 

How  to  prepare  a  counter  proposal. 
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Unit  6 — ^Tbis  unit  is  a  review  and  application  of  tlie  information  learned  in 
Unit  5,  ie,  the  student  formulates  a  written  counterproposal.  The  student  also 
learns  to  process  a  request  from  a  customer  to  interconnect  a  non-Bell  serving 
vehicle. 

Note. — Units  5  and  6  use  the  names  of  competitive  suppliers  such  as  No- 
relco,  Fujitsu,  Stromberg  Carlson  and  Nippon  Electric.  These  names  are  used 
Instead  of  the  words  "Competitive  Supplier",  ie,  "Suppose  that  your  customer 
has  indicated  that  he  has  received  a  proposal  from  Beeker  National  recom- 
mending a  Stromberg  Carlson  30  SF  on  outright  purchase.  Your  job  is  to  pre- 
pare for  an  interview". 

Job  Aid  Booklet — This  is  a  binder  which  contains  several  job  aids  which  are 
intended  for  use  during  the  sales  process. 

Seftion  4— Ways  of  Obtaining  Communications  Equipment.  This  section  dis- 
cusses the  several  ways  in  which  the  customer  can  pay  for  communications 
equipment,  both  from  Bell  and  competition. 

Section  5— Contains  the  20  Question  brochure. 

Section  6 — Contains  a  cost  comparison  worksheet  which  aids  the  salesperson 
in  comparing  the  cost  of  non-Bell  equipment  with  Bell  equipment. 

Section  7 — Contains  a  flow  chart  which  aids  the  salesperson  by  showing  the 
steps  he  would  take  as  he  analyses  a  competitive  proposal  and  prepares  a 
counterproposal.  , 

Plmuting.  Preparing,  Presenting,  Professional  Presentations 

The  Planning,  Preparing  and  Presenting  Professional  Presentations  Training 
Course  is  designed  primarily  to  improve  the  ability  of  presenting  professional 
proposals  to  our  customers.  The  salesman  is  taught  to  : 

Highlight  our  service  and  the  advantages  of  doing  business  with  the 
Bell  System  (Unit  11.  Section  1,  page  52) 

That  in  a  competitive  situation  we  should  attempt  to  procure  a  copy  of 
the  competitor's  written  proposal,  including  costs,  equipment  and  features. 
(Unit  11,  Section  1,  Page  2) 
The  course  also  stresses  the  need  for  and  importance  of  professional  sales- 
manship and  effective  sales  presentation  and  it  points  out  the  many  areas  the 
salesman  should  plan  to  counter  a  competitive  situation  such  as  use  of  money, 
insurance,  emergency  service,  references  to  other  costs  and  maintenance.   (20 
Questions)   (Unit  11,  Section  1,  Page  53) 

Advanced  Sales  Training  Course 

Advanced  Sales  Training  Course  teaches  the  student  the  sales  skills  and 
product  knowledge  to  handle  the  majority  of  cases  in  the  Intercity  and  Data 
Markets.  It  covers  6  weeks,  is  self  paced,  and  involves  cases  and  role  playing 
situations. 

The  Advanced  Sales  Training  course  follows  the  Intermediate  Sales  Training 
course  by  about  six  to  twelve  months,  or  approximately  twelve  to  twenty-four 
months  after  entering  the  Sales  Department. 

The  thrust  of  Bell  System  interconnection  policy  is  expressed  on  Page  19  of 
the  Products  Section : 

We  welcome  use  of  the  network  for  customer  provided  terminal  equip- 
uiient  and  make  connection  to  the  network  as  easy  as  possible.  But  we 
must  maintain  control  of  the  network  to  provide  the  best  possible  service 
to  all  our  customers. 

Advanced  Data  Sales  Training 

A  nine  week  course  designed  to  teach  selected  salespeoi»le  the  necessary  tech- 
nical, organizational  and  sales  skills  to  function  effectively  as  data  specialists. 

Data  communications  services  normally  involve  more  than  one  vendor.  (Only 
in  the  case  where  our  teletypewriters  are  used  can  we  furnish  a  complete  data 
service ) 

The  data  specialist  must  therefore  know  about  the  many  suppliers  of  termi- 
nals, modems,  communications  processors  and  inter-city  facilities. 

Emphasis  is  iilaced  on  the  functions  and  features  of  the  services  or  devices. 

The   primary   sources   for   informations   used   in   teaching   are   commercially 
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available  references  such  as  Data-Pro  70,  Aiierliacb  Data  Communications  Re- 
ports and  trade  journals. 

When  in  a  competitive  situation,  the  specialist  is  taught  to  present  and 
stress  the  capabilities  and  benefits  to  the  customer  of  using  our  services.  He  is 
further  taught  not  to  disparage  in  any  way  the  .services  or  equipment  of  a 
competitor,  and  to  confine  any  statements  about  him  to  matters  of  proven  fact. 

ATTACHMENT  C— HISTORY  OF  BELL  SYSTEM  INNOVATION  KEY  TELEPHONE  SYSTEMS  AND  AUXILIARY 

PRODUCTS 

Date  Type  of  equipment  Description 

Prior  to  1938...  Wiring  plans. Customer  demand  for  services  requiring  station  switching  facilities  was  met  with 

"wiring  plans"  whicii  provided  separate  Keys  and  Keyless  telephone  sets, 
subscriber  sets,  and  equipment  boxes  and  apparatus  cabinets  to  furnish  the 
basic  features  of  pick-up,  hold  and  incoming  lines. 
1938 lA  key  telephone  A  family  of  station  switching  arrangements  using  telephones  with  built-in  switch- 
system,  ing  keys  along  with  standardized  equipment  boxes  which  could  be  arranged  to 
provide  a  combination  of  a  variety  of  customer  features.  Thus  the  "building 
block"  or  modular  concept  came  into  being. 

1948 Key  sets  with  il-  The  introduction  of  key  sets  with  illuminated  buttons  completed  work  that  re- 

luTiinated  sumed  following  the  war  period. 

buttons. 
1949... 500  type  telephone...  This  new  telephone  set  offered  the  following  major  imprcvements: 

1.  I  mproved  transmission  (roughly  5  db  in  transmitting  and  5  db  in  receiving). 

2.  Improved  dial  (extended  dial  range). 

3.  Improved  ringer. 

4.  Loop  equalization  for  more  uniform  transmission. 

5.  Improved  physical  design  from  both  appearance  and   human  factors 

points  of  view. 

1952 lAl  key  telephone       This  system  incorporated  wire  spring  relays  while  still  using  the  "building  block" 

system.  approach.  The  intent  was  to  make  systems  (over  6  lines)  lighter,  more  ec- 

onomical and  easier  to  install.  The  nev*'  system  introduced  several  innovations. 

1.  A  simplified  central  office  or  PBX  line  circuit  with  three  relays  instead  of 

five. 

2.  Holding  under  control  of  an  auxiliary  (A)  lead  instead  of  via  the  line  tip 

and  ring. 

3.  Several  factory  wired  packages  of  interconnected  units  for  various  com- 

binations of  services  and  features  called  key  service  units. 

4.  A  wiiikirg  lamp  signal  for  lines  being  held. 

5.  A  dial  selective  intercom  system. 

1953 lA  telephone  This  set  introduced  automatic  answering  service.  It  included  a  capacity  for  a 

answering  set.  30-second  announcement  and  10  minutes  of  recording. 

1954 Color  telephones Decorator  colors  introduced. 

1956 570  type  telephone..  An  emergency  service  telephone  for  municipalities. 

1957 Bell  chime  I Beginning  of  the  marketing  of  "vertical  telephone  service."  Offered  centralized 

ringing  and  customer  selectable  signal  characteristics. 

1958 — 3A  speaker  phone...  This  set  marked  the  introduction  of  voice-switched,  hands-free  telephony  and 

was  the  first  station  product  to  use  transistors. 

1958 Call  director'  set This  set  handles  sever?l  incoming,  outgoing  and  interoffice  calls  simultaneously. 

1959 Princess  set' Nite  light  dial  light  features  were  introduced  with  this  set  along  with  miniaturi- 
zation and  change  in  style  of  telephone  set. 

1960 Electronic  artificial       A  low-cost  aid  designed  to  assist  people  with  disabled  larynx  to  talk. 

larynx. 

1951 Card  dialer.. A  repertory  dialer. 

1962 20/40  dial  pak The  20/40  dial  pak  was  an  expansion  in  Key  Telephone  intercommunicating  serv- 
ice. It  was  designed  for  customers  in  the  15  to  40  station  range  with  a  high 
volume  of  intercommunicating  calls. 

1962 Panel  telephone A  built-in  resiaence  telephone  service  center. 

1962 G6and  G7  handsets..  Handsets  equipped  with  variable  gain  receive  and  transmit  amplifiers,  respectively. 

1963 GS  hanaset For  use  in  noisy  locations  (transmitter  push-to-talk  switch). 

See  footnote  at  end  of  table. 
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ATTACHMENT  C.-HISTORY  OF  BELL  SYSTEM  INNOVATION  KEY  TELEPHONE  SYSTEMS  AND  AUXILIARY 

PRODUCTS— Continued 


Date 


Type  of  equipment 


Description 


1964 1A2  key  telephone 

system. 


1964 Touch-tone'  set 

1964. Business  interphone. 


1965 Antique/decorator 

policy. 


1966 Trimline'  set 

1S66 Alarm  reporting 

telephone. 

1966.... Call-a-matic  auto- 
matic dialar. 

1968. SIA  impaired  hear- 
ing tone  ringer. 

1969 RC  touch-tone 

circuit. 

1969 Code-Corn 

1969 Voice  coupler 


1969 Onenumberdialer. 

1971 50A  portable 

conference  set 


1971 Signalman 

1972 Modular  telephones. 


1972 Universal  line  cords. 

1973 4A  speakerphone... 

1973. COM  Key'  718 

1974 COM  key'  1434 


1974 Touch-a-matic. 


1974 Small  telephone 

system  (STS). 


1974 Design  line 

telephones. 


From  the  user's  point  of  view,  the  1A2  key  telephone  system,  was  not  much  dif- 
ferent from  the  lAl.  Inside,  hov^ever,  it  was  a  completely  r\evj  system,  stream- 
lined and  mooernized  circuits  and  equipment.  Solid  state  components,  printed 
wiring  boards  and  miniature  relays  replaced  older  types  of  equipment.  A  com- 
plete new  set  of  Key  Telephone  Units  (KTU's)  consisted  of  plug-in  circuit 
boards,  smaller  and  lighter  than  the  olaer  units.  Printed  wiring  eliminated 
most  of  the  internal  wiring  of  the  incividual  units.  The  plug-in  units  eliminated 
the  tedious  and  expensive  screw  terminal  wiring  methods  used  in  the  lA  and 
lAl  systems. 

A  radical  change  in  signaling  method  which  offered  convenience  and  speed  to 
the  customer  at  a  reasonable  price  and  opened  the  door  to  end-to-end  signaling. 

A  business  interphone  system  uses  separately  mounted  microphone— loudspeaker 
units  to  permit  two-way  intercommunication  among  up  to  18  stations  without 
using  the  handset  at  the  called  station. 

This  policy  was  established  in  response  to  customers'  desires  for  a  styling  choice- 
It  allowed  customer  telephone  set  enclosures  to  be  used  in  place  of  those  pro- 
vided by  the  telephone  company. 

This  set  introduced  the  dial-in-handset  telephone. 

This  product  satisfied  the  need  of  a  special  market. 

Repertory  Touch-Tone  telephone  with  customer  changeable  magnetic  memory. 
A  ringer  for  hard-of-hearing  people. 

Application  of  microcircuit  technology  in  telephones  which  represented  greater 
reliability,  reduction  of  weight  and  size  of  dial,  and  eventually  lower  cost. 

A  telephone  aajunct  for  totally  deaf  customers. 

This  coupler  allowed  connection  of  customer-owned  equipment  and  reflected  a 
new  interconnection  policy. 

A  versatile  adjunct  to  many  dialed-up  services. 

A  product  aimed  primarily  at  the  education  market.  This  set  permits  groups  of 
about  50  people  to  participate  in  discussions  ever  long  distance  telephone  lines 
and  can  be  set  up  wherever  an  electrical  outlet  and  telephone  jacks  are  avail- 
able. 

A  telephone  aid  for  the  deaf. 

A  low-cost  plug  and  jack  Designed  to  reduce  costs  and  permit  new  business 
methods. 

A  1  color  line  cord  designed  to  reduce  expenses. 

This  speakerphone  (2-piece)  provided  improved  service  and  appearance. 

These  systems  pulled  together  the  most  popular  key  system  features  in  packages 
wired  and  tested  in  the  factory  in  order  to  reduce  installation  costs.  In  addi- 
tion, many  new  features  have  been  added.  These  systems  extend  from  2  to  14 
lines  with  up  to  34  stations. 

A  compact  automatic  touch-tone  dialer  featuring  such  new  items  as  a  48  button 
address  field,  and  electronic  dial,  a  compact  speakerphone,  a  new  switch-hook, 
a  thin  film  active  network,  a  dial-tone  detector,  an  IGFET  shift  legister  memory 
capable  of  storing  48,  15  digit  numbers  and  a  "one-touch"  feature  such  that 
the  depression  of  a  single  name,  address  button  will  initiate  and  complete  a 
telephone  call  on  the  speakerphone.  This  product  is  scheduled  for  introduction 
in  late  1974. 

The  STS  is  currently  being  trialed.  The  STS  was  developed  for  the  small  business 
user.  Integrated  circuits  permit  all  necessary  control  and  switching  equipment 
to  be  incorporated  within  a  control  telephone,  thereby  eliminating  the  need  for 
a  separate  key  service  unit. 

Uniquely  styled  telephones  designed  and  manufactured  by  outside  suppliers  and 
Western  Electric.  These  telephones  are  fashioned  to  complement  various  resi- 
dence and  business  interior  decors.  Decorative  enclosures  are  furnished  by  the 
telephone  company,  purchased  by  the  user  and  are  combined  with  telephone 
company-owned  standard  components  to  function  as  regular  telephone  instru- 
ments. 


'  A  registered  mark  of  American  Telephone  &  Telegraph  Co. 
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ATTACHMENT  D.-HISTORY  OF  BELL  SYSTEM  INNOVATION  PBX  MARKET 


Date  Type  of  PBX        Description 


Prior  1930            505  These  manual  cordless  switchboards  known  as  monitor  boards  were  key  operated.  It 
was  a  small  self  contained  unit  that  could  be  mounted  on  a  desk  The  505  had  a  ca- 
pacity for  3  lines  and  7  stations,  the  506—5  lines  and  12  stations. 

550  .  A  series  of  manual  cord  switchboards  with  a  capacity  ot  10  trunks  and  30  stations. 

551  '"  A  jack  and  plug  operation  increased  the  switching  capacity. 

701A  The  first  dial  systems  used  for  PBX  service  with  step-by-step  operation.  This  con- 

740  sists  of  a  switch  driven  by  electro-magnets  and  racket  mechanisms  in  a  vertical 

711  position  to  select  one  of  10  horizontal  contact  points.  , 

1938  755A  This  system  provided  service  to  small  business  and  large  residences.  The  switching 

equipment  was  housed  in  a  single  cabinet.  A  six  button  set  was  usually  used  for 

dial  stations.  Local  calls  were  dialed  and  central  office  connections  made  by  operating 
keys  at  the  telephone  station, 

1948 555.. It  was  a  small  manual  nonmultiple  switchboard  designed  for  a  full  capacity  ot  i^u 

stations  or  60  stations. 

J948  607  A  dial  PBX  type  switchboard.  This  was  designed  for  a  multiple-position  operation. 

It  was  usually  associated  with  a  701  dial  system. 
1954  557  A  secretarial  type  intercept  switchboard,  it  has  a  capacity  of  100  secretarial  lines. 

It  is  designed  to  serve  answering  services  and  professional  people. 
1957  556  Another  dial  type  switchboard,  the  556  was  designed  for  a  nonmultiple  operation. 

'  It  was  usually  associated  with  a  740  or  756  type  system.  . 

J957  756  Dial  PBX  with  a  capacity  of  40-60  lines  crossbar  switching  with  series  packaging. 

It  is  designed  to  serve  customer  with  needs  ranging  between  key  telephone  systems 

and  larger  dial  systems. 
iQfiO  608  A  dial  type  switchboard  is  applicable  for  both  multiple  and  nonmuluple  operation. 

It  may  be  used  with  701,  740,  756,  767,  770,  800A,  and  ESSlOl  systems.  It  has  a 

capacity  of  up  to  360  lines  and  80  trunks. 

1963  757  A  common  control  crossbar  switching  system,  it  has  a  capacity  of  40  to  ^UU  lines. 

Up  to  three  consoles  may  be  used  on  a  switched  looped  operation. 

1963  lOlESS  First  electronic  PBX  introduced.  200,  340,  2,000.  or  4,000  line  capacity  solid  slate 

operation  with  advanced  features.  Offers  an  opeiation  similar  to  computers.  Divided 
into  two  parts— a  control  unit  and  a  switch  unit  which  is  located  on  the  customer 

1964  761  This  PBX  provides  service  to  hotels  and  motels  with  a  20  to  40  line  capacity.  All  switching 
equipment  is  packed  in  one  cabinet.  The  attendant  console  houses  DOS,  message 

waiting  and  message  registers.  .  . 

1966  608  A  cord  switchboara  designed  for  use  as  a  multiple  operation  or  a  single  position 
with  a  manual  or  dial  system.  Offers  a  modern  appearance  and  operating  features 

for  customers  who  require  manual  PBX  service  or  switchboard  facilities  for  dial 
PBX  systems.  Has  a  capacity  of  up  to  2,400  lines  and  480  trunks. 

1967  800  A  PBX  suited  for  the  small  business  customer  with  a  requirement  for  80  lines  or  less. 

System  components  are  all  electronic.  Stresses  quiet  operation  for  general  office 
installation.  u    i  *,» 

1970  558  This  system  serves  the  customer  who  needs  a  manual  system.  It  allows  aosoiute 

control  of  calls  by  the  attendant.  It  is  housed  in  a  modern  single  cabinet.  Capacity 
is  40  manual  stations  and  10  lines.  ■      n,       t 

1971  770A  A  dial  PBX  system  with  crossbar  switching.  Available  in  40  to  400  line  size  it  has  at 

wide  range  of  features  and  traffic  capability.  Switched  loop  operation  or  direc- 
trunk  termination  can  be  provided.  Hotel  motel  features  are  also  available. 

1971  805A  Designed  to  upgrade  the  small  manual  customer.  This  system  combines  crossbar 

switching  with  a  solid  state  common  control.  It  is  available  in  packages  of  18,  38, 
or  57  lines.  It  is  designed  for  light  traffic. 

1971  801A  This  is  a  270  line  electronic  PBX  using  a  ferreed  fenced  switching  networks  and  solid 

state  common  control.  It  has  available  a  wida  range  of  line  sizes,  trunks,  features 
and  call  carrying  capacities.  „„„„,.       .    ,cni- 

1973  812A  This  is  the  latest  system  PBX.  It  can  accommodate  up  to  2,000  lines  in  IbO  line  incre- 

ments and  up  to  14  attendant  consoles.  It  can  be  housed  in  from  2  to  13  cabinets,  ft 
combination  of  small  crossbar  switches  operating  with  solid  state  common  control, 
it  can  handle  a  large  number  of  calls  quickly. 

CONSOLES 

1961  6-9  These  consoles  were  used  with  the  701A  dial  system  and  No.  5  crossbar  operation^ 

1962  1A-2A,  3A-4A..  Now  manufacture  discontinued,  these  consoles  also  operated  with  the  701  dial  system, 
'"" '  ESS  101,  and  a  No.  5  crossbar  facility. 

1962-3  5A-6A       .  This  type  console  was  designed  to  function  with  the  701 A  and  B,  740E  system. 

1963 18-28 Used  with  No.  1  and  No.  101  ESS  they  are  available  currently  for  additions  to  existing 

systems. 

1965  3C,  4B Associated  with  the  756A  PBX  system. 

1966  58-68     _.  Operates  with  the  770A  PBX  system. 

1966  14,  15,  16    -  Designed  to  work  with  800A.  80iA,  and  805A  systems. 

1970  29-- __  Works  with  the  558A  manual  PBX  system.  ,„,  .^^  ,,nv, 

1972-73  20-28  Associated  with  7018,  701A,  756A,  757A,  770A,  800A,  No.  101  ESS  PBX  systems. 

1972-73  30  38  Functions  with  the  7G1B,  701A,  756A,  757A,  800A,  and  No.  101  ESS  PBX  systems. 

1972-73"" 40-48  "" Produced  to  work  with  the  70!  A,  757A,  770A,  812A,  No.  ICl  ESS  PBX  system. 

1972-73 50  58---- Designed  to  associate  with  701A,  757A,  770A,  and  No.  101  ESS.  r<.n.r«« 

1973  __ 50  CPS Console  developed  to  work  with  PBX  service  or  used  with  Nos.  1  and  2  ESS  tor  tentrex 

Small  Business. 
1974^75 60-68 --  These  consoles  are  planned  and  will  be  used  with  the  770A  PBX  system. 
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ATTACHMENT  E.-HISTORY  OF  CEMTREX  SERVICE  INNOVATIONS 


Date 


Type  of  Centrex 


Description 


1961 Centrex. 


1962. 
1964. 


Centrex  Dormitory 

Service. 
Centrex  II 


1965. 


1968-74. 


Airport  Centrex 
Service. 


No.  1  ESS  Centrex 
Service. 


Current Centrex  ESS  No.  1. 


Using  the  new  No.  5  Cross  Bar  Switching  Equipment  Centrex  Service  was  intro- 
duced as  an  entirely  new  product  for  large  business  customers  offering  the 
following  service  innovations: 

(1)  Direct  inward  dialing. 

(2)  Identified  outward  dialing. 

(3)  Attendant  transfer  of  incoming  calls. 

(4)  Restricted  stations. 

(5)  Night  service. 

Centrex  Service  was  broadened  to  include  service  in  college  dormitory  rooms. 

This  made  the  service  more  valuable  for  colleges  and  universities. 
A  new  Centrex  II  package  offeri.ng  was  introduced  to  further  expand  the  service 

and  provide  additional  customer  desired  features  that  included: 

(1)  Add-on 

(2)  Consultation  held 

(3)  Individual  call  transfer 

Due  to  the  increased  demand  for  Centrex  Service  and  the  increased  availability 
of  No.  5  Cross  Bar  Central  Office  Equipment,  the  minimum  number  of  stations 
required  on  a  Centrex  system  was  reduced  to  100. 

Further  developments  in  Centrex  service  spanned  the  introduction  of  Airport 
Centrex  Service  which  allowed  many  small  users  such  as  individual  ticket 
counters,  ground  transportation  suppliers,  etc.  to  be  grouped  together  and 
share  one  Airport  Centrex  System. 

The  introduction  of  the  No.  1  ESS  electronic  switching  equipment  made  possible 
further  innovations  due  to  the  ability  to  program  additional  features  using 
"generic  programs". 

Generic  programs  are  the  basic  software  package  provided  with  each  electronic 
switching'stored  program  control  system.  The  particular  package  provided  is 
determinsd  by  the  particular  needs  of  the  installation  (e.g.,  Centrex  service 
required  in  a  No.  1  ESS  office). 

Changes  in  generic  programs  for  existing  installations  are  made  to  add  new 
service  features  and  to  re?lize  operating  and  maintenance  efficiencies.  New 
systems  are  equipped  with  the  latest  available  generic  program  of  the  type 
needed  for  that  installation. 

Generic  programs  are  provided  with  No.  1  ESS,  No.  2  ESS,  No.  2A  ESS,  and  TSPS 
No.  1  ETS  and  AIS. 

The  introduction  of  No.  1  ESS  is  at  various  stages  throughout  the  system.  Features 
available  with  the  existing  generic  progr,5ms  are  in  attachment  F. 

Centrex  Service  is  being  made  available  to  customers  with  equipment  of  less 
than  100  lines  and  is  referred  to  as  Centrex  Small  Business.  This  makes  avail- 
able the  benefits  of  Centrex  Service  to  the  small  business  user. 


ATTACHMENT  F.— CENTREX  FEATURES 


Features 


Description 


Program 


1.  Attendant  camp-on 


2.  Attendant  con- 

ference 6-pott. 

3.  Attendant  control  of 

conference,  6- 
port  (conference 
move). 

4.  Attendant  contiol 

of  facilities. 


5.  Attendant  trunk 

busy  verification. 

6.  Automatically 

identified  outward 
dialing. 

7.  Busy  verification 

of  lines. 

8.  Call       forwarding— 

busy  line. 


9.  Call       forwarding — 
busy  line. 


Allows  incoming  listed  number  calls,  which  the  attendant  attempts    CTX-5  and  higher, 
to  complete  to  a  busy  station,  to  be  held  waiting  and  then  auto- 
matically connectsd  when  the  called  station  becomes  available. 

An  attendant  may  establish  a  conference  connection  of  up  to  five    CTX-2  and  higher, 
confeiees.  Centrex  stations  may  reach  the  conference  console 
by  dialing  an  access  code. 

The  attendant  is  allowed  to  move  a  call  from  a  confeience  port  Do. 

back  onto  a  console  loop  by  dialing  the  confeience  move  access 
code  plus  a  digit  lepiesenting  the  party  (port)  to  be  moved. 

Used  to  allow  the  Centrex  attendant  to  temporarily  deny  stations    CTX-4  and  higher. 

dial  access  to  tie  trunks,  WATS  lines,  CCSA  trunks,  FX  lines  or 

AUTOVON  trunks.  When  activater!,  routing  of  calls  for  these 

facilities  may  optionally  be  to  the  attendant,  an  announcement, 

or  a  tone  tiunk. 
Allows  Centrex  attendant  access  to  members  of  busy  tie  trunk    CTX-5  and  higher. 

groups  for  the  purpose  of  verifying  a  busy  condition,  petfoiming 

certain  tests  or  preempting  for  an  impoitant  call. 
Provides  for  automatic  station  number  identif.cation  of  charged    CTX-4  and  higher. 

out  dialed  calls  from  CU  Centrexes.  Equipment  at  the  CU  identi- 

hes  and  transmits  the  number  over  a  data  link  to  the  central 

office  for  AMA. 
Gives  Centiex  attendants  the  ability  to  verify  the  state  of  Centrex    CTX-5  and  higher. 

lines  and  to  break  in  on  a  conversation. 
Provides  for  automatic  routing  of  incoming  DDD,  CCSA,  piiotify  Do. 

AUTOVON  01  selected  tie  trunk  calls  or  selected  tie  tiunk  calls  to 

the  attendant  on  a  preselected  Centrex  station  when  the  called 

station  is  busy. 
Allows  busy  line  forwarding  of  intia  group  oiiginated.  Calls  as  used  Do. 

as  incoming.  * 
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ATTACHMENT  F.— CENTREX  FEATURES— Continued 


Features 


Description 


Program 


10.  Call  forwarding  don't 

answer. 

11.  Call       forwarding— 

don't  answer. 

12.  Call       forwarding— 

outside  (CTX). 

13.  Call       forwarding— 

variable  (POTS). 

14.  Call       forwarding— 

variable  (CTX)I 

15.  Call  hold 


Called  station  does  not  answer  within  three  ringing  cycles. 


16.  Call  indicator  lamps. 


17.  Call  pickup 

18.  Call  waiting  lamps. 


19.  Call  tracing  (TRC).- 

20.  Call  transfer- 

attendant. 

21.  Call  transfer- 

individual. 

22.  Call  transfer-outside. 


23.  Call  transfer 
screening. 


24.  Call  transfer- 

unlimited. 

25.  Call  waiting- 

Intragroup 
(Centrex). 
?6.  Call  wditmg- 
originating 
(Centrex). 

27.  Call  waiting- 

terminating. 

28.  CCSA  100  percent 

sampling. 

29.  Code  call— answer. 

30.  Code  calling 


Do. 

Allows  don't  answer  forwarding  of  intra  group  originated  calls  as  Do. 

well  as  incoming. 
Allows  Centrex  stations  with  call  forwaiding  to  also  forward  in-  Do. 

comingcalls  to  numbers  outside  the  Centrex  via  dial  "9"  trunks. 
Allows  a  customer  to  have  incoming  calls  forwarded  to  another  line.  All  genetics. 

Allows  a  Centrex  station  to  have  incoming  calls  forwarded  to    CTX-5  and  higher. 

another  line  Vi/ithin  his  Centrex  system. 
.  Allows  a  Centtex  station  to  place  any  call  involving  his  station  on  Do. 

hold  by  flashing  and  dialing  a  special  code.  The  station  is  then 

free  to  oiiginate  another  call.  The  first  call  is  retreived  by  dialing 

the  hold  code  a  second  time. 
Special  lamps  arranged  to  indicate  the  origin  or  type  of  calls  as  they    CTX-1  and  higher. 

appear  on  the  attendant  console  loops.  Lamps  for  DID,  CCSA, 

tie  line  and  AUTOVON  busy  line  and  don't  answer  forwarded 

calls. 
.  Allows  a  Centrex  station  to  answer  calls  directed  to  another  station    CTX-6  and  higher. 

within  the  same  pick-up  group. 
Provides  lamp  signals  on  Centrex  consoles  to  indicate  the  relative    CTA-1  and  higher. 

size  of  the  queue  (number  of  calls  waiting)  with  variable  trigger 

based  on  the  number  of  active  consoles 
.  Tracas  all  incoming  calls  to  the  customer's  DN  and  types  a  record    All  generics. 

on  the  maintenance  TTY. 
Stations  connected  to  incoming  exchange  network  or  CCSA  calls    CTX-1  and  higher. 

musi  flash  the  attendant  for  tranter  to  another  station  within 

the  Centrex. 
Centrex  stations  with  threa-way  callin.r;  are  given  the  ability  to  Do. 

Transfer  incoming  calls  only  within  the  Centrex. 
In  com"inai"ion  with  call  transfer— individual  or  unlimited  permits    CTX-4  (issue  4). 

Centrex  stations  to  transfer  (under  certain  conditions)  or  add-on 

to  outside  stations  via  dial   "9"  trunks,  WATS,  and  CCSA 

facilities. 
A  modification  of  call  transfer  individual  allowing  the  contiolling    CTX-5  and  higher. 

station  to  reach  a  fully  restricted  staiinn  within  the  Centrex 

extension   range  for  consultation  (no  three-way  connection). 

Where  there  are  two  or  more  CTXN's  these  atten-.pts  may  be 

restricted  to  one  CTXN. 
An  expansion  of  call  transfer— I  ndividual  allowing  Centres  stations    CTX-1  and  higher. 

to  hold   and  transfer  established  connections  with   message 

network,  tie  line,  FX  trunk,  or,  CCSA  facility. 
Permits  intragroup  calls  to  a  busy  station  equipped  with  call    CTX-5  and  higher. 

waiting  to  activate  the  feature. 

Allows  application  of  call  waiting  from  the  originating  station  to  Do. 

any  busy  station  in  the  same  Centrex  group. 

Provides  a  tone  indication  to  a  busy  line  that  an  incoming  call  is    CTX-2  (POTS),  CTX-5 
waiting.  The  first  party  may  be  held  while  answering  the  new       (CTX). 
call. 

Provides  for  AMA  recording  of  all  CCSA  calls  at  the  CO  Centrex..  CTX-1  and  higher. 


31.  Conference  calling.. 

32.  Consultation 

33.  Dial  thru  attendant. 

34.  DID  intercept 


35.  Flexible  route  selec- 
tion. 


36.  Group  speed  calling.. 


37.  Individual  billing 
directory  number. 


The  code  called  party  can  be  connected  to  the  calling  party  by 
dialing  the  answering  code  from  any  station  in  the  Centrex. 

Allows  attendants  or  station  users  to  dial  an  access  code  and  a 
two  or  three  digit  called  party  code  to  activate  signaling  devices 
with  a  coded  signal  corresponding  to  the  called  code. 

Allows  a  Centrex  station  to  establish  a  conference  connection  up 
to  six  conferees  (including  the  originator)  without  the  aid  of  the 
attendant. 

A  variation  of  three-way  calling  allowing  one  party  to  be  held 
while  consulting  with  another. 

A  Centrex  station  user  may  complete  the  dialing  on  an  outgoing 
call  after  the  attendant  has  selected  the  facility. 

Incoming  calls  to  disconnected  or  unassigned  numbers  within  a 
Centrex  group  may  be  rntercepted  in  one  of  ttie  following  ways: 
(1)  Centrex  attendant  (regular  charge  treatment),  (2)  common 
recorded  announcement  (no  charge  treatment),  or  (3)  unique 
Centrex  announcement  (no  charge  treatment). 

Provides  up  to  four  private  routes  selected  FX,  CCSA,  WATS-FT 
WATS-WIT,  or  announcement.  From  chargeable  7  or  10-digit 
interoffice  calls  may  be  attempted  using  the  routes  in  a  pre- 
determined order.  An  optional  tifth  route  (final)  is  provided  via 
the  DDD  message  network. 

Allows  Centrex  stations  access  to  a  2-digit  speed  calling  list  be- 
longing to  the  Centrex  group.  A  Centrex  group  may  have  as 
many  as  100  such  lists  and  a  station  may  access  one  of  these. 

Provides  station  billing  identification  on  WATS  calls  from  CO 
Centrex  customers.  When  used  in  conjuncti:n  with  WATS 
chart  columns,  the  WA  fS  Band  No.  may  be  provided.  Also  used 
with  dial  "9"  calls  from  PBX-Co  attendant. 


Do. 
Do. 

CTX-6  and  higher. 

CTX-1  and  higher. 
CTX-5  and  higher. 
CTX-1  and  higher. 

CTX-6  and  higher. 

CTX-1  and  higher. 


CTX-2,  3  and  4  (issue  4). 
CTX-5  (issue  2)  and 
higher. 


ay-SST — 74 — pt.  G- 
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ATTACHMENT  F.— CENTREX  FEATURES— Continued 


Features 


Description 


Program 


38.  Inhibit  night  service. 


39.  Multiline  hunt- 
circle. 


40.  Multilina  hunting- 
preferential. 


41.  Multiline  hunting- 
regular. 


42.  Multiline  hunt- 

uniform  call 
distribution. 

43.  Night  hunt  number. 

44.  Paging 


45.  Position  make  busy 
keys. 


46.  Queuing  on  multi- 

lins  hunt. 

47.  Random  make  busy 

keys. 


48.  Satellite  operation... 

49.  Series  completion 


50.  Shareable  speed 

calling. 

51.  Shared  trunk  answer 

any  station. 

52.  Special  billing  num- 

ber. 

53.  Special  trunk  billing. 


54.  Speed  calling— one 

digit. 

55.  Speed  calling— two 

digit. 

56.  Split  console  groups. 

57.  Station  restriction... 


58.  Three-way  calling... 

59.  Stop  hunt  number... 

60.  Transfer  dial  tone... 

61.  Trunk  answer  any 

station. 

62.  Trunk  group  busy 

memory. 


Inhibits  the  accidental  activation  of  night  service  in  a  Centrex    CTX-2  and  higher 

where  the  consoles  have  24-hour  coverage.  Does  not  affect        (issue  5). 

emergency  night  service. 
Allows  hunting  to  start  at  the  terminal  number  of  the  dialed  num-    CTX-6  and  higher. 

ber  and  hunt  to  end  of  group  and  then  return  to  group  terminal 

No.  0001  and  hunt  to  the  terminal  number  proceeding  the  one 

associated  with  the  dialed  number. 
Allows  individual  terminals  in  a  MLHG  to  have  separate  "preferen-  Do. 

tial"  lists  consisting  of  any  18  terminal  numbers  in  the  MLHG 

and  they  can  be  in  any  sequence.  If  all  "preferential  "terminals 

are  busy,  the  last  "preferential"  terminal  becomes  the  start  hunt 

terminal  for  the  regular  or  circle  MLHG. 
PBX  classes  of  sprvice  or  hunting  groups  usually  in  excess  of  6    All  generics. 

terminals.  Hunts  over  a  group  of  lines.  Always  beginning  at  the 

LDN  of  the  group  and  hunting  to  end  of  group.  No.  DN's  ars 

required  except  for  1st  line  of  group.  All  originating  calls  are 

hilled  to  same  billing  number. 
Allows  equal  distribution  of  incoming  traffic  to  the  terminal  num-    CTX-6  and  higher. 

bers  in  the  MLHG.  A  pointer  in  call  store  marks  the  last  terminal 

to  receive  a  call  and  puts  the  next  call  on  the  next  idle  line.  Circle 

hunt  is  mandatory  with  uniform  call  distiibution. 
Directory  number  assigned  for  night  service  and  power  failure    CTX-1  and  higher. 

transfer  features. 
This  feature  permits  attendants  and  station  users  to  have  dial  ac-  Do. 

cess  to  customsr-owned  loud  speaker  or  radio-paging  equipment 

to  selectively  tone  alert  or  voice  page  individuals. 
Position  make  busy  kevs  may  be  assigned  to  positions  (lines)  of  a    CTX-5  and  higher* 

MLH  customer.  Each  key  may  control  up  to  20  lines.  When 

operated,  positions  controlled  by  the  key  will  be  busy  to  incom- 
ing calls. 
Allows  incoming  call  to  a  MLH  group  to  be  placed  in  a  "first  in-first  Do. 

out"  queue  (on  a  ringing  trunk)  when  all  the  MLH  terminals  are 

busy.  Announcement  .''nd'or  CW  lamp  optional. 
Keys  associated  with  hunting  terminals  of  a  MLHG  to  provide  a    All  generics. 

busy  or  stop  hunt  condition.  Between  1  and  10  keys  per  group 

may  be  active  at  one  time  for  make  busy,  but  only  1  for  stop 

hunt.  Any  number  of  LEN's  may  be  assigned  to  a  random  make 

busy  key. 
Allows  operation,  as  a  system,  of  two  or  more  geographically    CTX-2  and  higher. 

separated  switching  machines  for  a  single  Centrex  customer. 

Attendant  services  are  provided  at  the  main  location. 
Hunts  up  to  16  directory  numers'  n  a  prediterfTiinad  sequence.    All  generics. 

The  DN's  need  not  be  sequenfial.  Each  ON  can  also  be  dialed 

individually  and  hunt  will  proceed  from  that  DN  to  end  of  series 

corripljtion  group. 
A  POTS  arrangement  allowing  one  and  two-digit  speed  calling  Do. 

lists  to  be  s'nared  with  other  lines. 
The  trunk  ansver  feature  may  be  shared  with  other  Centrex  groups,    CTX-1  and  higher. 

including  satellites. 
Required  for  any  individual  line  whose  billing  will  be  to  a  number    All  generics. 

other  than  its  own. 
Cancel  the  automatic  number  identification  (ANI)  availability  to  Do. 

the  TSPS  causing  TSP/s  or  CAMA  operator  identification  of  the 

calling  number. 
Allows  placing  of  calls  to  a  repretory  of  8  (6  in  centrex)  frequently  Do. 

called  numbers  by  dialing  an  access  code  "U"  POTS,  "1" 

Centrex  followed  by  a  one-digit  code. 
Allows  placing  of  calls  to  a  repertory  of  30  numbers  by  dialing  the  Do. 

access  code  "11"  followed  by  a  two-digit  code. 
A   Centrex   Complex   (MCXiM)  arrangement   splitting  attendant    CTX-2  and  higher. 

functions  into  separate  groups,  e.^.,  dial  "0"  vx  LDN  traffic. 
Provides  for  variation  in  the  out-dialing  treatment  among  the    CTX-1  and  higher. 

nonrestricted  centrex  stations  allowing  or  disallowing  calls  based 

on  the  code  dialed. 
Allows  a  subscriber  to  establish  a  talking  connection  involving    All  generics. 

himself  and  two  other  parties. 
Directory  number  assigned  to  the  hunting  terminal  of  a  multiline  Do. 

hunt  group  with  v;hich  a  stop  hunt  kev  is  associated.  Operation 

of  the  key  causes  hunting  tD  cease  at  that  number. 
An  option  applied  to  call  transfer  allowing  the  choice  of  regular  or    CTX-2  and  higher 

interrupted  dial  ton?  after  transfer  flas  I.  (issue  5). 

Allows  any  non-inward  restricted  station  in  the  Centrex  to  answer    CTX-1  and  higher. 

incoming  calls  by  dialing  a  special  code  when  the  attendant 

positions  are  in  night  service. 
Provides  for  up  to  60  trunk  group  busy  lamps  on  a  2B  type  attend-  Do. 

ant  console.  These  limps  are  controlled  by  the  trunk  busy 

memory  circuit.  Roquiring  an  aUitiinal  consih  p3Si;ion  for  the 

primary  console  on  the  data  link.  Used  to  keep  attendant  in- 
formed of  trunk  availability. 
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ATTACHMENT  G.-AUTOMATIC  CALL  DISTRIBUTOR  DEVELOPMENT  CHRONOLOGY 


Year  cf  ^.     .- 

introduction         Model  Significance 


1946  4A  order  turret...  Various  size  systems  up  to  120  positions. 

""  6A(198trunks— 200  at-      First  Auto.  System  SXS  Switching. 

1953                     3A  ("98  triHiks— 200  at-  New  features,  improved  positions  equipment,  audible  FX  I.D.,  call  transfer 

' tendant  positions).  plus  other  new  features.                                .,          ,                     .    »      „ 

19g4 2A  (56  trunks-60  at-  First  cabinet  system,  Xbar  equipment,  for  smaller  customers,  same  features 

tendant  positions).  as  3A. 

1968                     3A                            Modification  to  permit  tripling  capacit>.                                             ■     ,    ,« 

Iqcq ""  3/i  Split  gate  feature  permits  10  separate  customers  to  be  served  by  a  single  3A 

or  one  system  to  be  divided  into  10  sub-groups  for  one  customer. 

1972                     ESS'ACD  In  June  1972  A.T.  &  T.  advised  airlines  that  development  of  ESS.'ACD  would 

'                be  complete  in  1975  and  available  in  1980. 

1973 _ 2B  (68  trunks— 70  at-  Less  space,  can  double  capacity  by  adding  another  2B. 

tendant  positions).  .       .     .     j  ^           1,          t 

4A  (20  trunks^IS  at-  756  cabinet,  designed  and  priced  for  smaller  customers. 

iq7d                     FSS 'aCd'  positions).  January  A.T.  &  T.  adfised  airline  industry  that  development  was  underway 

^^" tio,Hi.L;- --      ^^^  ^^^  ^^^^^  I  features  would  be  available  in  1975.  Phase  II  features 

would  be  available  beginning  in  1976. 


Number  1  ESS/ACD 

FEATURES — PHASE   I 

Centres  II  Features 

ACD  Basic  Services 

Automatic  Intraflow 

Automatic  Interflow 

Central  Office  Service 

Phase  I  Force  Administration  Data  Services  (FADS) 

City  of  Origin  Announcement 

Multiple  Delay  Announcement 

Split  Management  (31  splits) 

Agent  Positions  (Up  to  1000) 

Supervisory  Positions 

PHASE  II 

Improved  Management  Information  System 
Display  of  Phase  I  Fads 
Customer  changeable  routing  of  calls 
Local  recording  of  announcements 
Flexible  length  announcements 
Customer  control  of  delay  threshold 
Visual  incoming  call  identification 

Attachment  H 

Continental  Airlines, 
Los  Angeles,  Calif.,  June  3, 1974- 

J.  E.  Clyde, 

Division  Marketing  Manager,  Southiccstern  Bell  Telephone  Compamj, 

Houston,  Tex. 

De\r  AIr  Clyde:  You  will  no  doubt  recall  that  Continental  Airlines  recently 
implemented  the  installation  of  a  COAM  digital  ACD/EPABX  at  our  Houston 
reservations  otfice.  I  want  to  comment  on  the  outstanding  cooperation  and  skill 
with  which  the  telephone  company  and  part  of  the  installation  group  conducted 
and  completed  this  job  on  schedule  ;  particularly,  I  want  to  mention  the  individu- 
als listed  below  :  _   _.._   -^ 

Clen  Wakefield,  Burford  Dur.st,  in.stallation  foremen;  L.  C.  Haire,  J.  H.  Fer- 
guson, craftsmen;  Wayne  Workman,  data  foreman;  H.  G.  Binnicker,  data 
installer. 

I  flunk  tins  entire  program  has  been  an  outstanding  example  of  a  cooperative 
development/installation  effort  by  the  Bell  System  Operating  Company  and  a 
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corporate  customer.  The  resulting  installation  certainly  stands  as  a  show  place  in 
the  communications  industry. 

I  would  like  to  extend  a  personal  invitation  for  you  to  visit  our  facility  at  your 
earliest  convenience.  In  the  meantime,  I  would  appreciate  your  extending  my 
thanks  for  a  job  well  done  to  the  above  mentioned  individuals. 
Very  truly  yours, 

C.    M.    HUNTLET. 

Director-Telecommunications. 

Attachment  I 

Call   Restricting    Services 

pacific  telephone 

pbx  code  restriction 

A  3  digit  code  restrictor  designed  for  use  with  large  PBX  Systems  and  has  been 
available  since  1968.  The  equipment  is  located  on  customer  premises. 

Functions 

Restricts  or  allows  dial  "1"  access. 
Restricts  or  allows  dial  "O"  access. 
Restricts  or  allows  Outward  WATS  calls. 
Restricts  or  allows  Special  Services,  411,  611. 
Restricts  or  allows  Dial  access  to  distant. 
Restricts  or  allows  NNX's  within  an  NPA. 

Rates  Installation  Monthly  BTC 

Common  equipment  for  50  trunks - $1,000  $125  $2,000 

Each  arranged  for  diversion ---  150  18  450 

There  are  924  installations  in  PT&T. 

CENTREX    TOLL   DIVERSION 

Restricts  selected  stations  from  dialing  to  distant  numbering  plan  areas 
(NPA). 

Rates  Installation  Rates 

First  lOOstalions $440  $70 

Additional  50  (up  to  300) 215  35 

Additional  50  (over  300) ---  50  10.50 

Code  restriction,  with  call  forwarding  is  available  under  contract.  This  feature 
is  incorporated  in  the  L.A.  County  Centrex  services  at  the  Civic  Center  and 
County/use  Medical  Center. 

MICHIGAN    BELL 

Two  types  of  Diversion — Available  since  January  4, 1960. 
Type  I  Associated  with  dial  PBX 
Two  classes : 

a.  Diverts  all  toll  and  interzone  calls. 

b.  Diverts  toll  only. 

Equipment  in  Central  OflSce— calls  are  diverted  to  tone,  attendant  or  recorded 
announcement. 

Rates:  Montiiii/ 

First  25  trunks !?n3.  7o 

Each  additional  trunk 3.  35 
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No  non-recurring  charge  if  installed  at  same  time  as  PBX.  If  added  at  later 
date  charges  are  $10  per  trunk.  3  year  contact.  If  removed  at  prior  date  charge 
is  50%  of  unbilled  portion. 

333  systems  in  service. 

Type  II  Centrex  I  &  II 
2  classes  of  service — similar  to  Type  I. 
Diverts  to  tone  only. 

jjafgg .  Monthly 

First  100  dial  terminals $55.  80 

Each  additional  100  dial  terminals .  55 

3  year  contract.  Discontinuance  prior  to  term  charges  are  50%  of  unbilled  portion. 
37  cufitouiers. 

A  sep:aare  service  i^*  provided  for  school  dormitories  at  no  charge.  Individual 
agreement   is  entered  into   with   students   to   determine   vrhether   or  not   call 

restriction  is  required. 

NEW   YORK   TELEPHONE 

Toll  Diversion 
PBX — Toll  diversion  only.  Equipment  located  in  Central  OflBce 

Monthly         Installation 

Per  trunk  equipped $2.34    None. 

28201  Trunks  diverted 

Centrex— Toll  diversion: 

Per/lOO  stations J23.48    None. 

Tie  lines  eac^l -36 


Code  liC-striciton 

Furnished  under  special  assembly.  Three  digit  code  restriction  provides  for 
the  following : 

Restricts  or  allows  dial  "1"  access. 

Restricts  or  allows  dial  "0"  access. 

Restricts  or  allows  Outward  WATS  calls. 

Restricts  or  allows  Special  Services,  411,  611. 

Restricts  or  allows  Dial  access  to  distant. 

Restricts  or  allows  NNX  within  an  NPA. 

SOUTHWESTERN    BELL 

Toll  Diversion 

$6.40  r»er  truck /per  month — PBX  (Feature  Priced)  Special  Charge  Request — 
Packagetl  PBX   (usually  $6.40  where  available)    (500  customers  equipped) 

Code  Restriction 

Available  only  with  101  ESS  (140  systems  in  Service  $.50  per  month,  per 
station  equipment 

Automatic  Rate  Advance 

Order  of  magnitude  rates  have  been  quoted  available  only  with  #1  ESS 
offices  equipped  with  proper  generic  program.  Call  restriction  available  under 
this  option. 
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SOUTHERN    BELL 

Toll  Diversion 
PBX 


PBX  Monthly    Installation 

PerTrunk_ J5.  50    (') 

In  service  11,909  in  Southern  Bell 

PBX  770  (obsolete): 

Per  6  Trunks 5.80    (') 


»  No  installation  charge  if  installed  coincident  with  PBX. 

PBX  770 

Two  tier    Monthly— fall  1973 

Plan  1  toll  restriction 

$6.40  6  trunks. 

Plan  2  toll  restriction.. 

....  $7,958  trunks. 

Code  Restriction 
$2.20  per  sy stem + traffic  sensitive  rates. 
Noue  iu  service 

Centrex 
Toll  Diversion 

Montlxly- 

Per  15  Stations $9.00 

3,389  in  service 

Key  Telephone 

1A2  modification — Toll  Diversion 
7.50/month  per  line  equipped  ^ 

Rotary  Dial  Only — None  in  operation — Tel-Tronics  Manufacturer. 

ATTACHMENT  J.— CALL  RESTRICTION  AT  LOS  ANGELES  COUNTY  LOCATIONS 

Foreign 
Date  installed  exchange 

Compton June  1968.  _ Yes 

Do Oct.  14,  1969 Yes. 

Van  Nuys Nov.  20,  1969 _ Yes 

Receda... .._ Dec.  19,  1969 Yes. 

Compton Apr.  4,  1970 Yes. 

Montebello May  4,  1970       Yes 

Van  Nuys June  15,  1970 Yes. 

Grand  Avenue July  13, 1970   . No 

Howthorne.. July  20,  1970        ...  ..    Yes 

Glendale Aug.  8,  1970. Yes 

El  Monte _...  Aug.  17,  1970 Yes 

Compton Jan.  14,  1971 Yes 

Alhambra Jan.  28,  1971 Yes 

El  Monte... June  21,  1971 Yes 

Martin  Luther  King  Hospital Oct.  1.  1971 Yes 

Englewood Jan.  17, 1972 Yes 

1  No  installation  charge  if  installed  at  same  time  as  KTS. 
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Attachment  K 
Voice  Connecting  Arrangements 
USOC :  Description 

RCl For  customer  prorided  call  duration  timing  or  usage  dura- 
tion limiting  equipment  to  telei>lione  company  facilities/ 
includes  tone  transmission  audible  only  to  connecting 
arrangement  user/for  terminal  in  station  equipment^ 
PBX  systems  or  manual  termination  in  Centres: 
attendant  positions. 

IIC2 Including  tone  transmitter  audible  only  to  user,  that  en- 
ables the  connection  of  CPE  call  duration  timing  or 
usage  duration  limiting  equipment  to  telephone  com- 
pany facilities — for  Centrex  trunk  termination,  termina- 
tion of  WATS  access  lines  and  for  dial  access,  where 
facilities  and  operating  conditions  permit,  per  line 
equipped. 

DCW Interface  trunk  circut  provides  trunk  level  access  on  a 

Bell  System  PBX  to  a  customer-provided  radio  paging 
system. 

HZM Used  to  connect  customer-provided  traffic  measuring  equip- 
ment to  detect  on-hook,  off-hook,  dial  pulse,  touch-tone 
and  ringing  signals  to  a  private  line  terminating  in 
telephone  company  provided  equipment. 

QKT Manual — for  the  connection  of  customer  provided  voice- 
transmitting  and/or  receiving  equipment  or  communica- 
tions systems  to  an  exchange  line  through  a  Bell  provided 
station. 

CIV Permits  flie  connection  of  customer-provided  line  use  count- 
ing and  timing  equipment  to  an  exchange  trunk  line,- 
PBX  or  Centrex  C.U.  station  line.  Key  telephone  system 
line  or  Central  Office  Station  line  terminating  in  tele- 
phone company  provided  dial  pulse  equipment. 

RCX Permits   the  connecting   of   customer-provided   equipment 

that  facilitates  the  identification  of  called  numbers  to 
an  exchange  trunk  line,  Key  telephone  station  of  Central 
Office  station  line  termininating  in  telephone  company 
provided  equipment. 

DCT Recorded  telephone  dictation  trunk  which  provides  trunk 

level  access  on  a  Bell  System  PBX  or  Centrex  system 
to  customer-provided  dictation  equipment. 

CDX To  connect  customer-provided  equapment   which  enables 

the  manual  connection  of  an  incoming  call  to  a  specific 
outgoing  line  from  a  Bell  System  on  or  two  cord  switch- 
board. 

VCP24 Provides  for  connection  of  a  customer-provided  d.c.  power 

source  to  supply  power  to  telephone  company  provided 
voice  connecting  arrangements/where  24-volt  power  is 
required. 

VCP48 Provides  for  connection  of  a  customer-provided  d.c.  power 

source  to  supply  power  to  telephone  company  provided 
voice  connecting  arrangement/where  4S-volt  power  is 
required. 

ClY Provides  means  to  connect  a  customer-provided  computer  to 

traffic  registers  of  Bell  FADS  system  which  is  used  with 
an  automatic  call  distributor  system. 

CEK To  permit  the  connection  of  customer-provided  message 

equipment  to  the  exchange  facilities  of  the  telephone 
company — ^provides  indications  of  message  registration 
for  outgoing  calls  placed. 
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RTS Recorder  connector — modified  to  provide  two-way  tone  du- 
ration and  pulse  rate  to  accommodate  COAM  call  dura- 
tion timer/Oentrex. 

CDQ++  Automatic — arranged  for  two-way  service  to  provide  inter- 

(CDQ2W)  face   to  customer-provided   dial   switching  equipment — 

(CDQ2X)  used  with  telephone  company  provided  private  line  with 

(0DQ4W)  telecommunications  network  access  and  telephone  com- 

CDQ4X).  pany  provided  signaling. 

C232W Automatic— arranged  for  two-way  service  to  provide  a  two- 
wire  interface  to  customer-provided  equipment. 

C234W Automatic — arranged  for  two-way  service  to  provide  a  foUr- 

wire  interface  to  customer-provided  equipment. 

C2K Automatic — for  two-way  tie  trunk-type  service  providing  a 

two-wire  interface  to  a  customer-provided  two-wire  chan- 
nel using  customer-provided  channel  signaling — asso- 
ciated with  telephone  company  Centrex. 

C2H Provides   for  termination  of  customer-provided  tie  lines, 

with  customer-provided  channel  signaling,  in  Bell  PBX 
or  Centrex  termination. 

C2A Automatic — ^to  connect  customer-provided  voice  transmit- 
ting and/or  receiving  terminal  equipment  to  an  exchange 
line  or  PBX/CTX  extension  line. 

C2AKS Automatic — to  connect  customer-provided  voice  transmit- 
ting and/or  receiving  terminal  eijuipment  bridged  to  an 
exchange  line,  foreign  exchange  line  or  WATS  acce.ss 
line  terminated  on  a  Bell  System  station — per  line 
equipped. 

C2ACP Automatic — to  connect  customer-provided  voice  transmit- 
ting and/or  receiving  terminal  equipment  to  an  exchange 
line,  foreign  line,  or  WA1\S  access  line — ^per  line  equipped. 

CED Automatic — to  permit  the  connection  of  a  customer-pro- 
vided and  maintained  system  to  a  telephone  company 
special  recording  trunk — per  arrangement  provided  in 
connection  with  two-way  service. 

CET Voice  connecting  arrangement — automatic — to  permit  the 

connection  of  a  customer-provided  and  maintained  system 
to  a  telephone  company  special  recording  trunk — per 
arrangement  provided  in  connection  with  outward 
service. 

C24 Provides   for  terminatiou  of  customer-provided  tie  lines, 

with  customer-provided  channel  signaling,  in  Bell  PBX 
or  Centrex  systems — per  PBX  termination. 

C27 Automatic — ^arranged  for  two-way  service  to  provide  a  two- 
wire  interface  to  telephone  company  provided  dial  switch- 
ing equipment — used  with  COAM  2-wire  channel  and 
COAM  channel  signaling. 

C22 Automatic — for  connection  of  a  customer-provided  PBX  to 

exchange  and  long  distance  measured  services  to  accom- 
modate direct  inward  dialing. 

C25 Automatic — for  connection   of  a   customer-provided  PBX 

for  access  to  Bell  System  automatic  message  accounting 
equipment  to  accommodate  customer-provided  automatic 
identified — outward  dialing. 

CD6 Automatic — to  connect  exchange  trunk  arranged  for  one- 
way incoming  service  to  attendant  position  of  COAM 
system. 
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CD7 Automatic — to  connect  exchange  trunk  arranged  for  one- 
way outgoing  service  from  attendant  position  of  COAM 
system. 

0D8 Automatic — to  connect  exchange  trunk  arranged  for  one- 
way outgoing  service  from  dial  switching  equipment  of 
COAM  system. 

ODH Automatic — to  connect  exchange  trunk  arranged  for  two- 
way  combination  service — to  and  from  attendant  position 
and  from  dial  switching  equipment  of  COAM  system. 

CD9 Automatic — ^to  connect  exchange  tnink  arranged  for  two- 
way  service  to  and  from  attendant  position  of  COAM 
system. 

STP Automatic — for    two-way    exchange   station    line   services 

which  provides  a  two-wire  interface  to  a  customer-pro- 
vided station  or  key  telephone  system. 

CTD For  termination  of  customer  provided  call  diverting  equip- 
ment in  Bell  PBX  or  Centrex  C.U.  systems 

KTX For  connecting  of  customer-provided  call  restricting  equip- 
ment to  Bell  System  key  telephone  systems. 

CDA Manual — To  connect  cord   switchboard  of  COAM  system 

with  supervisory  signals  to  exchange  trunk. 

CDl Manual — to  connect  cord  switchboard  of  COAM   system 

without  supervisory  signals  to  exchange  trunk. 

CDX Manual — to  connect  line  from  COAM  system  with  super- 
visory signals  to  exchange  line  through  telephone  com- 
pany provided  key  telephone. 

CDB Manual — to  connect  line  from  COAM  system  with  super- 
visory signals  to  exchange  trunk  through  telephone  com- 
pany provided  cord  switchboard. 

CD5 Manual — to  connect  line  from  COAM  system  without  super- 
visory signals  to  exchange  line  through  telephone  com- 
pany provided  key  telephone. 

CD4 Manual — to  connect  line  from  COAM  system  without  super- 
visory signals  to  exchange  trunk  through  telephone  com- 
pany provided  cord  switchboard. 

CEBBX Manual — to   permit   customer    to  connect   and   discvonnect 

COAM  equipment  to  a  si>ecific  line  terminated  on  tele- 
phone company  key  set. 

CEBAX Manual — to   permit   customer   to  connect   and   disconnect 

COAM  equipment  to  a  specific  line  terminated  on  tele- 
phone company  key  set. 

CEBAV Manual — which  permits  customer  to  connect  and  discon- 
nect COAM  eqiiipment  which  answers  an  incoming  call, 
to  a  specific  line  terminated  on  a  telephone  company  key 
set. 

DCK Provides  Tnuik  level  access  from  a  station  on  Bell  System 

PBX  or  Centrex  system  to  CPE,  capable  of  receiving 
dialed  digits,  rotary  or  touch-tone,  for  control  purposes. 

LDH Permits  connection  of  COAM  background  music  or  other 

recorded  material  to  central  office  lines  tenninated  in 
telephone  company  provided  swit<?hboard. 

LVH Permits  connection  of  COAM  background  music  or  other 

recorded  material  to  company  or  PBX  lines,  terminated 
in  telephone  company  key  sets,  while  in  hold  mode. 

CEBAW Permits  the  customer  to  manually  connect  and  automati- 
cally disconnect  COAM  equipment  to  a  specific  line  ter- 
minated on  a  telephone  company  key  set/associated  sta- 
tion/a line  from  COAM  system  in  telephone  company 
provided  key  telephone. 
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STS Provides  for  the  connection  of  customer-provided  supervi- 
sory tone  sending  and  receiving  equipment — per  line 
equipped. 

STC Provides  for  automatic  connection  of  customer-provided 

terminal  equipment — ^per  line  equipped. 

CEZ Provides  for  manual  connection  and  automatic  disconnec- 
tion of  customer-provided  conferencing  equipment  to  a 
specific  line  on  a  key  telephone  set/disconnect  signal  only 
vphen  supplied  from  serving  company/per  line  arranged. 

CDY Tenninates/ without     exchange     connection/a     line     from 

COAM  system  in  telephone  company  provided  key  tele- 
phone. 

ItDY Provides  for  connection  of  customer-provided  answer-only 

tei-minal  equipment — per  line  equipped — where  an  auto- 
matic volume  limited  receive  signal  is  required. 

^DMZR Provides  for  connection  of  customer-provided  answer-only 

terminal  equipment — per  line  equipped  where  two-way 
transmission  is  required. 

SU7QW Provides  for  the  connection  of  customer-provided  dial  pulse 

dialers — per  line  equipped. 

SU6AQ Provides  for  connection  of  customer-provided  originate  only 

or  originate  and  answer  terminal  equipment — ^per  line 
equipped. 

TAU Alarm  coupler — 80  unit. 

SUS Ahirm   coupler — ^signaling  unit — tone  detector  to  operate 

COAM  device. 

STj4 Alarm  coupler — combined  signaling  and  control  unit. 

SU6 Alarm  coupler — modified  to  provide  two-way  transmis- 
sion— will  permit  detection  of  dial  tone  or  proper  signal 
from  remote  control. 

SU7 Alarm  coupler — modified  for  use  with  repertory  dialers 

which  requii'e  no  transmission  path. 

RCT Recorder  connector. 

RCZ For  connection  of  attended  customer-provided  recording 

equipment  to  telephone  company  facilities,  with  auto- 
matic recorder  tone  device. 

RTT For  connection  of  customer-provided  call  duration  timer 

to  a  WATS  access  line  at  a  customer's  premises/includes 
two-way  tone  transmitter. 

RDL Recorder  coupler — one-way  transmission. 

RDM Recorder  coupler — modified  to  provide  two-way  simultane- 
ous transmission. 

"CDT Data  access  arrangement  for  connection  of  customer-pro- 
vided data  transmitting  and  receiving  equipment  to  tele- 
phone company  private  line  with  telecommunications  net- 
w'ork  access — manual. 

CBT Arrangement  for  unattended  sending  and  receiving  through 

a  contact  closure  type  interface. 

CBS Arrangement  for  unattended  sending  and  receiving  through 

a  voltage  type  interface  and/or  for  use  with  telephone 
company  or  customer-provided  automatic  calling  units. 

CBV Power  supply  for  CBT. 
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Attachment  L 
Affidavit 

Now  comes  Thomas  J.  Klinedinst  and  says  as  follows  : 

I  am  President  of  Thomas  E.  AVood  Inc.,  Cincinnati.  Ohio  and  I  am  the  "Tom 
Klinedinst"  referred  to  in  a  letter  dated  July  3,  1973  from  John  W.  Angus  of 
Thomas  E.  Wood  Inc.  to  David  T.  Carter,  Litten  Business  Telephone  Systems, 
11709  Chesterdale  Road,  Cincinnati,  Ohio  4.5206. 

I  categorically  deny  all  of  the  statements  attributed  to  me  in  the  above- 
described  letter  "and  state  that  none  of  the  representations  made  in  such  letter 
with  resiject  to  conversations  with  officials  of  Cincinnati  Bell  Inc.  are  true. 

At  no  time  have  I  had  any  conversation  or  communication  with  any  officer, 
official,  or  representative  of  Cincinnati  Bell  Inc.  which  in  any  way  would  indi- 
cate, or  could  be  construed  to  imply,  any  relationship  whatsoever  between  in- 
surance business  written  by  Thomas  E.  Wood  Inc.  for  Cincinnati  Bell  Inc.  and  the 
use  by  Thomas  E.  Wood  Inc.  of  telecommunications  equipment  and  services  pro- 
vided by  Cincinnati  Bell  Inc.  or  any  of  its  competitors. 

John  W.  Angus  was.  and  is,  engaged  solely  in  the  business  of  selling  and  serv- 
ing insurance  for  Thomas  E.  Wood  Inc.  and  at  no  time  was  he  authorized  to 
write  the  above-described  letter  or  to  make  the  statements  contained  therein. 

This  AflSdavit  is  given  by  me  freely  in  order  to  clarify  the  record  on  behalf  of 
Thomas  E.  Wood  Inc. 

Further  AflSant  sayeth  not. 

Thomas  J.  Klinedinst. 

State  of  Ohio,  1 

}  ss: 
County  of  Hamilton,  J 

Sworn  to  and  subscribed  in  my  presence  this  2Sth  day  of  June,  1974. 

John  K.  Rose, 
Attorney  at  Lam, 
'Notary  Public,  State  of  Ohio. 

My  commission  has  no  expiration  date,  Section  147.03  R.  C. 


4142 


1^    Sss'-^^'S^^     ^2 

^5  3  ' 


5   ^'«-   ; 


;.H-2|s 

?2p!iE:;-ll 


CO  O  Q>        ■: 

5;?      f^~-i 


^1  11 

5  5     S-s 


ania  knows  of  no 
i  a  Holiday  Inn  b( 
stem  and  they  den 
n  allowed  filed  tai 
id  rates  to  all  exist 
0  like  Thrun  had 
em.  The  salesm  n 
It  the  time  of  the  s 
t  Bell  learned  aboi 
'  agency  dated  Ma 
22,  1972.  Pacific 
ly  to  learn  about  ci 
it  Bell  advises  th 
1970,  at  least  1  in 

■^       h- 

S      .2 

lompetitive  case- 
om   customer.    IVI 
IS  no  knowledge  o 
Ding  business  wit 
gation. 

hone  advises  the^ 
competitor's  equ 
1  disparage, 
phone  denies  alie 
.  New  York  Telep 
of  seivice. 

.2  °  ^°  ;g"fg,(i.m'=^-Sgc 

-^ 

CQ    TO    o 

—  .c^=  S'ra-'—  S3 

■  ■s  E-  Es:  M  °- 


■seI^II 

~"  to 

Ss  5" 

OJ 

0 

CQ 

^ 

0-" 

|l 

oi: 

S  0 

0) 

b*  0 

.E   >- 

.E.C 

Sg 

m  g"^ 

0'^  oj 

ill!  !i!  li!! 


o  i:  ^>-  o  ° 

"  ^  o"-=  S  .=  a .-  =  S  -  r 


Q         OJ         a^ 

S       o      .E 


■So  —  . 


'-.^  °.2£  5| 

C      '"^ 

^ 

V? 

JZ'S  2 

s 

H 

CQ  "^  S-o  S""  ra 

=  1° 

=1 

0 

z:  ■-  £  .2       -  " 

ai"i 

s 

o  =  E 
^25 
5-5." 


M 


J-c  E 

:0-'E       — 
:  c  >  ^ 

-   O)   to 


~  c  o  ■'^  vTs'c'"  o"^       E  "to  5 

E  2?  ^  ^  —       .- 


^  -^  03  (D  =  ' 
=  "ScQ'g£^J 


5   Q.  (D-CJ 


xj  ^.  tt  --^ E 

C-O    =  CD  ■" 


5^^E 


=  =E  q.e£| 


c=  0-3 

-    o  — 

=  aj  ^ 
o  -=  = 

S  E  o>- 


i  I  ^  =  2 

III  I  5  „,  a; 


o  —  ■—  Q>  --  -■ 


1"!  ^  = 

X'oj  3   O 


Eo 


=     "55      55.S.35=-' 

-•  -1  iU        ■—  O)   '-'       Q 

O       O       OQ       S  z 


Moo  2  o  Q  c;  ca 
o  c  ~  S  J"  'S  E 
"^  3  ^    - 


oj  a;       2f.H 
=,^       =1- 


DO 


-£       E-^       S=_gSgJ 


4143 


5  «"  -  ™  ?  ^.  5  B  E  -" 

CO  __  —  -c-  QJ  '5c_^  oo"-'^  — 


t-*^^   m^   5m  '^   CL^S 

I  =  r:  '=^  o    -^^^^  ' 

^iE^'  '^  J^  ^  =1-  ^^.* 

*=-  DCx:  ro  ^  ^       ^  5  TO  ■ 

wLjJ    TO —    o —   w-    ^jritZ, 

5^2E  =  3i£ScSl]J 


E2- 


■O  OO  .C        TJ  *J   ^'  <V   CU),t£ 

cDii;     "t;^5     "^S     tT'-i^ 

g°-  JS.-G  •■^'i^   --^°" 


rtoS( 
in  Jl 
rd  ha' 
tion  ( 
Sha 

n  veh 
ng  thi 
conti 

^  ^_g- 

<u  g*' 

CL  03  — 

o-o  ^ 

■sSo 

1  Shaker  Ford  prio 
ruary  1973;  $2.63, 
owever  Shaker  Fo 
ihio  Bell.  In  addi 
ne   business   with 
ck  October  1973. 
;rce  Ford  to  bid  o 
iimsrce  Ford  duri 
d  a  maintenance 

U6AQ  and  does  n 
itiouJd  psrform  thu 
i  pending  case  be 
ia  No.  9613. 

fc^TO  O  3  i:  s  ro 

CO  ^          C 

Is  fro 
in  Fe 
973.  1 
with 
las   d 
up  tr 
Comii 
om  Ci 
not  h 

"  S-S 

o  ^.a 

;  th 
ives 
his 
alif 

re<T>  ^  —        o^'^ 

TO   c  3 

^,2;i— o 

Q. 

o 
« 

o 

E 

"e 

1/) 

o 

en 

1 

C/5 

i 

o 
5 

1 

m 
o 

o 

o 
E 

1 

.o 

a. 
5 

§ 

T3 

o 
.2 

< 

3 

C 

o 

E 
E 
o 

03 

i 

E 

i 

rj 

GO 

J 

'E 

i 

ECQ 

5.2 

t 

o. 
o 

m 

Z3 
00 

1 

5 

Se§ 


E  oEi^"Sj= 


^2 


1 

ment. 
ation 
y  anc 
ts  art 

*^ 

bO  m-^   C 

o 
o 

1  custom 
toinsr  p 
called  S 
ephone 
omers  p 
and  mor 

i  arran 
per  op 
rge,  bul 
angeme 

c 

C    O   TO    >- 

se  wit 
ith  cu 

abovs 
ific  Te 
th  cus 

rated 

)i)nect 
vith  p 
sarily 
ting  a 

:—         CO 


^      o  g  ; 


°J'S°°     i-s:° 


5-  -.^£a>-.:i       £•; 


5      - 


'O- 


f-o 


o  S       -^  , 


^  5r.o        OJ  I—  TO  --  ca:i^  CL      <  t—  : 


4144 

Attachment  N 

East  Grand  Rapids,  Mich.,  January  28,  1971. 
Mr.  G.  J.  Flaherty, 

Division  Sales  Manafjer — Southern  Michigan  Bell  Telephone  Co.,  Keeler  Build- 
ing, G^rand  Rapids,  Mich. 

Dear  Mr.  Flaherty  :  This  past  January  18,  1971.  I  was  fortunate  in  receivinsr 
tlie  opportunity  to  perform  in  a  new  and  challenging  assignment  which  I  readily 
accepted.  It  typified  the  beneficial  experiences  I've  had  since  joining  Michigan 
Bell  Telephone  Company  in  July  1966. 

It  has  been  my  pleasure,  beginning  with  initial  sales  training  class,  to  work 
under  the  supervi>*ion  of  highly  qualified  and  competent  people  who  have  barred 
no  hold  to  contribute  to  and  assist  in  my  progress  in  the  business  and  develop- 
ment as  an  individual.  By  the  same  token,  I  feel  I  have  given  my  best  to  these 
individuals  and  the  company,  as  shown  by  the  "superior"  ratings  received  as  a 
trainee,  Sales  Representative.  Staff  Supervisor,  and  Sales  Manager.  01»vious]y, 
these  mutual  respects  still  exist  as  demonstrated  by  my  recent  assignment  to 
the  highly  responsible  position  and  the  vigor  with  which  I  acceiited  the  challenge. 

Therefore,  it  is  with  some  regret  that  I  inform  you  of  my  decision  to  seek  a 
new  and  greater  challenge  in  my  career.  Motivation  for  this  decision  was  provided 
only  by  my  long  range  goal  of  self-employment.  In  short,  I  feel  my  new  employ- 
ment as  tiie  General  Sales  Manager  of  Telephone  Power,  Inc.  will  further  my 
training  and  enable  me  to  meet  my  long  range  goal,  sooner  than  if  I  remained 
in  your  employ. 

As  such,  my  last  working  day  will  be  March  12,  1971,  of  which  ten  working 
days  would  be  vacation  allowance. 
Respectfully  yours, 

Ronald  B.    Fox. 
Attachment  0-1 

Michigan    Bell    Contributions   to   the    IMichigan    Colleges    Foundation 

Ygr^j.-  Amount 

1955  through  1960 each  year $5.(100 

1961                                       6.000 

1962 7,  ^0;i 

1963 7,500 

1964 V,  500 

1965 7,  500 

1966                   8.000 

1967. ._: 8,000 

1968   8.000 

]9R9                       _    _            _                           _            _ 8,800 

197b_                                          _.                         _    .      .                     -    9,  000 

1971"      "        '                                                                    .        9,  000 

1972]                                                                                                                 -    -  9,  000 

197.3                       y  _~                                                 _                         _        10,000 

1974:::::::::::::::::.-: 11,000 


MICHIGAN   BELL  TELEPHONE  COMPANY  SPECIAL  BUILDING  FUND  CONTRIBUTIONS  TO 

FOUNDATION  SINCE  1955 


ICHIGAN   COLLEGES: 


College 


Year 


Total 


Albion  College 1965-66  $9,000 

1967-68  10, 000 

Andrews  University 1970-72  7,500 

Aquinas 1959  2.500 

1967-69  14, 000 

Calvin  1961  2,500 

1964  1, 500 

1968-70  5, 000 

Hillsdale 1966-68  9,000 


College 


Year 


Total 


Hope                     - 1961  $1,000 

1968-72  10,000 

1973-74  12, 000 

Kalamazoo... -...     1958-60  10,000 

1965-66  20, 000 

1969-70  10,000 

Nazareth 1965  1,000 

1972-74  12.000 

Olivet 1963  1,000 
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Attachment  0-2 

To  Whom  It  May  Concern :  I,  Donald  H.  Korten,  Executive  Director  of  the 
Y  Center  of  Battle  Creek,  make  the  following  statement  of  fact : 

1.  Michigan  Bell  Telephone  Co.,  made  a  pledge  of  $10,000  to  the  Y  Center 
Building  Fund  signed  February  IS,  1972. 

2.  Payments  of  this  pledge  have  been  received  by  the  Y  Center  as  follows : 
$4,000  received  and  deposited  May  12,  1972. 

$3,000  received  and  deposited  May  11,  1973. 
$3,000  received  and  deposited  May  9,  1974. 

3.  On  or  about  February  27,  1973  the  Y  Center  contracted  to  purchase  tele- 
phone equipment  from  TPI,  Inc. 

Donald  H.  Korten, 

Executive  Director, 
Y  Center  of  Battle  Creek. 
Subscribed  and  sworn  to  before  me  this  26  day  of  June  A.D.,  1974  Notary 
Public,  Jeannette  A.  Buck,  Calhoun  County,  Michigan.  My  commission  expires- 
Jan.  12,  1976. 

Attachment  P 
[From  the  Detroit  Free  Press,  June  26,  1974] 

Bell  Denies  Charges  of  Dirty  Tricks 

(By  Fred  Girard) 
******* 

Fox  accused  Michigan  Bell  of,  among  other  things  : 

Mounting  a  massive  advertising  campaign,  paid  for  with  customers'  money, 
against  sellers  of  private  equipment. 

Using  half-truths  in  describing  the  bad  points  of  interconnect  companies  to 
potential  customers. 

Having  salesmen  question  the  financial  strength  of  interconnect  companies 
by  supplying  a  Dun  and  Bradstreet  report,  then  supplementing  the  report  with 
rumors. 

Threatening  non-profit  organizations  such  as  colleges  and  charties  with  the 
discontinuance  of  grants  if  they  used  private  equipment. 

Roughly  the  first  third  of  Fox's  testimony  was  taken  up  with  the  ca^e  of 
Calvin  College  in  Grand  Rapids.  Fox  claimed  that  Michigan  Bell  stalled  his  at- 
tempts to  sell  a  telephone  system  to  the  college  for  4i^  years  by  its  use  of 
unethical  tactics. 

Fox  claimed  Bell  induced  the  college  by  offering  a  telephone  system  at  less 
than  the  normal  tariff  rates;  refused  to  sell  Bell  faciities  for  less  than  700 
percent  of  tlieir  actual  cost ;  and  finally  threatened  the  college  with  the  witii- 
holding  or  withdrawing  of  grants. 

Flenry  DeWitt,  vice-president  for  finance  and  business  of  the  college,  told  the 
Free  Press  he  had  no  knov.iedge  of  any  of  the  tactics  alluded  to  by  Fox. 

"As  far  as  that  threat  of  withdrawing  a  grant  is  concerned,"  DeWitt  said, 
"all  I  can  remember  is  that  one  of  the  telephone  company  representatives  did, 
mention  that  Michigan  Bell  was  a  regular  contributor  to  colleges  around  the 
state,  but  if  they  lost  a  lot  of  revenue  to  these  private  companies  those  contri- 
butions might  have  to  be  reduced  or  discontinued." 

Ironically,  at  exactly  the  same  time  Fox  was  testifying  in  Washington  Tues- 
day, Michigan  Bell  President  David  K.  Easlick  was  holding  a  press  conference 
in  Detroit  to  announce  that  the  company  was  beginning  a  severe  austerity  pro- 
gram, including  the  immediate  discontinuance  of  all  charitable  grants. 

In  a  private  interview  after  the  press  conference,  however,  Easlick  denied 
any  knowledge  of  any  Fox's  charges. 

"All  of  these  practices  are  totally  against  company  policy  and  company  pro- 
cedure." Easlick  said.  "Fox  appears  to  be  using  a  shotgun  approach  to  tliese 
charges  in  the  hopes  that  one  or  more  of  them  could  be  substantiated." 

Easlick  did  promise,  however,  Easlick  denied  any  investigation  into  all  of 
Fox's  charges. 

The  charge  that  was  received  with  the  greatest  amount  of  incredtility  by  the 
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subcommittee  was  that  Michigan  Bell  had  demanded  that  the  Battle  Creek 
YMCA  return  part  of  a  grant  from  the  telephone  company  after  the  YMCA 
purchased  equipment  from  Fox's  company. 

When  Fox  made  the  statment,  Hart  said  incredulously,  "That's  the  kind  of 
thing  you  wouldn't  even  expect  from  a  hack  alley  skin  flick  company." 

Representatives  of  the  Battle  Creek  YMCA,  however,  told  the  Free  Press 
Michigan  Bell  completed  paying  the  grant. 

The  YMCA  held  a  building  fund  drive  in  1072,  and  Bell  pledged  $10,000.  Ac- 
cording to  YMCA  director  Don  Korten,  the  company  paid  $4,000  on  May  12, 
1972. 

Before  the  second  installment  was  due,  however,  the  YMCA  bought  nearly 
$11,000  worth  of  equipment  from  TPI.  Michigan  Bell  still  paid  $3,000  in  May 
1973.  Korten  said,  and  the  final  $3,000  last  May. 

The  president  of  the  YMCA's  board.  Harold  Sundburg,  said  he  does  recall 
one  remark  made  to  him  about  the  grant  at  the  time. 

"I  didn't  interpret  that  as  a  threat,  though.  I  thought  it  was  merely  conjec- 
ture on  his  part." 

Bleech  told  the  Free  Press  he  never  made  any  such  comment. 

"I  don't  make  the  decisions  on  contributions  anyway,"  Bleech  said.  "I  would 
never  have  any  grounds  for  making  such  a  statement." 

Anotlier  serious  charge  made  by  Fox  was  that  Bell  threatened  to  withdraw 
construction  contracts  from  Van  Ess  Construction  Co.  of  Grand  Rapids  if  Van 
Ess  purchased  equipment  from  TPI. 

Fox  said  that  in  order  to  keep  VanEss  out  of  the  middle  of  a  lawsuit,  TPI 
released  Van  Ess  from  its  contract. 

Attachment  Q 

Van  Ess  Co. 

CoMSTOCK  Park,  Mich.,  June  26,  197-i- 
To  Whom  It  May  Concern  :  The  reason  for  cancelling  my  contract  with  TPI 
Systems  was  solely  my  own  decision.  It  was  based  on  observations  and  some 
conjecture  on  my  part  of  current  and  future  possible  maintenance  problems. 

In  no  way  was  I  intimidated,  coerced  or  threatened  the  loss  of  contracts 
from  Michigan  Bell  Telephone  Company  by  their  representatives. 

Russell  Kniff. 

Treasurer. 
Adele  L.   Viilo,   notary   public,  Kent  County,  Mich.,  my  commission  expires 

Oct.  9.  1977. 

Attachment  R 

Affidavit 

I,  Leonard  L.  Westdale,  President  of  Westdale  Company.  Grand  Rapids, 
Michigan,  ave  read  te  transcript  of  testimony  concerning  Westdale  Realty 
Companv  given  by  Ronald  B.  Fox  before  the  Senate  Sub-Committee  on  Anti- 
Trust  and  Monopoly.  I  find  this  testimony  erroneous  and  misleading  with  re- 
spect to  the  following : 

1.  There  never  was  a  firm  contract  between  Westdale  Realty  Company  and 
TPI.  This  was  a  contingent  agreement  signed  at  their  request  for  "income  tax 
benefit.s"  if  signed  prior  to  the  end  of  the  year.  I  signed  this  contingent  agree- 
ment and  srave  them  a  deposit  of  $3,000.00  but  only  upon  receivng  a  letter 
from  them  indicating  on  what  conditions  the  contract  would  be  operative. 
These  conditions  were  never  met  so  the  agreement  never  became  effective. 

2.  Because  of  the  conflicting  statements  and  claims  of  the  two  competitive 
inter-connect  companies,  I  decided  on  February  15.  1973  to  make  a  formal  re- 
quest for  the  Bell  System  to  quote  us  on  the  installation  of  equipment  similar 
to  the  proposed  equipment  from  the  inter-connect  companies. 

3.  The  testimony  at  least  implies  that  Michigan  Bell  interfered  with  the  ne- 
gotiation process  of  TPI  and  our  company  and  I  wish  to  clarify  that  Michigan 
Bell's  entry  into  the  negotiations  was  solely  at  our  request  because  of  the  hor- 
rendous amount  of  technical  and  confusing  claims  between  the  two  inter-con- 
nect companies.   Incidentally,   we  have  since  signed  a  contract  with  Custom 
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Telephone  Communications  Co.,  a  local  inter-connect  company,  and  the  Bell 
Telephone  Co.  in  no  way  interfered  with  these  negotiations  and  has  been  100% 
cooperative  in  the  changeover  process. 

4.  Inasmuch  as  there  was  no  firm  contract  with  TPI,  we  requested  our  de- 
posit to  be  returned  and  they  have  refused  to  do  so  on  the  basis  of  their  hav- 
ing done  a  lot  of  work  to  make  the  proposal,  but  this  work  was  never  re- 
quested by  the  Westdale  Company  and  we  were  not  even  knowledgeable  that 
they  had  completed  this  study  until  they  had  made  the  proposal.  It  appears 
they  wish  to  charge  us  for  making  their  quotation  and  we  will  have  to  file 
suit  in  a  court  of  law  to  obtain  a  refund  of  our  deposit,  which  we  plan  to  do 
shortly. 

Dated  :  July  5,  1974. 

Leonard  L.  Westdale,  President. 

Subscribed  and  sworn  to  before  me,  this  5th  day  of  .July.  1974,  County  of 
Kent,  State  of  Michigan.  My  commission  expires  August  15,  1975. 

Walter  A.  Byron, 

Notary  Public. 
Attachment  S 

Okson  E.  Coe  Pontiac,  Inc., 
Grand  Rapids,  Mich.,  July  1,  1974. 
Mr.  Robert  Thole, 
Michigan  Bell  Telephmic, 
Grand  Rapids,  Mich. 

Dear  Mr.  Thole  :  A  news  item  on  the  front  page  of  the  Grand  Rapids  Press 
was  brought  to  my  attention  liy  our  General  Manager,  Richard  LeValley,  stat- 
ing that  Michigan  Bell  employees  were  urged  to  boycott  Orson  E.  Coe  Pontiac 
for  purchasing  our  own  telephone  system  from  T.P.I. 

In  the  many  conversations  that  I  have  had  with  both  you  and  your  Sales 
Manager,  Dan  Mink,  during  our  negotiations  there  was  never  any  pressure  ex- 
erted whatsoever  by  anyone  from  Michigan  Bell  to  purchase  or  lease  equip- 
ment from  Michigan  Bell  instead  of  T.P.I. 

I  have  had  many  loyal  customers  for  a  good  number  of  years  who  were  em- 
ployed by  Michigan  Bell  and  have  sold  my  bel  employees  since  the  purchase  of 
T.P.I,  equipment  and  without  criticism  and  without  even  a  reference  to  the 
equipment  that  we  purchased. 

I  can  not  understand  how  such  a  false  article  could  be  on  the  front  page  of 
the  Grand  Rapids  Press. 

I  hope  that  our  relations  will  continue  to  be  as  satisfactory  with  Michigan 
Bell  employees  as  has  been  in  past  years.  In  fact,  I  personally  have  sold  a 
new  Pontiac  Catalina  to  the  Michigan  Bell  salesman  since  I  purchased  T.P.I. 
equipment. 

Respectfully  yours,  Orson  E.  Coe, 

President. 
Attachment  T 

Michigan  Bell  Exhibit  45 

Affida\t:t 
State  of  Michigan, 
County  of  Wayne,  ss: 

NOW  COMES,  William  E.  Ebben,  who  being  duly  sworn,  deposes  and  says : 

1.  That  he  is  Vice-President — Operations  Staff  and  Engineering  of  Michigan 
Bell  Telephone  Company  : 

2.  That  he  has  read  the  Statement  of  Ronald  B.  Fox  to  the  United  States 
Senate  Committee  on  the  Judiciary,  Sub-Committee  on  Antitrust  and  Monopoly, 
and  the  Exhibits  attached  to  said  Statement ; 

3.  That  he  has  read  the  Response  of  Michigan  Bell  Telephone  Company  and 
the  Exhibits  attached  thereto ; 

4.  That  he  has  discussed  the  statements  of  fact  contained  in  the  Response  of 
Michigan  Bell  Telephone  Company  with  the  employees  of  Michigan  BeU  Tele- 
phone Company  responsible  therefor  and  is  satisfied  that  said  statements  of 
fact  are  true  as  set  forth  therein ;  and 
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5.  That  he  has  examined  the  Exhibits  attached  to  the  Response  of  Michigan 
Bell  Telephone  Company  and  is  satisfied  that  said  Exhibits  are  true  and  accu- 
rate. 

Further,  deponent  sayeth  not. 

"WrLLiAM  E.  Ebben. 

Subscribed  and  sworn  to  before  me  this  23rd  day  of  July,  1974. 

NoEMi  Noriega. 

Notary  Public. 
My  Commission  expires  January  29,  1977. 

Attachment  T 

Response  of  Michigan  Bell  Telephone  Company 

]\Ir.  Ronald  B.  Fox  on  June  25,  1974,  gave  testimony  before  and  submitted  a 
statement  to  the  Committee  on  the  Judiciary,  Subcommittee  on  Antitrust  and 
Monopoly.  In  this  statement  and  testimony  Mr.  Fox  made  a  number  of  charges 
and  claims  that,  if  not  completely  false,  are  inaccurate  and  misleading. 

In  response  to  these  claims,  as  set  forth  in  the  statement,  Michigan  Bell  Tele- 
phone Company  respectfully  submits  the  following : 

I.  the  CALVIN  college  CASE 

Page  3' 

(1)  "A  typical  competitive  case  is  that  of  Calvin  College.  .  .  ." 

This  case  is  "typical"  only  of  Mr.  Fox's  ability  to  misquote  and  take  out  of 
context  his  own  exhibits.  It  was  a  particularly  lengthy  and  unusual  situation, 
complicated  by  the  fact  that  TPI  originally  represented  Calvin  College  as  an 
independent  communications  consultant  (Exhibit  1)^  and  during  the  course  of 
negotiations  became  a  distributor  of  the  Stromberg-Carlson  line.  (Michigan 
Bell  Exhibit  1).= 

(2)  "On  numerous  occasions  prior  to  this,  the  College  had  requested  Michi- 
gan Bell  to  provide  Centrex  service  but  their  request  had  been  continually  re- 
jected because  the  level  of  return  to  Michigan  Bill  was  inadequate." 

Centrex  is  a  tariff  offering  and  Michigan  Bell  may  not  and  does  not  "reject" 
a  request  for  such  service  if  it  has  facilities  available.  As  a  matter  of  practice 
(instituted  long  before  competition  existed),  where  it  was  necessary  to  modify 
the  Central  Office  in  order  to  provide  Centrex,  Michigan  Bell  would  examine 
the  cost  to  modify  the  office  and  if  the  customer  was  not  large  enough  to  pro- 
vide sufficient  revenue  to  cover  those  costs,  Michigan  Bell  would  try  to  discour- 
age the  customer  from  ordering  Centrex.  However,  since  Centrex  was  a  tariff 
offering,  Michigan  Bell  would  provide  it  if  the  customer  needs  and  desires 
could  not  he  met  by  another  service  offering. 

Page  4 

(1)  "2-19-69  Calvin  College  requested  Michigan  Bell  to  provide  the  date 
that  Bell  Centrex  I  Co  service  could  be  provided  for  them  and  then  intercon- 
nected Centrex  Service  would  be  available.  (Exhibit  2.)" 

Exhibit  2  asks  for  the  date  of  Centrex  availability  and  "that  of  interconnec- 
tion possibility."  There  is  no  reference  to  "interconnected  Centrex  Service." 

(2)  ''1-26-70  Michigan  Bell  replied  to  Calvin  College  that  .  .  .  Centrex  in- 
terconnect was  not  yet  approved  by  the  Michigan  Public  Service  Commission. 
(Exhibits.)" 

Exhibit  3  states  on  Page  2  hat  'In  December  1968  Michigan  Bell  submitted 
a  request  to  the  Michigan  Public  Service  Commission  to  allow  interconnection 
of  customer-owned  and  maintained  equipment  to  our  facilities.  As  of  this  date 
the  M.P.S.C.  has  not  yet  approved  our  request."  Exhibit  3  makes  no  reference 
to  "Centrex  Interconnect." 

(3)  ^'2-6-70  Our  company  requested  the  Michigan  Public  Service  Commis- 
sion to  provide  the  status  of  interconnection  tariffs  as  related  to  Calvin  Col- 
lege and  other  firms.  (Exhibit  4.)" 


1  Pape  references  are  to  Mr.  Fox's  statement. 

-  Exhibits  attached  to  Mr.  Fox's  statement  which  are  referred  to  herein  are  identified 
as  he  identified  them.  Michigan  Bell  Telephone  Company  Exhibits  attached  hereto  and 
referred  to  herein  are  identified  as  "Michigan  Bell  Exhibit ". 
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Exhibit  4  makes  no  reference  to  Centrex  interconnect.  If  Centrex  was  what 
they  were  asking  about,  they  could  have  easily  so  stated  in  this  letter. 

(4)  ''3-20-70  Our  company  requested  Michigan  Bell  to  provide  the  answer 
on  our  Centrex  interconnection  request  and  the  availability  of  toll  terminal 
service  for  student  long  distance  calling." 

Michigan  Bell  has  no  record  of  a  request  for  Centrex  interconnect  dated 
o_2o_7o,  and  Mr.  Fox  does  not  supply  an  exhibit  confirming  such  a  request. 

(5)  ''3-24-70  Michigan  Bell  replied  to  Calvin  College  that  the  Michigan 
Public  Service  Commission  had  approved  the  interconnect  tariffs  on  March  <J, 
1970  and  that  they  could  ifeview  these  tariffs  in  the  Michigan  Bell  public  office. 
This  statement  was  made  knowing  full  well  that  Centrex  interconnection  had 
not  been  approved,  nor  filed  for.  (Exhibit  6.)" 

Exhibit  6  does  read  as  stated.  However,  Mr.  Fox  neglected  to  state  that  they 
had  not  yet  asked  for  Centrex  interconnection,  and  failed  to  produce  any  docu- 
ment which  would  support  the  inference  that  they  had  done  so. 

Page  5 

(1)  "6-1-70  Michigan  Bell  stated  to  our  company  that  they  would  in  fact 
provide  toll  terminals  for  sudent  long  distance  caling.  However,  they  reserved 
the  right  to  decide  whether  or  not  such  service  could  be  provided  on  a  non- 
billed  basis  as  done  for  other  users.  They  stated  their  determination  would  be 
based  on  the  volume  of  usage,  for  which  no  history  existed.  (Exhibit  8.) " 

The  words  as  "done  for  other  users"  are  not  in  Exhibit  8.  Historically.  This 
service  has  been  provided  only  at  hotels  to  permit  them  to  obtain  time  and 
charges  for  their  billing  purposes.  The  attached  Tariff  Explanatory  Notes  is- 
sued in  1966  confirm  this.  (Michigan  Bell  Exhibit  2)  Tarift  provisions  effective 
February,  1973  restrict  provision  of  non-billed  Toll  Terminals  to  hotels  and 
hospitals,  providing  that  certain  usage  criteria  are  met.  (Michigan  Bell  Ex- 
hibit 3) 

Similarly,  the  words  "for  which  no  liistory  existed"'  are  found  nowhere  in 
Exhibit  8, "which  simply  states  that  Michigan  Bell  reserves  the  right  to  decide 
whether  or  not  such  service  can  be  provided  on  a  non-billed  basis  and  that  the 
determination  must  consider  the  volume  of  usage  expected. 

(2)  '-7-2^0  The  General  Marketing  Manager  of  INIichigan  Bell  wrote  the 
Vice  President  of  Operations  of  Michigan  Bell  regarding  Centrex  service  for 
Calvin  College.  ...  It  was  further  stated  that  the  rate  of  return  for  the  sys- 
tem would  be  far  below  their  required  level.  He  went  on  to  state  that  Calvin 
had  specifically  requested  the  charges  and  installation  interval  for  privately 
owned  Centrex  and  stated  that  if  Bell  would  not  provide  Centrex  service,  that 
Calvin  would  definitely  explore  the  use  of  a  privately  owned  Centrex  system. 
.  .  .  (Exhibit  9.)" 

The  actual  statements  in  Exhibit  9  were  "the  rate  of  return  as  the  system 
grows  will  be  about  5  percent  which  we  recognize  is  below  our  desired  level." 
and  "the  customer  has  specifically  requested  charges  and  the  installation  inter- 
val for  Centrex  I  CO,  and  has  stated  that  if  we  will  not  provide  this  service 
he  has  definite  plans  to  explore  the  use  of  a  privately-owned  system."  This  let- 
ter spoke  of  the  return  being  below  that  "desired."  The  words  "far  below"  and 
"required"  were  added  by  Mr.  Fox.  Also,  the  charges  requested  were  for  the 
Michigan  Bell  system,  not  a  "privately  owned  system"  and  there  is  no  refer- 
ence to  a  privately-owned  Centrex  system.  Mr.  Fox  has  taken  a  good  deal  of 
liberty  in  his  quotations. 

Page  6 

(1)  "7-10-70  Michigan  Bell  advised  Calvin  College  that  they  would  in  fact 
provide  Centrex  I  CO  service  with  a  target  date  of  August,  1972.  They  did  not, 
however,  respond  to  the  customer's  request  relating  to  interconnect  rates  for 
Centrex  service.  (Exhibit  11.)" 

At  this  point  in  time  no  request  had  been  made  to  Michigan  Bell  for  "inter- 
connect rates  for  Centrex  service,"  and  Mr.  Fox  offered  not  one  exhibit  which 
supports  his  claim  that  such  a  request  had  been  made. 

Further,  the  first  written  request  by  TPI  to  IMicliigan  Bell  for  Centrex  inter- 
connect rates  for  Calvin  College  that  has  been  located  in  Michigan  Bell  files  is 
dated  September  21,  1972,  over  two  years  later.  In  a  letter  of  that  date  TPI 
reiterated  that  the  telephone  company  had  been  notified  on  June  19,  1972  that 
the  college  had  formally  agreed  to  interconnect,  and  advised  that  the  intercon- 
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nect  equipment  a  Stromberg-Carlson  electronic  switching  unit,  is  a  Centres  ve- 
hicle. The  1972  letter  then  stated  : 

"Now  that  the  college  is  in  the  process  of  interconnection,  they  want  to  re- 
quest that  the  telephone  company  provide  Centrex  interconnect  rates  for  their 
consideration." 

"Would  you  please  plan  your  response  so  that  we  may  have  it  no  later  than 
October  30,  1972.  This  will  enable  the  college  in  maliing  a  valid  decision  re- 
garding PBX  service  or  Centrex   service."    (Michigan   Bell   Exhibit  4). 

(2)  ••8-/7-70  Michigan  Bell  Telephone  Company  wrote  our  company  advis- 
ing us  that  they  had  forwarded  our  request  to  higher  management  for  availa- 
bility of  Centrex  interconnect.  .  .  .  (Exhibit  13.)" 

Exhibit  13  states :  "3.  D.  I.  D.  availahility,  We  have  forwarded  your  requests 
to  higher  management  for  their  advisement,  but  in  any  event  we  will  require 
further  details  in  each  case  before  even  an  approximate  interval  can  be  deter- 
mined. .  .  ."  Centrex  is  a  system  whereby  Direct  Inward  Dialing  (DID)  and 
Automatic  Identification  Outward  Dialing  (AIOD)  features  are  provided  to- 
gether. As  of  August,  1970,  TPI  had  not  requested  Centrex  interconnect,  but 
had  asked  about  the  availability  of  DID.  Further,  this  request  was  not  neces- 
sarily in  regard  to  Calvin  College  as  the  letter  indicates  that  there  may  have 
been  several  accounts  involved. 

Page  7 

(1)  "8-25-10  Our  company  wrote  Michigan  Bell  stating  .  .  .  that  we  would 
be  pleased  to  discuss  our  Centrex  interconnect  request  with  any  of  their  repre- 
sentatives and  had  not  been  contacted  as  of  that  date.  (Exhibit  14.)" 

Exhibit  14  does  not  mention  "Centrex  interconnect".  It  says  "Regarding  the 
D.I.D.  request,  I  should  be  pleased  to  discuss  the  requirements  you  indicate. 
However,  I  have  not  heard  from  any  of  your  representatives  yet." 

Further,  in  the  paragraph  in  the  letter  of  8-17-70  (Exhibit  13)  regarding 
DID  availability,  to  which  Exhibit  14  apparently  is  a  response,  Michigan  Bell 
had  advised  that,  "in  any  event  Michigan  Bell  would  require  further  details  in 
writing  in  each  case  before  even  an  approximate  interval  can  be  determined, 
i.e.,  how  many  lines  would  be  required,  initially,  2  years  after  and  5  years 
after  changeover."  Thus,  the  burden  would  seem  to  have  been  on  TPI  to  con- 
tact Michigan  Bell,  not  vice  versa. 

(2)  "9-8-70  Michigan  Bell  wrote  our  company  stating  that  they  felt  the 
time  table  for  Centrex  interconnect  would  be  mid-1971.  They  still  did  not  pro- 
vide rates.  (Exhibit  15.)" 

Exhibit  15  shows  that  TPI's  request  was  not  for  Centrex  interconnect  or 
rates  therefor,  but  was  for  DID  time-table  Information,  and  that  Michigan 
Bell  didn  ot  say  that  DID  would  be  available  in  mid-1971.  In  ^Exhibit  15  Mich- 
igan Bell  said, 

"With  regard  to  your  request  for  D.I.D.  time-table  information,  it  is  not  ex- 
pected that  this  service  will  be  available  on  an  interconnected  basis  before 
mid-1971." 

Further,  the  next  paragraph  of  this  letter  said  : 

"If  you  should  wish  to  provide  further  information  on  the  accounts  you  pre- 
viously referred  to,  we  will  be  happy  to  coordinate  this  for  you,  since  the  time 
requirements  and  study  efforts  to  make  determinations  by  Central  OflSce  are 
considerable,  we  cannot  initiate  any  activity  until  fairly  precise  forecasts  are 
given  in  writing." 

(3)  "9S0-70  Our  company  wrote  to  the  Michigan  Bell  General  Marketing 
Manager  requesting  his  assistance  in  obtaining  Centrex  interconnect  rates. 
(Exhibit  16.)" 

There  is  not  one  sentence  in  Exhibit  16  which  refers  to  Centrex  interconnect 
rates.  Indeed,  there  is  no  reference  to  Centrex  availability  or  even  DID  availa- 
bility. 

(4)  "10-26-70  Michigan  Bell  wrote  our  company  stating  once  again  that 
they  felt  Centrex  interconnect  would  be  available  by  mid-1971  and  identified 
out  dailing  by  late  1971  .  .  .  (Exhibit  17.)" 

There  is  no  reference  to  "Centrex  interconnect"  in  Exhibit  17,  and  it  refers 
only  to  "connecting  devices  and  equipment."  There  is  no  statement  that  the 
service  would  be  available.  Michigan  Bell's  statement  was  : 

"Direct  Inward  Dialing  connecting  devices  are  expected  to  be  available  by 
mid-1971.  Equipment  to  provide  Automatic  Identification  Outward  Dialing  is 
anticipated  during  the  fourth  quarter  1971." 

This  is  the  first  letter  regarding  AIOD  availability  as  well  as  DID.  How- 
ever, there  was  no  reference  to  a  request  for  rates. 
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(5)  "10-26-70  .  .  .  Further,  they  stated  that  they  would  provide  toll  termi- 
nals to  customers  utilizing  private  eqT:tipment  where  facility  conditions  permit- 
ted and  it  was  in  the  public  interest  for  the  completion  of  long  distance  calls. 
(Exhibit  17.)" 

The  statement  is  correct  as  far  as  it  goes.  However,  the  heading  to  that  par- 
agraph in  Exhibit  17  indicates  that  the  statement  .specifically  referred  to  provi- 
sion of  toll  terminals  to  hotels  or  motels  using  private  equipment  and  has  no 
reference  to  a  college. 

Secondly,  Mr.  Fox  omitted  the  first  sentence  which  set  forth  Michigan  Bell  s 
policy  that  "the  type  of  equipment  utilized,  Bell  or  private,  would  have  no 
bearing  on  the  provision  of  toll  terminals." 

(6)  "12-14-70  Our  company  made  a  proposal  to  Calvin  College  for  a  pri- 
vately owned  Stromberg-Carlson  Centrex  system  utilizng  the  AT&T  suggested 
interface  rates  for  Bell  Operating  Companies.  (Exhibit  18.)" 

While  Michigan  Bell  cannot  he  certain  what  TPI  intended  in  its  proposal,  it 
appears  that  the  rates  quoted  were  the  standard  trunk  interface  rate  of  $6.75, 
which  had  l)een  approved  by  the  Michigan  Public  Service  Commission.  They 
would  not  necessarily  be  the  rates  for  connecting  arrangements  for  customer 
provided  PBX  service  with  Centrex  type  features.  Even  if  they  were,  it  is 
clear  that  they  could  only  be  for  the  interface  device  and  not  for  all  of  the 
Central  OflSce  facilities  and  arrangements  required  in  order  to  provide  Centrex 
type  service. 

Furthermore,  if  these  were  rates  which  AT&T  had  suggested  to  Michigan 
Bell  or  any  one  of  the  other  Bell  Companies,  certainly  TPI  had  been  given  no 
authority  to  quote  them. 

Paffe  8 

(1)  "1-29-71  Michigan  Bell  made  a  proposal  to  Calvin  College  for  Centrex 
I  CO  service  outlining  the  many  advantages  of  their  system  versus  the  Strom- 
berg-Carlson privately  owned  Centrex.  (Exhibit  20.)" 

There  is  nothing  in  Exhibit  20  which  outlines  the  advantages  of  :Michigan 
Bell  system  versus  the  Stromberg-Carlson  system.  In  fact,  there  is  not  a  single 
word   referring   to   Stromberg-Carl.son   or  any   other  privately -owned   PBX. 

(2)  "It  was  intimated  to  the  Vice-Pre.sident  and  Business  Manager  of  Calvin 
College  that  selection  of  the  private  system  would  jeopardize  any  future  grants 
from  Michigan  Bell."' 

The  attached  new.spaper  article  states:  "Henry  DeWitt,  the  Vice  President 
for  finance  and  business  of  the  college,  told  the  Free  Press  that  he  had  no 
knowledge  of  any  of  the  tactics  alluded  to  by  Fox."  (Michigan  Bell  Exhibit  5) 

(3)  "2-1-71  Michigan  Bell  went  back  to  Calvin  College  with  a  Centrex 
monthly  cost  analysis  showing  the  difference  iietween  Michigan  Bell  Centrex  I 
and  the  Stromberg-Carlson  privately  owned  Centrex  utilizating  interface  rates 
that  thev  felt  thev  would  ask  for  should  they  file  a  Centrex  interconnect  tariff. 
.  .  .  (Exhibit  21.)" 

Exhibit  21  is  a  monthly  cost  analysis  of  the  Michigan  Bell  Centrex  I  and 
the  Stromberg-Carlson  privately-owned  Centrex  that  was  prepared  by  Michigan 
Bell  in  response  to  the  request  of  Calvin  College.  It  uses  the  same  format  TPI 
u.sed  in  its  proposal  (Exhibit  18)  because  this  was  the  way  the  college  re- 
quested it  that  it  be  done. 

Further,  the  statement  that  Michigan  Bell  utilized  interface  rates  "that  they 
felt  they  would  ask  for  should  they  file  a  Centrex  interconnect  tariff'"  is  to- 
tally inaccurate.  Michigan  Bell  used  an  estimate  based  on  a  preliminary  dis- 
cussion with  AT&T.  There  is  no  indication  at  all  in  Exhibit  21  or  otherwise 
that  Michigan  Bell  would  ask  for  these  rates  should  it  file  a  tariff  for  the  in- 
terconnection of  customer-provied  PBX  systems  with  Centrex  type  features. 

(4)  ''2-1-71  .  .  .  Further,  they  advised  Calvin  College  that  if  the  college 
v/as  in  fact  sold  on  the  features  of  the  Stromberg-Carlson  system  that  they 
would  buy  such  a  system  directly  from  Stromberg-Carlson  and  install  it  under 
the  existing  tariff  rate.  .  .  .  (Exhibit  21.)" 

Certainly,  there  is  nothing  in  Exhibit  21.  which  :\Ir.  Fpx  apparently  cites  as 
supporting  this  statement,  or  in  any  other  Exhibit  filed  by  him  which  indicates 
that  Michigan  Bell  would  buy  the  system  directly  from  Stroml)erg-Carlson. 
However,  it  is  possible  that  Michigan  Bell  could  have  indicated  that  it  would 
investigate  the  possibility,  because  Michigan  Bell  does  purchase  from  outside 
suppliers  to  fill  customer  needs  when  the  circumstances  warrant. 

(5)  "2-1-71  ...  As  of  this  date,  none  of  our  requests  for  rate  information 
on  privately  owned  and  interconnected  Centrex  service  had  been  answered  by 
Michigan  Bell.  (Exhibit  21.)" 

At  this  point  in  time  Michigan  Bell  still  had  not  received  a  request  for  in- 
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tercounected  Centrex  rate  information  altliough  it  bad  received  requests  re- 
garding availability.  Exhibit  21  certainly  does  not  support  Mr.  Fox's  state- 
ment. 

(6)  "6-1-72  Our  company  wrote  the  Director  of  Public  Utilities, 
Department  of  Commerce,  State  of  Michigan,  requesting  a  clarification  on 
wlietber  or  not  business  trunk  rates  or  residential  trunk  rates  would  apply  to  a 
college  dormatory  (sic)  system,  because  Calvin  College  and  another  college  for 
which  we  bad  proposed  a  system  were  advised  by  Michigan  Bell  that  they 
would  have  to  pay  the  higher  business  trunk  rate.  .  .  .  (Exhibit  22.)" 

Exhibit  22,  a  letter  to  the  head  of  the  Public  Utilities  Sect  on  of  the 
M.P.S.C.  Staff,  clearly  indicates  that  tlie  inquiry  was  made  regarding  the  do',r- 
niitory  PBX  rate  at  Ferris  State  College  in  Big  Rapids,  Michigan ;  Calvin  Col- 
lege was  not  mentioned. 

Further,  at  this  point  in  time,  it  was  Michigan  Bell's  position  that  trunks  to 
all  college  dormitories  were  business  trunks,  because  the  college,  and  not  the 
students,  was  the  customer.  Where  the  college  had  a  regular  PBX  system  or 
Centrex  CU  (PBX  on  the  customer  premises)  such  as  Calvin,  the  tariff  did 
not  provide  for  student  dormitory  rates,  although  there  were  residential  rates 
for  student  dormitory  service  for  Centrex  CO  (provided  from  the  Central 
Office). 

As  a  result  of  this  controversy,  Michigan  Bell  subsequently  agiieed  to  apply 
residential  trunk  rates  to  college  dormitories  for  all  colleges  with  PBXs  where 
tho  dormitory  trunks  were  separated  from  the  administrative  trunks  and  to  es- 
tablish a  Centrex  CU  dormitory  rate.  This  policy  became  effective  on  October 
9,  1972. 

Page  9 

(1)  6-2-72  Our  Company  again  wrote  the  Director  of  Public  Utilities,  De- 
partment of  Commerce,  State  of  Michigan  appealing  to  the  Public  Service 
Commission  to  intervene  on  our  behalf  with  Michigan  Bell  to  obtain  trunk  and 
interface  rates  for  customer-owned  Centrex  systems,  stating  that  without  suc- 
cess, we  had  attempted  many  times  since  1069  to  obtain  these  costs.  .  .  .  (Ex- 
hibit 23.)" 

As  stated  earlier.  Michigan  Bell  can  find  no  evidence  that  such  costs  were 
requested  prior'  to  1972.  The  mere  repetition  of  such  a  claim  does  not  make  it 
a  fact. 

(2)  "6-2-72  .  .  .  Meanwhile  in  an  effort  to  discourage  their  customers  from 
purchasing  our  equipment.  Bell  had  given  their  customers  varying  costs  for 
use  against  us.  (Exhibit  23.)" 

Exhibit  23  contains  no  such  statement;  and  there  is  not  one  shred  of  proof 
placed  in  evidence  by  Mr.  Fox  to  support  it.  It  is  totally  unclear  as  to  what 
Mr.  Fox  means  by  giving  their  customers  "varying  costs  for  use  against  us." 
Michigan  Bell  charges  only  tariff  rates,  and  certainly  makes  no  effort  to  dis- 
courage customers  from  purchasing  equipment  from  competitive  suppliers  "by 
giving  varying  costs." 

(3)  "6-30-72,  Michigan  Bell  wrote  our  company  advising  us  that  they 
would  provide  trunks  for  the  non-Bell  System  at  Calvin  College  dormatory 
(s  c).  However,  these  trunks  would  be  business  flat  rate  trunks  and  converted 
to  measured  ser^vice  in  October,  1973,  contrary  to  Michigan  Bell's  own  policy  of 
charging  the  lower  residential  trunk  rate  to  its  college  customers.  (Exhibit 
25.)" 

This  it  totally  false.  At  the  time  of  the  policy  change  to  come  3  months 
later,  discussed  on  the  previous  page,  Michigan  Bell  had  four  PBX  service 
(non-Centrex)  college  customers  where  business  rates  applied  to  the  trunks 
serving  the  dormitories.  These  schools  were  Albion,  Ferris  State,  Marygrove 
and  the  University  of  Detroit.  Obviously,  Michigan  Bell's  policy  was  consist- 
ent ;  it  treated  its  own  customers  the  same  as  it  proposed  to  treat  TPI's  cus- 
tomers. There  were  residential  rates  only  for  those  colleges  which  bad  Centrex 
CO,  e.g.,  University  of  Michigan,  Michigan  State  and  Western  Michigan  Uni- 
versity. 

(4)  "7-18-72  ^Michigan  Bell  Telephone  Company  finally  responded  to  our 
request  for  a  cable  quotation  for  Calvin  College.  .  .  .   (Exhibit  26.)" 

Michigan  Bell  in  the  letter  designated  Exhibit  26  did  make  an  estimate  as  to 
the  current  value  of  the  cable  facilities  at  Scbultze-Eldersveld  Hall  at  Calvin 
College.  However,  that  is  the  extent  of  the  truth  of  this  statement.  The  clear 
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implication  liy  Mr.  Fox  is  that  TPI  had  had  no  communication  or  correspond- 
ence with  Michigan  Bell  regarding  the  cable  quotation  or  regarding  the  pur- 
chase of  cable  facilities  since  he  made  the  request  in  August  of  1970  referred 
to  on  Page  6  of  his  statement.  That  is  not  the  fact,  as  the  following  documents 
show. 

Mr.  Fox's  own  Exhibit  12  shows  that  the  request  of  August  3,  1970,  was  for 
the  cable  facilities  at  the  Calvin  College  SeminaiT.  Michigan  Bell  wrote  to 
TPI  on  November  5,  1970,  adivsing  that  as  of  that  date  the  policy  to  sell  or 
lease  cable  was  being  reviewed  by  upper  management  and  that  as  yet  no  deci- 
sion had  been  reached.  (Michigan  Bell  Exhibit  6)  Two  weeks  later  in  a  letter 
to  Mr.  DeWitt,  Michigan  Bell  offered  to  inventory  Michigan  Bell's  interior  ca- 
bling at  Calvin  Seminary.  This  letter  further  stated  that  offering  cable  facili- 
ties for  sale  at  a  customer's  request  was  a  new  policy  with  Michigan  Bell  and 
a  formal  procedure  was  still  under  development,  but  that  in  the  interest  of 
time  Michigan  Bell  would  process  the  inventory  and  cable  cost  quotation  as 
expeditiously  as  possible.  (Michigan  Bell  Exhibit  7)  Less  than  two  weeks 
later,  Michigan  Bell  gave  to  Calvin  College  in  a  letter  dated  December  3,  1970, 
an  inventory  of  the  cable  facilities  in  the  Calvin  Seminary  building  of 
$1,311.28,  wliich  was  broken  down  into  the  various  paiiis  of  cable,  the  various 
kinds  and  amount  of  wire,  the  terminal  cabinets,  the  terminal  blocks  and  the 
associated  connectors  and  connecting  blocks.  (Michigan  Bell  Exhibit  8)  On  De- 
cember 17,  1970,  TPI  wrote  back  to  Michigan  Bell  and  stated  that  the  cost 
quote  was  not  acceptable  and  that  they  would  be  willing  to  offer  to  purchase 
the  facilities  for  $600.  (Michigan  Bell  Exhibit  9)  On  December  22,  1970,  Mich- 
gan  Bell  replied  to  TPI  that  it  could  not  accept  the  offer  to  purchase  for  $600 
in  view  of  the  fact  that  the  original  quotation  of  $1,311.28  had  been  reviewed 
and  adjudged  to  be  a  proper  appraised  value  for  the  facilities.  (Michigan  Bell 
Exhibit  10)  Clearly,  TPI  as  well  as  Michigan  Bell  considered  the  transaction 
relating  to  the  Calvin  Seminary  closed.  Then  on  June  23,  1972,  TPI  requested 
Michigan  Bell  to  provide  an  estimate  of  the  existing  building  cable  and  inte- 
rior wiring  at  the  Schultze-Elderveld  Hall  of  Calvin  College.  (Michigan  Bell 
Exhibit  11)  On  July  18,  1972,  less  than  one  month  after  the  request,  Michigan 
Bell  gave  TPI  the  quote  for  the  Schultze-Elderveld  Hall. 

(5)  '■7-./,S-72  .  .  .  One  dormitory's  cable  and  terminals  were  itemized,  with 
the  current  value  of  those  facilities  shown  by  Bell  at  $1,695.42.  At  the  same 
time,  utilizing  one  of  the  largest  sources  of  supply  to  the  interconnect  industry 
for  cable  and  terminals,  it  was  determined  that  the  list  price  to  purchase  these 
facilities  new,  would  be  only  $246.38.  (Exhibit  26.)" 

Exhibit  26,  being  Michigan  Bell's  letter  of  July  18,  1972  quoting  the  current 
value  of  the  facilities,  does  not  support  this  statement.  Mr.  Fox  offers  no  proof 
at  all  to  support  the  figure  of  $246.38.  He  quotes  no  supplier.  He  has  no  break- 
down such  as  was  given  to  him  by  Michigan  Bell,  and  he  does  not  even  pur- 
port to  indicate  from  whom  or  under  what  circumstances  the  price  would  be 
$246.38. 

However,  even  assuming  argiiendo  that  this  is  an  accurate  amount,  clearly 
he  is  not  making  an  appropriate  comparison.  Michigan  Bell's  costs  include  en- 
gineering and  costs  of  installation.  Obviously,  the  other  can  be  no  more  than  a 
catalog  cost.  The  method  for  determining  the  Michigan  Bell  price  is  set  forth 
in  the  Bell  System  General  Practice,  Section  002-654-023-MB,  Issue  D,  Sep- 
tember, 1973,  which  is  the  practice  that  Michigan  Bell  follows. 

Pac/e  10 

(!)  "7-25-72  Michigan  Bell  wrote  our  company  advising  us  that  per  their 
tariff  No.  3  certain  types  of  toll  terminals  are  provided  without  charge  (in  the 
interest  of  efficient  toll  service  for  the  public).  Since  the  toll  terminal  we  had 
ordered  for  Calvin  College,  did  not  fall  in  that  category  in  their  opinion,  they 
would  provide  them  on  a  billed  basis.  (Exhibits  27  and  28.)" 

Exhibit  27  is  a  letter  from  TPI  to  Michigan  Bell.  Exhibit  28  is  a  letter  from 
Michgain  Bell  to  TPI  which  seems  to  be  the  letter  that  Mr.  Fox  purports  to 
quote.  However,  Exhibit  28  shows  Michigan  Bell  stated  that,  "Since  the  toll 
terminals  you  requested  do  not  fall  in  this  category,  we  are  providing  them  on 
a  billed  basis.  .  .  ."  This  is  consistent  with  Mr.  Fox's  Exhibit  8  in  which  Mich- 
igan Bell  advised  that  it  reserved  the  right  to  determine  whether  toll  termi- 
nals could  be  provided  on  a  non-billed  basis  depending  upon  the  circumstances. 
Further,  as  pointed  out  on  page  4  above,  toll  terminals  are  normally  only  pro- 
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Tided  on  a  non-billed  basis  to  hotels  and  hospitals  in  order  to  facilitate  the 
obtaining  of  time  and  charges  for  their  billing  purposes. 

(2)  "8-18-12  The  Director  of  the  Department  of  Commerce,  State  of  Michi- 
gan, wrote  our  company  stating  that  dormitory  trunk  rates  should  be  at  the 
lower  residential  tariff  rate,  regardless  of  whether  Michigan  Bell  provided  the 
station  equipment  or  an  outside  supplier,  such  as  our  company,  provided  it. . . . 
(Exhibit  29.  )•' 

This  is  a  blatant  misquote.  Exhibit  29  states  that,  "At  present  the  only  resi- 
dence service  offered  by  Michigan  Bell  for  college  dormitories  is  in  connection 
with  Centrex  CO  service."  Then,  after  two  intervening  sentences  regarding 
what  these  rates  were  and  Michigan  Bell's  plans  regarding  a  special  trunk 
rate  for  dormitory  PBXs,  the  letter  states :  "The  trunk  rate  is  the  same,  re- 
gardless of  whether  Michigan  Bell  provides  the  station  equipment  or  an  out- 
side supplier  such  as  yourself  provides  it."  Exhibit  29  does  not  state  that  this 
is  what  "should  be"  as  Mr.  Fox  said  it  did.  It  states  what  Michigan  Bell  does. 

(3)  "10-26-12  Michigan  Bell  wrote  our  company  stating  that  they  still  did 
not  have  an  answer  on  the  Calvin  College  Centrex  interconnection  rates,  but 
they  did  expect  to  have  the  rates  during  the  week  of  October  30,  1972.  (Ex- 
hibit 30.)" 

Michigan  Bell  did  not  say  that  it  "still"  did  not  have  an  answer  on  Calvin 
College.  Exhibit  30  states  : 

"In  regard  to  your  letter  dated  September  21,  1972.  on  Calvin  College  Cen- 
trex rates,  as  I  told  you  in  a  telephone  conversation  on  September  22,  I  would 
give  you  a  status  report  by  October  30th.  Although  I  do  not  have  an  answer  at 
this  time,  I  expect  to  receive  the  the  rates  during  the  week  of  October  30th." 

Pages  10-13 

Mr.  Fox  spends  three  pages  of  his  statement  purporting  to  describe  the  alle- 
gations of  a  "complaint"  which  was  filed  by  TPI  with  the  Michigan  Public 
Service  Commission  on  February  7,  1973. 

(1)  This  "complaint"'  filed  with  the  Subcommittee  as  Exhibit  31  by  Mr.  Fox 
differs  substantially  from  the  formal  complaint  which  was  served  on  Michigan 
Bell  by  the  Michigan  Public  Service  Commission  on  February  9.  1973  and 
which,  of  course,  is  the  complaint  to  which  Michigan  Bell  responded.  (Michi- 
gan Bell  Exhibit  12)  In  the  first  place  the  "complaint"  he  introduces  as  E::^- 
liibit  31  is  not  complete,  is  not  signed,  and  is  not  stamped  by  the  Commission 
with  any  indication  that  it  was  filed. 

More  importantly,  thei'e  are  substantial  differences  in  substance.  For  exam- 
ple, the  complaint  actually  filed  with  the  M.P.S.C.  and  served  upon  Michigan 
Bell  contains  no  reference  to  Ferris  College,  as  Page  11  of  Mr.  Fox's  testimony 
and  Page  3  of  his  "complaint"  apparently  attempt  to  lead  this  Subcommittee 
to  believe.  Similarly,  the  complaint  actually  filed  with  the  M.P.S.C.  and  served 
on  Michigan  Bell  makes  no  reference  to  St.  Mary's  Hospital  as  page  12  of  Mr. 
Fox's  testimony  and  paragraph  13  of  his  "complaint"  indicates.  Clearly  the 
"complaint"  offered  by  Mr.  Fox  can  be  given  no  credence. 

(2)  The  complaint  filed  with  the  M.P.S.C,  of  course,  contains  self-serving  al- 
legations as  do  the  complaints  in  many  court  or  administrative  proceedings. 
Michigan  Bell,  also  as  in  other  court  or  administrative  proceedings,  filed  its 
Answer  to  that  Complaint.  (Michigan  Bell  Exhibit  13)  In  its  Answer,  in  re- 
sponse to  the  allegations  which  are  reiterated  at  Page  10  of  Mr.  Fox's  testi- 
mony regarding  the  request  for  "Centrex  interconnect  rates  for  Calvin  Col- 
lege." Michigan  Bell  admitted  that  on  September  21,  1972,  TPI  informed 
Michigan  Bell  that  Calvin  College  "had  formally  agreed  to  interconnect"  and 
requested  "Centrex  interconnect  rates"  therefor.  Michigan  Bell  also  admitted 
that  "rates  for  direct  inward  dialing  (DID)  and  automatic  identification  of 
outward  dialing  (AIOD)  central  office  features  and  connecting  arrangements 
for  the  interconnection  of  customer-provided  PBX  systems  with  Centrex-type 
features."  bad  been  requested  and  had  not  been  furnished,  stating  that  "it  has 
been  unable  to  develop  the  rates  in  the  form  requested  due  to  the  comiilexities 
of  such  an  undertaking  and  the  availability  of  necessary  data."  Michigan  Bell 
further  responded  that  its  own  Centrex  service  contained  no  separate  offering 
or  rates  for  DID  and  AIOD,  and  that  it  had  provided  Complainant  with  cer- 
tain estimated  order  of  magnitude  charges. 
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Page  IS 

(1)  ''2-13-1S  Michigan  Bell  wrote  a  letter  to  Calvin  College  requesting  that 
they  authorize  Michigan  Bell  to  deal  with  our  company  on  all  telephone  mat- 
ters. .  .  .   (Exhibit  32.)" 

Exhibit  32  is  no  more  than  a  request  for  a  confirmation  of  the  scope  of  au- 
thority of  Michigan  Bell  in  dealing  directly  with  TPI  in  matters  pertaining  to 
the  Calvin  telephone  system.  This  obviously  was  required  in  view  of  the  fact 
that  the  original  letter  of  authorization  to  Michigan  Bell  from  Calvin  College 
regarding  TPI  applied  only  to  TPI  as  a  communications  consultant.  Clearly, 
TPI  was  now  operating  on"  a  different  basis  and  Michigan  Bell,  as  a  matter  of 
good  business  had  to  obtain  confirmation  from  Calvin  College  as  to  the  scope 
of  TPI's  authority.  Exhibit  32  was  entirely  appropriate. 

(2)  "2-i3-7J  .  .  .  They  later  used  this  letter  of  authority  to  refuse  to  ac- 
cept orders  from  Calvin  College  for  day-to-day  repair  service,  billing  requests 
and  so  forth,  claiming  that  the  College  must  call  our  company  and  our  com- 
pany in  turn  must  call  Bell.  (Exhibit  32.)" 

Exhibit  32  being  Michigan  Bell's  letter  certainly  does  not  support  this  state- 
ment and  Mr.  Fox  offers  nothing  else  that  would  support  it.  Further,  Mr. 
DeWitt,  a  Vice-President  of  Calvin  College,  on  August  24,  1973,  wrote  to  the 
aiichigan  Bell  Communications  Representative  confirming  the  scope  of  TPI's 
authorization  to  act  for  the  college,  adding : 

"I  take  this  opportunity  to  express  my  appreciation  for  your  cooperation 
with  us  and  with  TPI  during  this  period  of  transition.  I  am  certain  these  good 
relations  can  continue."  (Michigan  Bell  Exhibit  14) 

Clearly,  Calvin  College  did  not  feel  that  Michigan  Bell  had  been  refusing 
orders  or  otherwise  failing  to  cooperate. 

(3)  '-3-20-13  Michigan  Bell  wrote  our  company's  attorney  outlining  their 
proposed  charges  applicable  for  the  provision  of  privately  owned  Centrex  serv- 
ice. They  indicated  that  they  would  file  a  tariff  containing  the  outlined  charges 
as  soon  as  their  work  load  permitted.  .  .  .  (Exhibit  33.)" 

Exhibit  33  is  written  confirmation  of  proposed  rates  which  had  been  given  to 
TPI  at  a  meeting  which  took  place  on  March  27,  1973,  between  Michigan  Bell 
and  its  counsel,  and  Mr.  McKersie  and  Mr.  Fox  representing  TPI,  and  TPI's 
counsel.  However,  Mr.  Fox  fails  to  add  the  important  fact  that  it  was  also 
stated  at  this  meeting  and  in  Exhibit  33  that  Michigan  Bell  would  file  for  a 
tariff  containing  the  outlined  charges  as  soon  as  the  workload  permitted,  "but 
in  any  event  prior  to  the  time  the  initial  service  is  placed  in  operation."  As 
TPI  and  its  counsel  had  been  advised  at  the  meeting  of  March  27,  since  the 
lead  time  for  installation  of  Centrex  was  18  months,  because  Michigan  Bell 
was  extremely  busy  working  on  its  pending  rate  case  and  other  matters  the 
tariff  would  be  filed  as  soon  as  the  workload  permitted,  but,  in  any  event,  if 
TPI  got  a  firm  order,  Michigan  Bell  would  be  certain  that  the  tariff  was  filed 
m  time  for  that  service  to  be  provided.  To  date,  Michigan  Bell  has  not  re- 
ceived any  order  for  interconnection  of  a  customer-provided  PBX  with  DID  or 
AIOD  features  despite  the  fact  that  TPI  has  had  these  rates  to  quote  for  well 
over  one  year. 

(4)  -'3-30-13  .  .  .  Charges  set  forth  did  not  allow  for  a  customer  to  provide 
his  own  outgoing  toll  identification,  as  had  been  indicated  in  all  competitive 
proposals  made  by  Michigan  Bell  to  that  date.  (Exhibit  33.)" 

There  are  two  problems  with  this  statement.  In  the  first  place,  the  Michigan 
Bell  Centrex  Tariff  provides  solely  for  DID  and  AIOD  features  combined. 
Thus,  we  are  totally  at  a  loss  as  to  what  Mr.  Fox  means  by  "as  had  been  indi- 
cated in  all  competitive  proposals  made  by  Michigan  Bell  to  that  date."  Sec- 
ondly, the  statement  implies  that  TPI  had  asked  previously  for  rates  to  pro- 
vide AIOD  separately.  Mr.  Fox  himself  acknowledged  at  the  meeting  of  March 
27.  that  they  had  not  done  so.  This  is  confirmed  by  the  letter  introduced  by 
!\Ir.  Fox  as  ExhiViit  34.  in  which  TPI  formally  confirmed  the  request  made  at 
the  meeting  that  Michigan  Bell  provide  them  with  separate  rates  for  intercon- 
nect for  AIOD.  Paragraph  3  of  Page  1  of  Mr.  Fox's  own  Exhibit  34  states : 

"Therefore,  this  letter  will  serve  as  our  client's  request  that  Michigan  Bell 
lu-ovide  a  fixed  rate  break-out  for  AIOD  on  a  customer  provided  Centrex  CU." 

On  :\Iay  24,  1973.  a  Michigan  Bell  attorney  wrote  to  TPI's  attorney  advising 
that  Michigan  Bell  would  include  in  the  tariff  when  filed  separate  rates  for 
AIOD  and  DID  Central  Office  features,  slthough  such  rates  had  not  yet  been 
developed.  (Michigan  Bell  Exhibit  IHl 
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(5)  •'^-2S-r3  Our  company's  attorney  wrote  Michigan  Bell  requesting  them 
to  provide  a  fixed  rate  break-out  for  out-going  toll  identification  on  a  customer 
provided  Centrex  as  all  written  and  oral  estimates  to  our  company's  prospec- 
tive customers  had  been  made  in  that  manner.  .  .  ,  (Exhibit  34.)" 

Again  Michigan  Bell  does  not  know  what  is  meant  by  this,  since  Michigan 
Bell  did  not  offer  such  a  thing. 

Page  l-'i 

(1)  "4-i9-7^  Our  attorney  wrote  Michigan  Bell  stating  that  it  had  been 
over  a  year  since  he  had  first  met  to  discuss  Centrex  interconnect  rates.  .  .  . 
(Exhibit  35.)" 

Micliigan  Bell  had  not  yet  filed  a  tariff  application  with  the  Michigan  Public 
Service  ^Commission.  However,  there  was  no  urgency  expressed  in  the  letter 
and  no  indication  that  TPI  had  or  was  about  to  have  a  firm  order.  The  last 
paragraph  of  Exhibit  35  simply  asks : 

"Will  the  Centrex  interconnect  rates  be  covered  by  your  soon  to  be  filed  gen- 
eral rate  application?  If  so,  when  will  this  application  be  filed?  If  not,  when 
do  vou  intend  to  file  for  Centrex  interconnection  rates?" 

In  response  to  this  request  and  despite  the  fact  that  TPI  had  not  yet  ob- 
tained a  customer  or  placed  a  specific  order  with  Michigan  Bell  for  such  '"Cen- 
trex interconnect",  a  General  Attorney  for  Michigan  Bell  in  a  telephone  con- 
versation on  May  8,  1974,  advised  TBI's  attorney  that  Michigan  Bell  would  be 
filing  the  DID-AIOD  tariff  application  sometime  "next  month."  TBI's  attorney 
did  not  take  exception  to  this  statement.  Further,  pursuant  to  that  conversa- 
tion, the  application  for  DID-AIOD  Central  Office  features  was  filed  on  June 
28,  1974.  (Michigan  Bell  Exhibit  IG) 

Pages  1^  and  15 

(1)  "Refusal  for  over  four  and  one-half  years  to  furnish  reliable  rates  for 
the  interconnection  of  a  privately  owned  Centrex  system." 

Michigan  Bell  did  not  refuse  for  over  41/0  years  to  furnish  reliable  rates  for 
the  interconnection  of  a  privately-owned  Centrex  system.  Although  Michigan 
Bell  cannot  verify  whether  there  may  have  been  a  verbal  request  shortly  be- 
fore-hand, the  June  2,  1972  letter  to  the  Michigan  Public  Service  Commission 
is  the  first  written  request  received  by  Michigan  Bell  for  rates  for  "Centrex 
interconnection"  and  the  September  21,  1972  letter  is  the  first  formal  request 
for  such  rates  for  Calvin  College.  Further,  March  of  1973  is  the  first  time 
when  Michigan  Bell  had  a  request  for  the  rates  for  providing  DID  and  AIOD 
separately.  Rates  for  DID  and  AIOD  Central  Office  features  combined  were 
furnished  to  TPI  in  March,  1973,  approximately  6-9  months  after  the  request, 
and  an  application  for  tariff  rates  for  DID  and  AIOD  Central  Office  features 
and  connecting  arrangements  (whether  DID,  AIOD  or  both  were  to  be  pro- 
vided) was  filed  on  June  28.  1974.  slightly  more  than  a  year  after  that  request. 
This  was  accomplished  despite  Jlichigan  Bell's  heavy  workload,  beqause  Michi- 
gan Bell  personnel  felt  they  had  made  a  commitment  to  TPI,  and  even  though 
TPI  still  has  not  obtained  a  firm  order  (which  would  have  taken  12-18 
months  to  provide  service  and  given  Michigan  Bell  ample  time  to  file  the  tariff.) 

(2)  "Offer  to  furnish  a  customer  a  telephone  company  provided  Centrex  sys- 
tem at  a  rate  of  return  well  below  desired  levels  and  below  that  provided  by 
tariff,  and,  indeed,  at  a  rate  below  invested  cost  in  order  to  prevent  the  cus- 
tomer from  going  "interconnect"'. 

]Michigan  Bell  never  offered  to  provide  a  Centrex  system  at  a  rate  below 
that  provided  by  tariff.  Michigan  Bell  can  and  did  only  offer  to  provide  Cen- 
trex I  Co  at  the  tariff  rate,  which  of  course  was  set  on  an  averaging  basis, 
wherein  some  customers  will  be  above  and  some  will  be  below  the  desired  rate 
of  return,  depending  on  the  Central  Office  facilities  involved  and  the  require- 
ments for  modifying  the  Central  Office.  (See  page  2). 

(3)  "Attempt  to  impose  Business  rate  trunking  charges  on  privately  owned 
telephone  equipment  users  while  at  the  same  time  charging  the  lower  residen- 
tial rate  trunking  charges  to  the  telephone  company's  own  customers." 

As  shown  previously,  Michigan  Bell  applied  the  same  rates  to  customer-pro- 
vided PBXs  at  colleges  as  it  did  to  its  own.  (See  page  14). 

(4)  "Attempt  to  charge  privately  owned  telephone  equipment  users  for  toll 
terminals  while  not  similarly  charging  the  telephone  company's  own  customers 
for  toll  terminals." 
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There  is  not  one  slired  of  evidence  introduced  by  Mr.  Fox  which  shows  that 
Michigan  Bell  attempted  to  charge  privately-owned  telephone  equipment  user's 
for  toll  terminals  while  not  similarly  charging  the  telei)hone  company's  own 
customers.  As  stated  twice  previously,  Michigan  Bell  only  provides  non-billed 
toll  terminals  to  hotels  and  hospitals  in  order  to  facilitate  reporting  time  and 
charges. 

(5)  "Refusing  to  sell  Bell  cable  facilities  required  for  the  interconnection  of 
a  privately  owned  telephone  system  for  less  than  approximately  700%  of  the 
price  at  which  new  cable  could  be  purchased  from  outside  sources." 

It  is  obvious  that  Mr.  Fox  is  comparing  the  installed  charge,  including  labor 
and  engineering  cost,  with  a  catalog  price.  If  he  is  doing  otherwise,  he  has  not 
submitted  any  evidence  which  would  so  indicate.  As  Michigan  Bell  Exhibit  17 
shows,  Michigan  Bell  has  sold  to  date  $99,070.85  worth  of  cable  to  others,  in- 
cluding $6,599.88  worth  to  TPI  or  its  customers.  Clearly  if  Michigan  Bell  were 
doing  as  Mr.  Fox  alleged,  no  cable  would  be  purchased  by  interconnect  custom- 
ers. 

(6)  "Threatening  a  non-profit  corporate  customer  with  the  withholding  or 
withdrawal  of  charitable  grants  presently  planned  or  to  be  made  in  the  future 
in  accordance  with  past  practices." 

This  was  refuted  by  INIr.  DeWitt  in  Michigan  Bell  Exhibit  5. 

(7)  "Offer  by  the  Bell  System  to  provide  the  same  telephone  equipment  of- 
fered by  the  competitor  at  standard  tariff  rates  but  without  the  interface  de- 
vice." 

Mr.  Fox  submitted  no  proof  of  this,  but  as  stated  before  Michigan  Bell  could 
have  indicated  that  it  would  investigate  this  possibility.  However,  at  that  time 
Michigan  Bell  had  not  yet  investigated  the  Stromberg-Carlson  vehicle  and  such 
an  offer  could  not  have  been  made  under  existing  tariff  rates,  since  the  partic- 
ular vehicle  has  different  capability  than  the  vehicle  upon  which  Michigan 
Bell's  tariff  rate  was  based. 

Page  15 

(1)  "xilthough  these  are  the  most  indicative  of  the  practices  encountered  by 
us  on  the  Calvin  College  project,  they  are  in  no  way  restrictive  of  the  many, 
many  other  competitive  tactics  we  run  into  on  our  day-to-day  encounters  with 
Michigan  Bell.  Some  of  these  included  numerous  cases  or  harassment  related 
to  wrong  directory  listings,  no  transfer  of  calls  from  disconnected  numbers, 
frequent  out  of  service  conditions  on  lines  and  interfaces  and  billing  errors." 

Mr.  Fox  has  submitted  no  proof  as  to  how  many  of  these  situations  occurred 
nor  any  indication  that  thei'e  was  harassment.  In  any  event,  while  Michigan 
Bell  would  wish  that  none  of  these  things  happen  to  any  of  its  customers  and 
makes  every  effort  to  prevent  them  from  happening,  the  facts  are  that  they  do 
happen  regardless  of  whether  competition  is  involved. 

II.   PROTECTIVE   CONNECTING  ARRANGEMENTS   ARE   NOT   ANTICOMPETITIVE 

In  Pages  16  through  21  of  his  statement,  Mr.  Fox  makes  a  number  of  claims 
purporting  to  show  that  Michigan  Bell  and  the  Bell  System  uses  the  require- 
ment for  a  protective  connecting  arrangement  as  an  anti-competitive  device. 
These  claims  are  totally  unfounded  and  unsupported,  as  the  following  re- 
sponses to  the  specific  charges  show.  Further,  the  required  connecting  arrange- 
ments, by  protecting  the  quality  of  telephone  service  wliile  permitting  the  cus- 
tomer to  own  his  equipment,  rather  than  being  "anticompetitive"  are  a  means 
of  permitting  "comijetition." 

Page  16 

(1)  "In  many  areas,  Michigan  Bell  Telephone  Company  will  not  install  the 
interface  until  their  system  has  been  disconnected  on  the  customer  site." 

This  is  true,  because  Michigan  Bell's  policy  as  to  all  jobs,  regardless  of  who 
supplies  the  terminal  equipment,  is  to  provide  the  requested  service  on  one- 
visit  basis  to  avoid  lost  production  hours.  On  any  job  Michigan  Bell  does,  the 
practice  is  to  stay  there  until  it  is  finished,  unless  it  is  so  big  that  it  requires 
more  than  one  day's  work. 

(2)  "Further  this  practice  does  not  allow  for  standard  telephone  industry 
pre-cutover  test  procedures." 

ilichigan  Bell  is  unsure  what  he   means  by   "standard   telephone  industry 
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pre-cutover  test  procedures"  since  we  are  aware  of  no  such  standard  proce- 
dures. However,  Michigan  Bell's  practice  is  to  test  its  equipment  to  the  point 
of  demarcation  including  the  connecting  arrangement  and  turn  it  over  on  the 
requested  da  v.  A  cutover,  by  definition,  is  the  provision  of  Michigan  Bell  facili- 
ties on  the  date  wanted.  What  TPI  has  been  asking  Michigan  Bell  for  is  to 
provide  either  a  standby  person  throughout  the  cutover,  or  out-of-hours  or  non- 
business day  cutovers  so  they  can  cut  back  to  Michigan  Bell  facilities  in  the 
event  something  goes  wrong.  Both  would  be  very  expensive  procedures  to  im- 
plement, and  TPI  has  not  indicated  a  willingness  to  pay  for  them.  Even  if 
TPI  was  willing  to  pay  for  them,  to  do  them  would  detract  from  the  use  of 
the  installers  to  provide  service  requested  by  other  customers,  and  could  con- 
stitute discriminatory  and  preferential  treatment. 

(3)  "When  a  faulty  interface  is  installed,  or  when  it  subsequently  malfunc- 
tions, the  customer  often  must  do  without  the  line  serviced  by  that  device  for 
a  long  period  of  time  as  there  generally  are  no  spare  maintenance  parts  in  the 
area  Bell  offices,  thus  causing  impairment  of  customer  services  until  the  prob- 
lem can  be  corrected." 

Failures  of  apparatuses  of  any  kind  may  occur  at  any  time.  These  failures 
are  cared  for  by  Michigan  Bell  in  the  most  expedient  way,  regardless  of  what 
apparatuses  are  involved,  so  as  not  to  inconvenience  the  customer.  Parts  are 
stocked  for  connecting  arrangements  as  in  the  case  of  all  other  apparatus,  as 
shown  by  Michigan  Bell  Exhibit  18,  the  Supplies  Catalog  listing  interconnect 
apparatus  stocked  at  the  Michigan  service  center. 

(4)  "Initially,  interfaces  would  not  permit  touch  tone  calling  or  data  signals 
to  be  transmitted.  This  restriction  was  capitalized  on  by  Bell  Salesmen  at  the 
direction  of  upper  management  as  shown  in  Exhibit  36." 

Exhibit  36  is  the  third  issue  in  1972  of  a  publication  issued  from  time  to 
time  bv  Michigan  Bell  Marketing  staff  for  the  purpose  of  advising  and  inform- 
ing the  field  of  current  items  of  interest  primarily  related  to  competitive  activ- 
ities. At  the  point  in  time  that  it  was  issued,  an  interface  device  that  would 
permit  transmission  of  data  was  not  available.  As  a  result,  the  sales  force  had 
to  be  so  notified.  Should  a  customer  having  need  to  transmit  data  consider 
purchasing  or  purchase  a  private  systen  it  was  Michigan  Bell's  responsibility 
to  inform  him  that  he  would  not  be  able  to  transmit  data,  since  he  was  still 
our  customer  for  lines  and  other  services.  Attached  as  Michigan  Bell's  Exhibit 
19  is  the  voice-connecting  arrangement  technical  reference  which  indicates  that 
interfaces  CD  6,  7,  S  and  9  and  CDH  to  provide  for  Touch-Tone  signalling  be 
came  available  October.  1970  and  January.  1971.  Michigan  Bell  received  tariff 
approval  on  August  23,  1971,  to  i)ermit  Touch-Tone  calling  from  Customer- 
owned  equipment. 

Page  11 

(1)  "Bell  salesmen  are  instructed  to  impress  upon  the  customer  that  inter- 
face devices  'are  a  real  cost  that  he  must  consider.  (Exhibit  37.)" 

It  is  true  that  Michigan  Bell  does  advise  of  the  requirement  that  the  cus- 
tomer have  an  interface  device  and  there  is  a  charge  for  such  device, 
obviously  the  customer  should  be  advised.  The  rest  of  the  statement  is  inappli- 
cable to"  Michigan  Bell.  Exhibits  37  and  37A  submitted  by  Mr.  Fox  in  support 
of  this  statement  are  not  even  Michigan  Bell  training  material.  Michigan  Bell 
material  stresses  that  salespeople  should  only  factually  point  out  to  a  customer 
the  cost  of  the  interface  device.  This  is  shown  by  Michigan  Bell  Exhibit  20, 
Sales  Information  Series  632.  which  states : 

"When  the  Marketing  representative  is  informed  that  the  customer  has  ac- 
tually placed  an  order  for  non-Bell  equipment,  an  offer  to  provide  or  sell  com- 
plete Bell  service  should  not  be  made.  A  factual  statement  concerning  the  Tar- 
iffs, the  interconnecting  arrangement,  the  technical  criteria  and  the 
maintenance  of  service  visit  charges  should  be  offered." 

(2)  "The  tariff  required  interface  devices  on  customer-provided  telephone 
equipment  makes  it  necessary  for  our  company  to  rely  on  Michigan  Bell's  de- 
livery and  production  schedules  for  such  equipment  as  Michigan  Bell  and/or 
Western  Electric  is  the  source  of  supply.  In  making  competitive  proposals. 
Mi('hi2:an  Bell  has  deliberately  refused  to  provide  reasonable  delivery  schedules 
for  interface  units  and  has  unfairly  utilized  its  position  as  the  sole  source  of 
supplv  for  interfaces  indicating,  as  a  selling  point  to  our  potential  customers, 
that  the  delivery  schedule  for  its  own  telephone  company-provided  system  is 
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better  even  though  they  control  delivery  schedules  for  both  types  of  equipment. 
While  most  Bell-provided  systems  carry  a  one  or  two  week  delivery  interval, 
those  that  have  been  associated  with  interface  equipment  are  shown  on  the  at- 
tached Exhibits  38,  39,  40,  41,  42,  43,  44.  45,  4G  and  47." 

Through  July,  1972  Michigan  Bell  did  have  trouble  obtaining  the  CD  9  and 
STC  connecting  arrangements  referred  to  in  Mr.  Fox's  Exhibits  38  through  47. 
This  was  due  to  the  heavy  national  demand  for  the  arrangements  and  the  fac- 
tory allocations  were  resultantly  slow.  However,  by  February,  1973  Michigan 
Bell  was  advised  by  AVesteru  Electric  that  there  was  sufficient  stock  so  that 
these  interface  devices  could  be  ordered  on  the  normal  key  intervals :  up  to  5 
devices — an  interval  of  1  week ;  from  5-11  devices — an  interval  of  two  weeks ; 
more  than  11  devices — it  would  have  to  be  negotiated  depending  on  the  re- 
quirements and  the  supply  available. 

TPI  appears  to  be  satisfied  with  this  interval  inasmuch  as  in  the  April  27, 
1973  letter  Mr.  Fox  submitted  as  Exhibit  34,  TPI's  counsel  indicates  to  Michi- 
gan Bell  the  satisfaction  of  TPI  with  the  2-week  delivery  interval  on  CDHs 
and  CD  9s  and  STCs.  This,  again,  was  a  eonfirmation  of  statements  made  by 
Mr.  Fox  himself  during  the  course  of  the  May  27,  1973,  meeting  referred  to  on 
page  22  above. 

Page  18 

(1)  "Michigan  Bell  personnel  have  stated  that  the  reason  we  experience  in- 
stallation and  service  problems  on  interface  equipment  is  that  no  formal  train- 
ing program  exists  in  the  Bell  System  for  interface  equipment.  .  .  ." 

Michigan  Bell  installers  and  repairmen  receive  basic  and  advanced  courses 
in  such  areas  as  basic  electricity,  circuit  reading,  general  electronics  and  trou- 
ble-locating procedures.  This  training  is  supplemented  by  Bell  System  practices 
and  interconnection  manuals,  in  addition  to  on-the-job  training  provided  by  su- 
pervisors. This  type  of  training  and  field  orientation  is  no  different  from  most 
new  hardware  introductions.  A  Bell  System  practice  is  available  for  each  con- 
necting arrangement  which  provides  installation,  connection,  operation,  testing 
and  maintenance  information  and  does  not  differ  from  any  new  station  appa- 
ratus introduction,  for  example,  telephone  sets  or  dialers. 

(2)  "Further,  on  key  system  interfaces,  Michigan  Bell  craft  personnel  do  not 
have  the  proper  tools  or  test  equipment  specified  in  the  Bell  System  Practice, 
463-340-101,  starting  with  a  special  wrench  to  remove  the  cover,  to  a  test  set 
(KS-20721)  for  testing  proper  output  of  the  unit." 

Michigan  Bell  craft  personnel  do  have  the  appropriate  equipment.  However, 
initially  a  special  wrench  was  required  to  remove  the  cover  from  the  set  for 
testing  proper  output,  and,  as  in  the  case  of  the  connecting  arrangements,  the 
wrench  was  in  short  supply.  This  condition  was  resolved  shortly  after  the 
problem  arose  by  using  slotted  screws  for  cover  removal.  The  associated  test 
set.  KS-20721,  initially  had  the  same  supply  problem  as  the  wrench.  However, 
in  September.  1972  each  operating  district  was  supplied  a  test  set  pending  fur- 
ther availability.  These  test  sets  have  been  in  normal  supply  for  some  time. 

(3)  "In  an  analysis  of  customer  trouble  reports  from  January  1972  through 
June  1972,  it  was  found  that  over  95%  of  the  problems  were  caused  by  Michi- 
gan Bell's  interface  as  shown  on  Exhibit  48." 

Exhibit  48  is  nothing  more  than  a  letter  indicating  that  Areata  Communica- 
tions had  experienced  problems.  Thus,  it  certainly  is  not  proof  of  that  state- 
ment and  there  is  no  study  or  analysis  of  representative  customer  reports  for 
all  interconnect  customers  or  even  for  TPI  introduced  by  Mi\  Fox  to  substanti- 
ate this  speculation. 

Further,  attached  as  Michigan  Bell's  Exhibit  21  is  a  letter  from  the  Detroit 
Metro  Area  Sales  Manager  instructing  the  sales  supervisors  to  "instruct  your 
people  to  be  as  scrupulous  in  coordinating  interface  installations  and  in  meet- 
ing call-back  commitments  with  our  competitors,  after  the  loss  of  a  sale,  as 
they  would  be  in  dealing  with  any  other  of  our  customers  in  normal  day-to- 
day negotiations." 

(4)  "Beyond  technical  training,  the  personnel  taking  normal  repair  reports 
from  customers  lack  the  training  and  procedures  for  handling  interface  repair 
cases  thus,  adding  days  to  a  repair  request  even  in  out-of-service  situations." 

Michigan  Bell  personnel  taking  repair  reports  handle  trouble  calls  from  all 
customers  in  the  same  manner  and  do  not  have  special  procedures  for  cases 
where  the  customer  provides  his  own  terminal  equipment.  These  persons  are 
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highly  trained  and  closely  supervised  so  as  to  provide  the  same  quality  of  con- 
tact handling  on  all  of  our  customers.  Expected  clearing  times  on  trouhle  cases 
for  business  customers  in  any  given  location  are  quoted  the  same  and  based  on 
the  available  force,  trouble  load,  weather  conditions  and  similar  factors,  re- 
gardless of  whether  Michigan  Bell  or  customer-provided  equipment  is  involved. 

Page  19 

(1)  "Added  to  the  delays  in  repairing  of  interfaces  is  the  practice  of  billing 
a  maintenance  of  service  fee  to  the  customer  by  Michigan  Bell,  even  though 
the  problem  is  ultimately  determined  to  be  Michigan  Bell's  or  'comes  clear.'  " 

The  maintenance  of  service  fee  is  necessary  to  assure  that  the  burden  of  the 
costs  incurred  is  borne  by  the  customer  causing  them  rather  than  the  general 
rate  payer,  and  is  provided  for  by  tariff.  (Michigan  Bell  Exhibit  22) 

It  is  Michigan  Bell's  practice  that  in  any  case  where  the  trouble  is  ulti- 
mately found  to  be  in  the  telephone  company  equipment  or  facilities  and  the 
maintenance  of  service  charge  was  previously  billed,  an  adjustment  to  the  cus- 
tomer's bill  is  made  upon  application  to  the  Business  Office. 

In  a  letter  to  counsel  for  TPI  dated  August  30,  1973,  Michigan  Bell  in  re- 
sponse to  a  request  regarding  the  application  of  the  charge  when  the  trouble 
"comes  clear",  stated  as  follows : 

"If  I  correctly  understand  your  request  with  regard  to  the  maintenance  of 
service  charge,  you  wish  to  be  advised  whether  Michigan  Bell  charges  a  cus- 
tomer for  a  repair  call  where  the  'trouble  clears  by  itself  and  whether  Michi- 
gan Bell  will  tell  TPI  or  its  customer  the  source  of  the  problem. 

"Michigan  Bell  Telephone  Company's  practice  is  that  no  maintenance  of 
service  charge  will  apply  when  the  trouble  report  'tests  OK'.  This  would  in- 
clude situations  where  the  'trouble  clears  by  itself. 

"The  maintenance  of  service  charge  is  applicable  to  all  cases  requiring  a 
visit  by  a  Michigan  Bell  repairman  when  the  trouble  was  not  located  in  Michi- 
gan Bell  facilities,  and  in  that  situation  the  Plant  Department  is  to  notify  the 
customer.  Thus,  the  customer  should  in  each  case  know  why  he  was  billed  a 
maintenance  of  service  charge.  We  do  not  notify  the  equipment  supplier  in 
each  case  because  generally  the  calls  come  from  the  customer  and  we  may  not 
know  the  identity  or  location  of  the  supplier.  Should  a  question  arise  concern- 
ing a  particular  billing,  Graham  Smith  may  be  able  to  assist  your  client." 
(Michigan  Bell  Exhibit  23) 

Apparently,  this  response  was  satisfactory  to  TPI  inasmuch  as  Michigan 
Bell  has  received  no  indication  to  the  contrary  until  Mr.  Fox's  statement. 

Pages  19-21 

"The  consumer  is  discriminated  against  because  of  the  rate  he  pays  for  the 
interface  device." 

Mr.  Fox  spends  the  rest  of  page  19,  and  all  of  pages  20  and  21  describing 
what  he  feels  is  unfair  about  the  existing  and  proposed  tariffs.  Perhaps  it  will 
clarify  this  matter  to  reiterate  a  little  history. 

In  1970  Michigan  Bell  filed  its  tariff  for  a  connecting  arrangement  to  be 
used  to  interconnect  customer-provided  alarm  indicating  equipment.  The  tariff 
rate  for  this  service  was  set  at  $8.75,  based  on  the  costs  of  a  device  known  as 
the  SU6  used  to  provide  the  service.  At  the  same  time  Michigan  Bell  filed  its 
tariff  for  a  connecting  arrangement  to  be  used  to  interconnect  customer-pro- 
vided voice  transmitting  equipment.  The  tariff  rate  for  this  service  was  set  at 
$6.50  based  on  the  costs  of  a  device  known  as  the  STC  used  to  provide  this 
service.  A  revised  version  of  the  STC,  sometimes  called  the  Universal  Coupler, 
later  became  available  and  replaced  the  original  STC.  This  device  could  be 
wired  to  also  perform  the  same  function  as  the  SU6,  and  when  so  wired  is 
called  the  SU6AQ.  In  some  cases  this  device  was  used  to  connect  alarm-indi- 
cating equipment  at  the  $3.75  rate.  TPI  argued  that  it  should  be  able  to  use 
the  SU6AQ  to  interconnect  voice  transmitting  equipment  at  the  existing  tariff 
rate  of  $3.75  established  for  alarm-indicating  equipment  interface  devices.  This 
argument  fails  to  recognize  that  Michigan  Bell  offers  services,  not  merely 
hardware.  Moreover,  in  establishing  the  rates  for  the  existing  services,  the 
costs  of  the  Universal  Coupler  were  not  known  or  considered.  Recently  Michi- 
gan Bell  filed  an  application  to  amend  its  tariffs  with  respect  to  interface  de- 
vices, which  application  proposes  new  rates  that  will  cover  the  costs  of  the 
newer  interface  devices  such  as  the  STC  Universal  Coupler.  The  proposed  rate 
for  the  Universal  Coupler  is  $4.75. 
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(2)  "For,  we  believe,  the  first  time  in  the  history  of  the  Michigan  regulators' 
process  the  Commission  rejected  a  Michigan  Bell  rate  application  on  the 
grounds  that  the  rates  proposed  were  too  low.  As  a  result  Michigan  Bell  was 
compelled  by  the  Commission  Staff  to  file  another  amendatory  application  to 
further  increase  anti-competitive  rates  for  these  interface  devices,  to  $5.10." 

In  the  first  place,  in  Michigan  Bell's  1973  rate  case,  No.  U-4293,  the  Com- 
mission ordered  Michigan  Bell  to  file  higher  rates  than  originally  proposed 
based  on  updated  cost  data,  which  is  exactly  what  the  Commission  Staft  re- 
quested in  the  interface  case.  Secondly,  the  Commission  Staff  apparently  felt 
that  since  Michigan  Bell  had  obtained  later  cost  data  than  it  had  when  it  filed 
the  interface  tariff  application,  it  should  refile  the  rates  based  on  the  updated 
costs.  Certainlv,  there  is  nothing  anti-competitive  in  basing  rates  on  cost.  In- 
deed, that  is  tiie  position  taken  by  the  :Michigau  Independent  Communications 
Association  in  Case  No.  U-4293  and  the  appeal  thereof.  They  say  in  that  case 
that  Michigan  Bell  rates  must  be  based  on  cost,  which  is  exactly  the  situation 
in  the  interface  tariff  case. 

III.    THE  BOLE  OF  REGULATION  IS  TO  PROTECT  THE  PUBLIC  INTEREST 

Pages  22  through  26  of  Mr.  Fox's  statement  are  a  diatribe  purporting  to  de- 
scribe how  Michigan  Bell  has  attempted  to  perpetuate  its  monopoly  position 
through  the  state  regulatory  process.  The  only  support  that  he  gives  for  such 
a  statement  is  an  argumentative  discourse  on  how  he  views  Michigan  Bell's 
previous  Rate  Case,  No.  U-4293.  This  case  is  on  appeal  from  the  Michigan 
Public  Service  Commission  to  the  Ingham  County  Circuit  Court.  The  very  is- 
sues which  Mr.  Fox  states  here  are  being  raised  in  that  proceeding.  It  is  en- 
tirely inappropriate  for  him  to  comment  as  though  his  arguments  were  fact. 
Further,  Mr.  Fox  appears  to  assume  that  the  role  of  the  regulatory  agency  is 
simply  to  preserve  the  competitive  position  of  interconnect  companies.  As 
stated  by  the  Michigan  Public  Service  Commission  in  its  Order  in  Case  No. 
U-4293,  "the  role  of  regulation  is  not  to  serve  the  interests  of  a  specialized 
few,  but  to  protect  the  general  public  in  every  possible  respect."  The  following 
are  responses  to  the  only  specific  allegations  he  makes. 

Page  23 

(1)  "On  February  23,  1973,  the  Commission  issued  its  order  for  hearings  on 
the  application  and"  gave  all  potential  intervenors  until  March  20  to  file  their 
petitions  to  intervene  in  the  case.  Thus,  we  were  given  less  than  one  month  in 
which  to  analyze  fully  a  rate  application  consisting  of  462  pages  of  testimony 
and  exhibits  which  were  based  on  cost  and  information  studies  available,  at 
that  time,  only  to  the  telephone  company.  .  .  ." 

Having  one  month  in  which  to  file  their  petitions  to  intervene  meant  they 
had  one  month  in  which  to  state  their  positions  and  the  issues  they  wished  to 
raise.  It  did  not  limit  their  ability  to  fully  analyze  the  testimony  and  exhibits. 
The  case  was  filed  on  February  15,  1973,  and  cross-examination  of  the  Compa- 
ny's witnesses  did  not  commence  until  April  18,  1973.  Cross-examination  of  the 
first  of  the  two  witnesses  presenting  the  Company's  evidence  in  support  of  its 
rate  proposal  for  terminal  equipment  did  not  commence  until  June  19,  1973. 
Therefore,  they  clearly  had  ample  time  in  which  to  analyze  the  Company's 
case. 

Page  24 

(1)  "In  addition,  the  testimony  of  one  of  our  key  witnesses  was  excluded  by 
the  Hearing  Examiner  because  it  was  not  timely  filed  after  it  had  been  re- 
vised to  meet  certain  objections  of  the  Hearing  Examiner  at  the  time  of  its 
original  filing.  As  a  result,  we  were  denied  the  right  to  present  a  witness  and 
to  introduce  testimony  we  felt  was  very  important  to  our  case." 

This  testimony  was  excluded  by  the  Hearings  Examiner  because  it  was  to- 
tally argumentative.  The  facts  regarding  this  witness  are  as  follows :  In  ac- 
cordance with  the  time  schedule  established  by  the  Hearings  Examiner  all  in- 
tervenors submitted  the  complete  direct  testimony  of  all  their  witnesses  on 
August  8,  1973.  Intervenors  Litton/BTS  and  MICA,  of  which  Mr.  Fox  has  indi- 
cated his  firm  is  a  member,  and  which  is  represented  by  the  same  counsel  that 
represents  TPI,  jointly  included  in  their  submission  37  pages  of  direct  testi- 
mony  of  one  Warren  J.   Samuels.   Two   weeks  later   the  Hearings   Examiner 


4162 

granted  a  motion  by  Michigan  Bell  to  strike  all  of  the  Samuels'  testimony 
from  the  record,  observing  "in  regards  to  the  testimony  of  Samuels,  I  have  ab- 
solutely no  doubt  in  my  mind  that  the  testimony  far  exceeds  permissible  testi- 
mony of  an  expert  witness."  The  Hearings  Examiner  based  his  decision  princi- 
pally on  the  grounds  that  Samuels'  testimony  was  "full  of  unsupported 
conclusions,  innuendos,  speculation  and  hearsay  as  well  as  comment  as  to  cred- 
ibility and  weight  to  be  given  evidence",  that  it  "should  be  properly  labeled 
not  as  evidence  but  as  argument"  and  that  the  Examiner  could  "find  no  proba- 
tive value  in  it".  On  August  28,  1973,  Litton  filed  a  motion  to  reconsider  the 
testimony  of  Samuels.  Michigan  Bell,  contended  that  the  motion  should  be  de- 
nied for  two  reasons:  (1)  having  had  its  opportunity  to  submit  its  case  in 
chief  on  August  8,  Litton  should  not  be  allow^ed  three  weeks  later  to  protract 
the  hearing  with  evidence  which  was  available  to  it  on  August  8,  and  (2)  the 
new  version  of  Samuels'  testimony  was  still  objectionable  on  the  same  grounds 
as  the  stricken,  original  testimony.  The  Hearings  Examiner  denied  the  Litton 
motion  for  the  first  of  the  two  reasons  and  therefore  had  no  need  to  consider 
the  second.  At  the  same  time  the  Hearings  Examiner  rejected  a  contention  by 
Litton  that  the  new  Samuels'  testimony  should  be  admitted  as  rebuttal  evi>- 
dence  for  the  simple  reason  that  it  did  not  qualify  as  such.  However,  the  Com- 
mission in  its  Order  stated  that  it  did  accept  the  Samuels  revised  testimony, 
although  after  reading  it  the  Commission  agreed  wih  the  Hearings  Examiner 
that  it  was  argumentative  and  had  no  probative  value.  Thus,  the  intervenors 
clearly  were  not  denied  an  opportunity  to  present  the  witness  as  alleged  by 
Mr.  Fox. 

(2)  ".  .  .  the  application  of  Michigan  Bell  to  restructure  its  rates,  which 
was  accepted  completely  in  concept,  resulted  in  rate  reductions  to  those  Michi- 
gan businesses  most  vulnerable  to  competition  and  rate  increases  (in  one  in- 
stance by  over  150%)  to  those  businesses  who  either  because  of  the  anti-com- 
petitive effect  of  the  interface  device  prices  or  for  other  reasons  were  not 
vulnerable  to  competition,  i.e., :  the  captured  market." 

Mr.  Fox  fails  to  point  out,  however,  that  the  150%  increase  (he  appears  to 
refer  to  the  two  line  key  systems)  was  still  not  large  enough  to  make  this 
service  totally  compensatory.  Hence,  this  large  increase  in  rates  is  not  anti- 
competitive at  all ;  Michigan  Bell  Telephone  Company  will  not  earn  the  full  rev- 
enue requirement.  It  should  be  added  that  when  Michigan  Bell  uses  the  word 
not  compensatory,  what  Michigan  Bell  means  is  they  do  not  return  the  full 
91/4%  rate  of  return  requested  by  Michigan  Bell  for  terminal  equipment,  al- 
though they  do  return  all  actual  costs  plus  some  profit.  Further,  if  Michigan 
Bell  had  proposed  rates  for  these  small  key  systems  to  cover  all  costs  plus  a 
full  9i,'2%  return,  the  rates  on  the  larger  key  systems  could  have  been  reduced 
even  further.  But  this  was  not  done  because  the  customers  for  the  smaller  key 
systems  had  received  such  a  large  increase,  they  simply  could  not  be  asked  to 
pay  more.  The  restructuring  complained  of  had  the  effect  of  increasing  revenue 
for  terminal  services  and  of  establishing  a  cost  basis  for  these  services. 

Page  25 

(1)  "I  am  attaching  to  my  testimony  as  Exhibit  53A  a  graph  submitted  by 
our  Michigan  Interconnect  Association  in  the  1973  rate  case  to  show  the  com- 
petitive effects  of  the  rates  proposed  by  the  telephone  company  when  the  price 
of  the  interface  device  is  taken  into  consideration." 

This  graph  was  simply  an  estimate  of  what  MICA  thought  would  happen. 
Mr.  Fox  has  submitted  no  facts  showing  how  the  industry  was  affected  in  fact. 

(2)  "Another  example  of  how  Michigan  Bell  used  the  1973  general  rate  case 
to  further  its  goal  of  eliminating  competition  was  its  proposal  commonly  re- 
ferred to  as  the  '90-day  moratorium'." 

This  is  not  so.  Under  the  restructuring  ordered  in  Case  U-4293.  existing 
customers  were  reclassified  as  PBX  I,  II  or  III  depending  on  the  equipment 
used  to  provide  them  service.  In  some  cases,  customers  having  the  same  or 
similar  service  requirements  were  reclassified  as  PBX  I  or  II  on  the  one  hand, 
and  PBX  III  on  the  other.  The  moratorium  authorized  a  changeout  without 
payment  of  termination  charges  for  a  period  of  90  days  following  the  rate 
order  in  Case  U-4293  by  those  customers  who,  because  of  the  natui-e  of  the 
serving  vehicle  being  used  to  provide  them  service,  were  reclassified  as  PBX 
III.  which  costs  more,  rather  than  PBX  I  or  II.  The  moratorium  was  necessary 
and  equitable  because  Michigan  Bell,   not  these  customers,   had   selected  the 
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serving  vehicle  used  to  provide  them  service.  Hence,  the  purpose  of  the  90  day 
moratorium  was  simply  to  eliminate  this  unfairness. 

Page  26 

"The  end  result  of  this  anti-competitive  proposal  was  that  Michigan  Bell 
was  successful  in  signing  up  102  Michigan  customers  to  the  new  five-year  con- 
tracts. However,  not  known  by  anyone  at  the  time  except  Michigan  Bell  (but 
soon  to  be  found  out)  was  that  these  102  customers,  who  are  now  locked  into 
the  Bell  System  and  have  nowhere  else  to  turn  for  their  equipment  needs, 
were  confronted  less  than  one  month  after  the  expiration  of  the  90  day  mora- 
torium with  a  new  general  rate  application  (filed  by  Michigan  Bell  on  April 
23,  four  months  after  the  decision  was  rendered  in  the  1973  rate  case)  request- 
ing, among  other  things,  an  average  rate  increase  of  16%  to  these  customers." 

Michigan  Bell  obviously  would  not  file  a  $111M  rate  case  just  to  lock  in  102 
customers.  Further,  if  the  rates  were  as  anti-competitive  and  had  the  effect 
that  Mr.  Fox  claims,  Michigan  Bell,  if  it  intended  to  be  anti-competitive, 
would  have  left  them  alone  rather  than  proposing  increases  up  to  31%.  After 
all.  the  proposed  rates  will  apply  to  all  PBX  I  and  II  services,  present  and  fu- 
ture, not  just  to  the  102.  This  argument  is  clearly  specious. 

(2)  "Finally.  I  am  attaching  as  Exhibit  .54,  a  portion  of  the  transcript  in 
the  1973  Michigan  rate  case  containing  remarks  made  by  the  Hearing  Exam- 
iner, Mr.  Sheridan,  to  the  effect  that  he  was  concerned  with  the  presence  of 
the  interconnect  people  in  the  case  and  had  grave  doubts  whether  the  Commis- 
sion should  even  be  concerned  with  the  comi)etitive  effects  of  Bell's  proposed 
rate  structure." 

He  fails  to  mention  that  the  Commission  in  its  Order  explicitly  states  that 
it  did  indeed  consider  the  alleged  anti-competitive  effect.  While  the  law  does 
not  require  the  Commission  to  make  its  decision  on  the  reasonableness  of  rate 
solely  based  on  whether  or  not  they  are  anti-competitive,  the  Commission  may 
consider  the  competitive  effect.  This  is  exactly  what  the  Commission  did. 

(3)  "...  if  the  Public  Service  Commissions  around  the  country  don't  care 
what  the  Bell  system  does  to  interconnection,  then  who  does  care  and  who  do 
we  look  to  for  protection  against  this  Goliath?" 

Clearly,  the  Public  Service  Commissions  around  the  country  do  take  competi- 
tive effects  into  consideration  as  did  the  Michigan  Public  Service  Commission 
in  Case  No.  U-4293 ;  but  the  function  of  a  Public  Service  Commission  is  not 
to  protect  special  interests  but  to  protect  the  entire  rate-paying  public. 

IV.    MICHIGAN   BELL  DOES   NOT  ENGAGE  IN  ANTICOMPETITIVE  PRACTICES 

In  the  remaining  14  pages  of  his  statement  Mr.  Fox  makes  a  number  of 
baseless  statements  purporting  to  show  anticompetitive  practices  utilized  by 
Michigan  Bell  in  Michigan.  The  facts  lead  to  the  opposite  conclusion. 

Page  27 

(!)  "With  the  advent  of  competition  in  1970,  the  entire  composition  and  pol- 
icy of  the  Michigan  Bell  IMarketing  Department  was  changed.  Massive  employ- 
ment and  training  programs  were  initiated  for  salesmen.  Clerical  help  was 
added  to  free  the  salesmen  so  that  more  accurate,  detailed  and  professional 
proposals  could  be  provided." 

Michigan  Bell  is  entitled  to  compete.  If  it  is  to  compete,  it  must  have  a  suf- 
ficient staff  of  salespeople  and  supporting  personnel,  who  are  well  versed  about 
the  products  they  sell.  Michigan  Bell's  activities  are  not  only  permissible,  but 
required  if  it  is  to  effectively  provide  service  and  cost  benefits  to  all  of  its  cus- 
tomers. 

(2)  "Studies  of  the  product  line  were  conducted  as  shown  in  Exhibits  55,  56 
and  56A  and  new  products  heretofor  unavailable  were  provided  either  by 
Western  Electric  or  purchased  from  other  suppliers  such  as  Nippon." 

The  Bell  System  and  Michigan  Bell  have  always  attempted  to  provide  serv- 
ices wanted  or  needed  by  customers. 

(3)  "Installation  and  maintenance  intervals  were  shortened  through  interde- 
partmental agreements  in  various  areas  and  billing,  order  accuracy,  and  other 
measurements  were  instituted,  and  a  crash  program  to  identify,  qualify  and 
contact  potential  interconnect  customers  was  mounted.  (Exhibits  57,  58  and 
59.)" 
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Prior  to  the  advent  of  competition,  Michigan  Bell  was  involved  in  market 
qualification  and  analytical  studies  on  a  continuing  basis.  Evidence  of  this  is 
the  volume  of  business  sales  contacts  made  in  19G7  and  1968.  (Michigan  Bell 
Exhibit  25)  Once  competition  became  active  in  these  markets,  it  was  only  nat- 
ural for  Michigan  Bell  to  be  aware  of  what  customers  it  was  losing  and  in 
what  markets.  This  information  was  then  used  to  identify  the  most  vulnerable 
markets  from  both  a  line  of  business  and  a  terminal  or  hardware  point  of 
view. 

(4)  "In-depth  consulting  was  provided,  in  a  manner  never  used  before  (Ex- 
hibit 60)  to  keep  customers  from  retaining  consultants  who  might  recommend 
interconnection." 

In-depth  or  total  consulting  services  has  always  been  Michigan  Bell's  mar- 
keting objective.  Therefore,  it  certainly  would  remain  so  in  working  with  cus- 
tomers contemplating  purchasing  or  leasing  equipment  from  a  different  source. 
All  of  the  data  and  studies  mentioned  in  Exhibit  60  were  available  to  Michi- 
gan Bell  customers  prior  to  the  advent  of  competition. 

Further,  a  look  at  Mr.  Fox's  own  Exhibit  77  shows  that  Michigan  Bell  does 
not  make  an  effort  to  keep  customers  from  retaining  consultants  who  might 
recommend  interconnection.  Exhibit  77,  entitled,  "Relationships  With  Outside 
Communications  Consultants,"  states : 

"Some  customers  will  want  to  obtain  outside  advice  on  the  communications 
arrangement  they  should  have  and  may  not  want  to  depend  entirely  on  consul- 
tants of  the  Telephone  Company.  The  retaining  of  an  outside  consultant  by  a 
customer  is  entirely  a  matter  for  his  own  business  judgment.  .  .  . 

"Whether  customers  hire  an  outside  consultant  is  a  matter  for  their  own 
business  judgment  and  Michigan  Bell  people  do  not  make  any  statement  or  in- 
ferences derogatory  in  any  way  of  outside  consultant  services.  .  .  . 

"Once  the  company  is  satisfied  that  an  outside  consultant  is  authorized  to 
represent  a  customer  in  connection  with  his  communications  services,  the  com- 
pany accepts  orders  from  and  deals  with  the  outside  consultant  in  the  same 
way  it  would  accept  orders  from  and  deal  with  officers  or  employees  of  the 
customer." 

(5)  "Salesmen  and  their  managers  were  measured  on  the  basis  of  'wins  and 
losses'  rather  than  increased  revenue." 

There  is  not  one  shred  of  evidence  submitted  by  Mr.  Fox  to  support  this 
statement.  Exhibits  60A  and  60B  are  simply  letters  from  salespeople  to  their 
supervisors  advising  as  to  what  was  happening  in  their  areas.  This  was  not  a 
management  requirement  or  policy  of  Michigan  Bell. 
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(!)  "Physical  inventories  of  installed  services  on  customers  premises  were 
begun  and  in  many  cases  back  charges  dropped  if  there  was  a  competitor  in- 
volved as  happened  at  Steelcase,  Inc.,  in  Grand  Rapids." 

In  1969  Michigan  Bell  established  a  program  contemplating  a  physical  check 
of  all  multiline  accoxmts  every  three  years.  The  basic  policy  with  regard  to 
collecting  underbilling  amounts  revealed  by  a  physical  check  and  crediting  over- 
billing  is  covered  in  the  Business  Office  Practice,  Part  II,  Section  III  which 
is  attached  as  Michigan  Bell  Exhibit  25.  The  procedure  does  not  provide  for 
dropping  of  back  charges. 

With  regard  to  Steelcase,  Inc.,  Michigan  Bell  marketing  records  do  not  re- 
veal any  transaction  or  negotiation  with  this  customer  that  resulted  in  waived 
or  unbilled  charges.  There  have  been  no  orders  involving  termination  of  equip- 
ment under  contract  for  at  least  the  last  six  years,  and  no  salesperson  con- 
nected with  this  account  can  recall  any  such  billing  or  non-billing  action. 

Installation  and  Repair  Departments  have  reviewed  their  history  of 
customer  activity  since  October,  1973.  and  they  have  no  record  or  physical  in- 
ventory checks  that  would  result  in  l>illing  adjustments  during  that  period,  nor 
do  they  have  knowledge  of  this  being  done  prior  to  October,  1973,  although  the 
records  available  before  then  were  not  complete. 

The  Commercial  and  Accounting  records  show  a  number  of  adjustments  of  a 
de  minimus  nature  which  are  set  forth  in'Michigan  Bell  Exhibit  26. 

(2)  ".  .  .  computerized  WATS  studies  were  introduced,  obstensibly  to  demon- 
strate how  a  customer  could  trim  his  long  distance  costs  thereby  insuring  cus- 
tomer loyalty  even  though  in-house  studies  proved  the  customer's  total  billing 
increased  bv  17%  ninety  days  following  WATS  installation  due  to  increased 
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usage.  In  short,  it  was  a  'new  ball  game'  and  the  rule  was— shut  out  the  com- 
petition." 

In  li)Gl  Michigan  Bell  instituted  a  program  to  study  customer's  toll.  The 
program  was  called  "Line  Switching  Study"  and  was  done  manually.  In  mid- 
1969  Michigan  Bell  startetl  the  mechanized  WATS  study  which  was  computer- 
ized. In  any  event,  what  does  the  fact  that  AVATS  studies  are  "computerized" 
have  to  do  with  shutting  out  the  competition?  Mr.  Fox  fails  to  enlighten  us. 

(3)  "In  1972,  Michigan  Bell  Telephone  Company  embarked  on  an  extensive 
advertising  and  'P.R.'  program  designed  to  halt  interconnection  at  the  direct 
and  indirect  expense  of  the  consumer.  The  Michigan  media  was  flooded  with 
commercials  against  private  equipment  such  as  the  radio  spots  shown  in  Ex- 
hibit 61." 

A  reading  of  Mr.  Fox's  own  exhibit  shows  that  there  are  no  statements  di- 
rected against  competitors  or  in  any  way  disparaging  them  or  their  equipment. 
^Michigan  Bell's  policy  is  to  reflect  the  quality  of  leadership  and  tell  its  story. 
Michigan  Bell  Exhibit  27  is  the  statement  of  Michigan  Bell's  advertising  objec- 
tives for  business  systems  for  the  years  1973  and  1974,  which  confirm  that  dis- 
paragement of  the  competition  or  its  products  is  not  Bell  policy. 

(4)  "To  deny  the  telephone  company  the  right  to  engage  in  such  a  campaign 
would  not  put' them  at  a  competitive  disadvantage  since  prospective  intercon- 
nect customers  must  ask  the  telephone  company  for  a  copy  of  their  service 
billing  record  on  the  basis  of  which  a  proposal  by  the  private  distributor  is 
made." 

This  is  a  non-sequitur.  Even  if  Michigan  Bell  did  engage  in  massive  anti- 
interconnect  advertising,  which  it  does  not,  (Michigan  Bell  Exhibit  28)  it  would 
have  nothing  to  do  with  the  fact  that  the  customer  must  ask  the  telephone 
company  for  a  copy  of  his  service  billing  record. 

In  the  event  the  customer  does  ask  for  a  billing  record  (presumably  wishing 
detail  such  as  number  of  minutes  of  each  call),  Michigan  Bell  naturally  would 
follow  up  since  the  customer  might  want  the  billing  record  for  any  one  of  a 
number  of  reasons,  including  a  contemplated  change  in  his  telephone  equip- 
ment. If  the  customer  indicated  that  he  had  a  contract  to  obtain  his  own 
equipment,  Michigan  Bell,  of  course,  would  not  pursue  the  matter.  If  he  did 
not  so  indicate,  certainly  there  could  be  nothing  illegal  or  unethical  about  dis- 
cussing his  equipment  with  him. 

(5)  "Use  by  a  public  monopoly  of  funds  derived  from  the  rate-paying  public, 
including  interconnect  suppliers,  to  advertise  in  direct  competition  with  private 
industry  is  completely  unfair." 

While  this  may  seem  to  be  logical  at  first  blush,  upon  consideration  one  real- 
izes that  it  is  untrue.  If  Michigan  Bell  can  promote  the  sale  of  this  kind  of 
vertical  equipment,  which  contributes  to  the  maintenance  of  lower  prices  on 
basic  exchange  services,  it  is  definitely  in  the  interest  of  all  of  the  rate-payers 
and  is  more  than  fair,  it  is  essential. 
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(1)  "An  'educational  campaign'  was  launched  by  Michigan  Bell  stating  that 
the  result  of  interconnect  would  be  an  increase  in  the  price  of  phone  service  to 
most  of  Bell's  customers  because,  the  company  will  have  to  charge  more  to 
make  up  for  the  lost  revenue  (Exhibit  62) — an  entirely  unfounded  position." 

Mr.  Fox's  statement  is  entirely  unfounded.  Further,  Mr.  Fox  apparently 
would  deny  Michigan  Bell  the  right  of  free  speech  and  prohibit  Michigan  Bell 
from  having  the  opportunity  to  make  its  side  of  the  issue  known.  Certainly, 
the  Constitution  of  the  United  States  has  never  been  interpreted  to  permit 
those  on  one  side  of  an  issue  to  say  whatever  they  choose,  while  the  other  side 
is  prohibited  from  stating  its  position. 

(2)  "Michigan  Bell  Telephone  Company  frequently  used  and  continues  to  use 
half-truths  in  presenting  their  proposals.  A  typical  example  is  the  misuse  of 
their  "General  Maintenance  Curve''.  The  chart  relates  to  crossbar  (electro- 
mechanical) PBX's  in  use  during  the  late  9.">0's.  It  has  no  bearing  on  modern 
Crossbar  equipment  or  in  particular,  solid  state  systems  as  stated  in  the  Bell 
competitive  training  manual  (Exhibit  65.)  Yet,  Bell  salesmen  and  managers 
use  this  chart  daily  to  convince  prospective  customers  that  their  maintenance 
costs  on  solid  state  and  modern  crossbar  systems  meeet  or  exceed  the  AT&T 
findings  as  shown  on  Exliiliit  60,  a  proposal  for  solid  state  system  made  by  our 
company." 
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This  is  a  half-truth.  Exhibit  65,  which  makes  reference  to  a  cross-bar  main- 
tenance curve,  is  not  the  one  used  in  Michigan  Bell  Telephone  Company  train- 
ing. The  maintenance  chart  which  is  included  in  Exhibit  66  is  a  copy  of  the 
one  which  is  used  in  the  Michigan  Bell  training  course.  This  maintenance 
curve  is  appropriate  to  new  Bell  cross-bar  systems. 

(3)  "Another  common  practice  used  in  Bell  proposals  is  to  question  the  fi- 
nancial strength  of  the  interconnect  suppliers  by  using  a  brochure  entitled 
"Plain  Talk  About  Communication  Proposals  and  How  to  Compare  Them,'  (Ex- 
hibit 67)." 

This  brochure  has  never  been  used  by  Michigan  Bell.  Further,  it  has  always 
been  stressed  that  Michigan  Bell  salespeople  will  not  disparage  the  competi- 
tion. Michigan  Bell's  marketing  training  course  in  effect  since  1971  sets  forth, 
on  a  page  entitled  "Things  Not  to  Do  (Thou  Shall  Nots)",  the  corporate  poli- 
cies against  "unhooking",  against  defaming  the  competition,  and  stressing  the 
need  for  fair  cost  comparisons  as  well  as  providing  service  to  customers  hav- 
ing their  own  equipment  on  an  equal  basis  with  customers  having  Michigan 
Bell  equipment.  (Michigan  Bell  Exhibit  29). 

(4)  "From  here,  the  Bell  salesman  produces  a  recent  Dunn  and  Bradstreet 
report  on  the  interconnect  supplier  and  supplements  the  report  with  rumoi-s  he 
has  recently  heard.  In  fact,  this  is  the  very  tactic  being  used  by  Indiana  Bell 
as  pointed  out  later  in  my  testimony.  This  practice  was  widely  used  while  I 
was  still  employed  by  Michigan  Bell,  the  effect  of  which  is  shown  on  Exhibit 
68. 

Exhibit  68  does  not  show  that  Michigan  Bell  used  any  such  practice.  The 
statements  in  this  Exhibit  are  purely  the  writer's  own  interpretation  of  a  con- 
versation in  which  two  Michigan  Bell  representatives  and  three  of  the  custom- 
er's representatives  were  present.  During  the  course  of  the  conversation  the 
customer  asked  questions  about  the  longevity  of  suppliers  of  telephone  equip- 
ment, based  on  information  he  had  received  in  his  travels  around  the  country. 
The  Michigan  Bell  reply  was  that,  "the  industry  was  new,  there  is  little  expe- 
rience available  to  make  predictions  and  that  many  new  companies  were 
starting,  but  undoubtedly  there  would  be  some  business  failures."  Michigan 
Bell  Exhibit  30  is  an  aflBdavit  by  the  Michigan  Bell  representative  at  the  meet- 
ing which  apparently  prompted  Exhibit  68,  setting  forth  the  facts  as  to  that 
meeting. 
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(1)  "Financial  comparisons  in  proposals  are  presented  by  Michigan  Bell  Tel- 
ephone Company  with  the  aid  of  a  computer  print-out  as  shown  on  Exhibit 
69." 

Michigan  Bell  uses  financial  comparisons  when  the  required  cost  figures  are 
available,  to  assist  the  customer  in  making  a  reasonable  business  decision 
when  considering  privately  owned  equipment.  Over  the  past  years,  starting  as 
early  as  1960,  Michigan  Bell  has  used  various  methods  in  assisting  customers 
in  niaking  comparisons.  Initially  we  used  a  simple  arithmetic  calculation  based 
on  percentage  of  cost  and  merely  added  these  figures  up.  Later  we  began  and 
do  use  a  relatively  simple  computer  program  via  commercial  share  time  com- 
puter, so  that  these  analyses  are  even  more  representative  and  can  refiect  both 
pre-tax  and  post-tax  positions.  The  program  used  by  Michigan  Bell  plays  no 
favorites,  and  as  stated  in  the  Michigan  Bell  publication  Tie-lines  used  as  Ex- 
hibit 64  by  Mr.  Fox  : 

"And  there's  nothing  more  impartial  than  the  computer."  Dailey  added.  "If 
the  cost  of  the  competitor's  equipment  is  less  than  the  cost  of  ours,  it  will  say 
so  in  plain  English  on  the  printout." 

(2)  "...  we  are  not  financially  able  to  utilize  a  computer  ourselves.  .  .  ." 

The  cost  of  developing  such  a  computer  program  is  nominal  and  the  cost  per 
individual  use  is  relatively  low  (about  $4.00).  TPI  in  fact  does  the  same  kind 
of  comparisons.  On  April  25,  1974,  Donald  McKersie,  President  of  TPI,  told 
David  F.  Bartz,  a  General  Staff  Supervisor  of  Michigan  Bell,  that  TPI  was 
now  using  a  financial  analysis  program  developed  by  a  certified  public  account- 
ant for  them.  He  said  that  they  felt  their  program  was  as  good  or  better  than 
the  telephone  company  program  and  less  confusing  and  easier  for  a  customer 
to  understand.  (Michigan  Bell  Exhibit  31) 
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(3)  "Michigan  Bell  Telephone  Company  insists  that  leasing  of  their  equip- 
ment versus  ownership  of  ours  is  always  economically  advantageous  even 
though  their  own  practice,  as  shown  on  Exhibit  70,  is  to  own  capital  assets 
whenever  possible."  .    ,    ^ 

Exhibit  70  on  its  face  shows  it  is  not  a  Michigan  Bell  policy  statement,  but 
rather  an  AT&T  policy  statement.  Further,  it  states  that  buildings,  motor  vehi- 
cles and  equipment  should  be  owned  "except  when  justified  on  an  economic 
analysis,"  and  with  regard  to  equipment  there  is  a  specific  exception  in  the  let- 
ter:  "equipment  should  be  owned  except  for  unusual  conditions  such  as  those 
relating  to  business  machines." 

(4)  "Wlien  the  computer  shows  the  private  system  to  be  only  a  few  dollars 
more  and  the  customer  indicates  he  is  going  to  buy.  Bell  resorts  to  other 
means  such  as  stating  an  area  is  going  to  measured  service  and  the  extra  in- 
coiup  will  reduce  the  equipment  billing  as  shown  on  Exhibit  68." 

Michigan  Bell  does  not  have  such  a  practice.  Michigan  Bell  Exhibit  30  shows 
that  in  the  conversation  apparently  referred  to  in  Exhibit  68,  Michigan  Bell 
representatives  did  not  make  any  such  statements,  and  that  those  statements 
regarding  measured  service  that  they  did  make  were  in  response  to  specific 
questions  of  the  customer. 

(5)  "In  the  case  of  non-profit  institutions  such  as  Calvin  College  and  others, 
a  threat  of  no  further  grants  is  made.  In  one  instance,  the  Battle  Creek  Michi- 
gan 'Y',  Bell  actually  asked  for  their  grant  back  after  the  customer  bought  our 
system."  " 

As  shown  bv  the  attached  afiidavit  from  the  Director  of  the  Battle  Creek 
Michigan  YMCA,  Michigan  Bell  made  no  such  request,  and,  in  fact,  gave  the 
"Y"  $6,000  after  the  purchase  of  TPI  equipment.  (Michigan  Bell  Exhibit  32) 
The  Vice  President-Finance  of  Calvin  College  stated  to  the  Detroit  Free  Press 
Reporter  that  Michigan  Bell  made  no  such  threat  to  Calvin  College.  (Michigan 
Bell  Exhibit  5 ) 

Michigan  Bell  has  supported  the  Michigan  Colleges  Foundation  since  19oo. 
This  is  a  federation  of  16  private  colleges  including  Albion  and  Calvin  Col- 
leges. The  fimds  given  to  this  foundation  are  allocated  to  the  colleges  by  the 
foundation  for  operating  funds.  In  addition,  Michigan  Bell  gives  grants  to  the 
capital  funds  of  individual  colleges,  depending  on  the  request  of  the  college 
and  the  financial  condition  and  circumstances  of  Michigan  Bell  at  the  time.  At- 
tached is  a  list  of  contributions  to  the  Foundation  by  Michigan  Bell  since  1955 
and  grants  to  the  specific  colleges  since  1958.  The  latter  clearly  shows  that  the 
specific  grants  were  of  a  sporadic  nature  and  were  spread  among  the  16  col- 
lege.s.  (Michigan  Bell  Exhibit  33) 

(6)  "In  one  such  case.  MANSCO  Supply  Co.,  Grand  Rapids,  the  customer 
was  told  if  he  bought  interconnect,  a  termination  charge  would  apply.  How- 
ever, if  he  took  the  system  from  Bell,  they  would  drop  the  termination  charge. 
The  savings  by  changing  without  a  termination  charge  was  over  $250.00  per 
month,  so  he  took  Bell's  offer." 

Mansco  paid  a  $632.55  termination  charge  as  required  by  tariff,  which  was 
billed  to  him  when  his  Series  300  system  was  changed  to  a  Series  100  system 
using  the  same  switching  vehicle.  A  copy  of  the  service  order  is  attached  as 
Michigan  Bell  Exhibit  34. 
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(1)  "There  were  numerous  incidents  like  this  and  others  while  I  was  em- 
ployed by  Michigan  Bell  Telephone  Company  and  continue  to  be  at  this  date." 

This  is  simply  a  self-serving  statement  for  which  he  has  submitted  not  a  sin- 
gle item  of  proof. 

Termination  charges,  or  any  other  charges  authorized  in  Michigan  Bell  Tele- 
phone Tariffs,  must  be  l)illed  to  the  customer.  Termination  charges,  as  any 
other  charges  provided  for  in  our  Tariffs,  may  be  adjusted  for  various  reasons. 
Such  adjustments  are  generally  the  result  of  customer  claims.  Adjustments 
originated  l>y  Michigan  Bell  Telephone  are  generally  the  result  of  overbilling 
discovered  by  the  Company.  Michigan  Bell's  adjustment  policy  is  covered  In 
the  Business  Office  Practice,  Part  II,  Section  5,  Claims  and  Adjustments. 
(Michigan  Bell  Exhibit  35) 

Throughout  ISIichigan  Bell's  sales  training,  emphasis  is  placed  on  the  inviola- 
bilitv  of  our  tariffs  and  the  need  to  adhere  to  them  at  all  timps    ^^•^  «o1ps  rpo- 
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pie  are  specifically  instructed  that  no  "special  deals"  are  possible  for  any  cus- 
tomer under  any  circumstances.  (Michigan  Bell  Exhibit  36) 

(2)  "Bell  counters  this  in  their  proposals  by  stating  the  features  are  not  of 
value  if  they  do  not  have  them,  as  shown  in  Exhibit  66." 

Exhibit  66  is  a  Michigan  Bell  proposal  to  a  customer.  In  this  proposal  Mich- 
igan Bell  recommended  services  to  a  customer  based  on  need.  For  example, 
there  are  features  that  were  offered  by  the  competitor  that  Michigan  Bell 
could  have  offered  (e.g.,  consultation  hold).  However,  based  on  reviews  of  the 
customer's  requirements,  Michigan  Bell  could  not  uncover  a  need  for  these 
services.  As  a  result,  this  was  called  to  the  attention  of  the  customer,  and  not 
included  in  the  recommendation. 

The  three  basic  principles  of  Michigan  Bell  selling  policy  are  set  forth  in 
Michigan  Bell  Exhibit  37  : 

1.  Only  if  the  customer  obtains  added  value  should  he  buy. 

2.  Only  if  the  value  continues  will  the  sale  last. 

3.  Only  if  the  sale  lasts  will  it  be  to  the  benefit  of  the  customer  and  the  tele- 
phone company. 

(3)  "If  they  cannot  convince  a  customer  on  this  point,  they  state  they  are 
going  to  offer  the  same  services  shortly  at  half  the  price  of  our  proposal.  The 
customer  in  Exhibit  68  held  off  his  decision  for  two  years  on  this  tactic." 

Nothing  in  Exhibit  68  would  support  such  a  statement  and  it  is  not  Michi- 
gan Bell  policy,  since  Michigan  Bell  cannot  offer  a  service  without  tariff  ap- 
proval. 

(4)  "In  this  same  area.  Bell  frequently  touts  new  services,  real  or  merely 
some  salesman's  fantasy,  to  keep  a  customer  from  accepting  our  system,  as  is 
shown  on  Exhibit  72." 

The  study  referred  to  in  Exhibit  72  was  begun  in  April,  1972  at  the  impetus 
of  a  group"  of  hospitals  in  Detroit  who  feel  that  there  should  be  a  lower  rate 
for  patient  telephones  than  for  administrative  telephones.  The  study  is  de- 
signed to  review  centrex  station  usage  to  determine  if  there  is  a  difference 
that  would  warrant  review  of  the  present  rate  for  patient  telephones.  Since 
Michigan  Bell  previously  had  presented  a  Centrex  proposal  to  Mt.  Carmel  Hos- 
pital, it  was  felt  that  Michigan  Bell  should  advise  the  hospital  about  the 
study,  because  it  could  have  an  effect  on  the  costs  presented  in  that  proposal. 
At  no  time  did  Michigan  Bell  say  or  imply  that  tlie  study  would  mean  a  rate 
reduction.  Exhibit  72  itself  clearly  states  only  that  the  results  of  the  study 
may  give  Michigan  Bell  "reason  to  consider  a  different  rate  for  the  patient  tel- 
ephone." Exhibit  72  was  confirmation  in  writing  of  the  fact  that  there  was  a 
study  underway. 

(5)  "Gaining  approval  as  a  Bell  salesman  for  a  'special  assembly'  was  vir- 
tually impossible  prior  to  interconnect.  Following  interconnect  tariff  approval 
in  1970.  the  entire  procedure  for  gaining  'special  assembly'  quotations  was  re- 
vamped in  order  to  shutout  competition." 

In  the  first  place  the  Michigan  Bell  Planning  Department  has  handled  from 
2.000  to  3,000  special  assembly  requests  every  year  since  at  least  the  early 
1960's.  Secondly,  while  procedures  regarding  special  assembly  requests  were 
modified  in  February  of  1970  and  February  of  1972,  the  attached  procedures 
outlined  in  the  Marketing  Department  Sales  Information  Series,  Issues  319B 
and  319C.  reveal  that  the  changes  were  only  for  improved  flow,  handling  and 
control.  (Michigan  Bell  Exhibits  38A  and  38B) 
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(1)  "Further,  many  special  assemblies  were  offered  at  standard  tariff  rates 
when  a  customer  insisted  he  needed  a  feature  proposed  by  a  competitor.  A 
good  example  of  this  was  the  building  of  a  busy  lamp  display  in  a  speaker- 
phone  housing  similar  to  a  unit  offered  by  Stromberg-Carlson  but  only  charg- 
ing the  customer  the  ra|e  for  individual  busy  lamps." 

First,  it  is  impossible  for  special  assemblies  to  be  offered  at  standard  tariff 
rates  because,  if  there  are  standard  tariff  rates  then  there  is  no  special  assem- 
bly. However,  there  are  cases  where  a  special  assembly  is  made  up  of  some 
piece  parts  for  which  there  are  tariff  rates  and  some  special  arrangements  for 
which  there  are  no  tariff  rates.  In  such  a  case,  the  special  assembly  is  offered 
at  a  price  which  is  the  total  of  the  tariff  rates  for  the  tariffed  piece  parts  plus 
the  special  arrangement  charges. 
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Secondly,  as  to  the  example  of  the  "busy  lamp  display,"  it  is  not  a  special 
assembly.  It  was  a  gradual  development  for  the  convenience  of  customers  as 
well  as  for  Michigan  Bell.  When  customers  requested  more  than  one  or  two 
busy  lamps,  it  was  easier  and  cheaper  for  Michigan  Bell  from  a  labor  stand- 
point to  put  them  in  a  speaker-phone  housing  than  to  individually  wire  and 
place  on  the  customer's  desk  a  number  of  individual  beehive  lamps.  The  cus- 
tomers also  found  this  to  be  more  desirable.  Thus,  what  Michigan  Bell  did  was 
use  existing  lamps  and  keysets,  put  them  in  a  speaker-phone  housing,  charging 
for  each  lamp  at  the  same  rate  that  is  charged  for  a  beehive  busy  lamp.  There 
is  nothing  anti-competitive  about  it. 

(2)  "Prior  to  1970,  sale  of  the  features  of  toll  diversion  or  long  distance  re- 
striction to  a  customer  other  than  hotels — motels,  required  a  letter  of  explana- 
tion to  upper  management  and  a  three  year  contract  as  it  cut  Bell's  long  dis- 
tance revenue." 

Toll  diversion  service  is  provided  to  customers  that  request  It  pursuant  to 
Michigan  Public  Service  Tariff  No.  2,  Sheet  A1-A2.2,  as  facility  conditions  per- 
mit. Therefore,  it  is  necessary  for  the  salesman  to  verify  the  availability  of  fa- 
cilities with  the  Engineering  Department  prior  to  committing  a  service  date  to 
the  customer,  as  shown  by  the  second  page  of  the  Dial  PBX  Processing  Man- 
ual section  on  Toll  Diversion  which  is  attached  as  Michigan  Bell  Exhibit  39. 
(Mr.  Fox  submitted  only  page  1  of  the  3  page  Section  of  the  Manual.)  There 
is  no  requirement  of  a  letter  of  explanation  to  "upper  management"  in  the 
Manual  and  Michigan  Bell  in  fact  had  no  such  policy. 

The  requirement  of  a  three-year  contract  certainly  cannot  be  anti-competi- 
tive. If  Michigan  Bell  did  not  want  a  customer  to  have  toll  diversion,  ob- 
viously it  would  not  have  asked  him  to  sign  a  three-year  contract. 

(3)  "Several  sales  of  this  nature,  and  a  salesman  was  labeled  non-profit  ori- 
ented and  generally  found  himself  at  the  bottom  of  the  promotion  list.  This 
policy  is  indicated  on  Exhibit  73." 

There  is  no  policy  at  Michigan  Bell  of  labeling  a  salesman  "non-profit  ori- 
ented" or  putting  him  "at  the  bottom  of  the  promotion  list"  for  selling  toll  di- 
version. There  is  no  proof  offered  by  Mr.  Fox  and  it  is  so  absurd  that  Michigan 
Bell  would  have  no  way  of  even  countering  it.  Contrary  to  Mr.  Fox's  statement, 
Exhibit  73  does  not  so  indicate. 

(4)  "To  assemble  a  comiietitive  proposal,  it  is  necessary  that  we  first  obtain 
certain  information  regarding  a  prospective  customer,  such  as  the  Service  Bill- 
ing Record,  in  order  to  properly  analyze  and  advise  the  customer  of  his  com- 
munications needs  and  to  present  a  proposal  which  we  feel  will  best  meet 
these  needs.  This  information  can  only  be  obtained  from  Michigan  Bell." 

Michigan  Bell's  practices  following  a  request  for  the  customer's  service  bill- 
ing record  are  set  forth  on  pages  50  and  51  above. 
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(1)  "Any  customer  request  for  interface  information  resulted  in  the  same 
reaction.  The  customer  was  forced  to  provide  his  name,  telephone  number,  etc.. 
which  was  entered  on  a  form  (Exhibit  74)  and  a  copy  immediately  given  to 
the  Sales  Manager." 

The  form  referred  to  in  Exhibit  74,  which  was  part  of  Michigan  Bell's  Com- 
mercial Practice,  was  to  permit  interconnection  before  tariff  rates  had  been  es- 
tablished and  in  no  case  was  Marketing  called  in.  Page  2  of  Exhibit  74  states 
that  the  original  was  to  be  forwarded  to  the  General  Pricing  Supervisor  and 
one  copy  retained  in  the  Business  OflSce  file.  This  contradicts  Mr.  Fox's  state- 
ment that  a  copy  was  given  to  the  Sales  Manager.  This  practice  (Exhibit  74) 
was  eliminated  effective  December  15,  1972,  and  the  form  referred  to  therein  is 
not  currently  used. 

(2)  "This  practice  is  not  unique  to  Michigan  Bell,  as  shown  on  Exhibit  75, 
an  excerpt  from  Southern  Bell's  training  manual." 

Obviously  Exhibit  75  has  nothing  to  do  with  Michigan  Bell. 

(3)  "Michigan  Bell  has  indoctrinated  their  31,0()0  employees  as  to  the  com- 
petitive threat  of  interconnect.  Exhibit  64." 

Exhibit  64,  which  is  a  copy  of  the  employee  newsletter,  Tie-linef>,  presented 
to  all  Michigan  Bell  employees  the  facts  regarding  the  new  world  in  which 
they  would  lie  living.  This  is  a  legitimate  means  of  presenting  information  of 
interest  to  all  employees. 
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(4)  "Whenever  any  installei",  repairman,  or  other  employee  learns  a  customer 
is  considering  interconnection  a  form  is  submitted  (Exhibit  76)  or  a  call  to  a 
competitive  hotline  is  made." 

Michigan  Bell  in  some  districts  does  have  a  special  telephone  number  for  re- 
ceiving sales  leads,  but  Michigan  Btll  does  not  ask  its  employees  to  do  any- 
thing illegal  or  unethical.  Michigan  Bell  simply  requests  that  should  an  em- 
ployee learn  that  a  customer  is  considering  changing  his  equipment  system, 
information  of  this  nature  is  helpful  and  can  be  transmitted  through  the  '"hot- 
line", so  that  Michigan  Bell  may  also  have  the  opportuninty  to  tell  its  side  of 
the  story. 

(5)  "These  employees  are  also  used  to  discredit  consultants  (Exhibit  77.)" 
Contrary  to  Mr.  Fox's  assertion,  Exhibit  77  clearly  tells  Michigan  Bell  em- 
ployees, "do  not  make  any  statement  of  inferences  derogatory  in  any  way  of 
outside  consultant  services." 

Page  SJf 

(1)  "In  turn,  the  salesman  attempts  to  demonstrate  to  the  customer  that 
Bell  consultants  are  professionals,  vrould  not  recommend  the  change  and  di- 
rectly or  indirectly  encourages  the  customer  to  use  Bell  services." 

Obviously.  Michigan  Bell  sale  people  are  supposed  to  try  to  sell  Michigan 
Bell  services,  but  they  do  not  in  any  way  imply  that  they  are  "professionals" 
or  attempt  to  run  down  an  independent  consultant  or  the  competition.  Michi- 
gan Bell's  policy  with  regard  to  situations  where  customers  have  entered  into 
contracts  with  outside  vendors  or  consultants  is  covered  in  Sales  Information 
Series,  Issue  752.  which  provides  specific  guidelines  for  sales  contact  personnel 
to  assure  ethical  handling  of  situations  where  they  learn  that  a  customer  has 
entered  into  a  contract  with  an  outside  vendor  or  a  consultant.  (Michigan  Bell 
Exhibit  40). 
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(1)  "Although  there  have  been  numerous  incidents  of  the  telephone  company 
communicating  with  our  clients  after  we  have  obtained  a  signed  contract,  for 
the  sole  purpose  of  trying  to  convince  these  customers  to  break  their  contracts 
and  return  to  the  Bell  fold,  there  is  one  instance  that  stands  out  very  vividly 
in  my  mind." 

As  shown  in  the  SIS  No.  752,  Exhibit  40,  this  is  contrary  to  Michigan  Bell 
policy  and  practice. 

(2)  "In  this  particular  case,  which  involved  two  contracts  approximating 
$140,000  awarded  to  my  company  by  Westdale  Realty  Company,  Michigan  Bell 
Telephone  Company  contacted  the  customer  after  our  contract  was  signed  to 
advise  them  that  the  telephone  company  had  recently  filed  an  application  with 
the  Michigan  Public  Service  Commission  to  restructure  its  rates,  and,  as  a  re- 
sult, the  rates  to  this  customer  would  be  lower  than  quoted  to  the  customer  at 
the  time  of  the  competitive  bids  submitted  by  my  company  and  the  telephone 
company.  Naturally  the  customer  was  interested  in  the  prospect  of  lower  rates 
from  the  telephone  company  but  advised  the  Michigan  Bell  representative  that 
it  was  already  under  contract  to  our  company.  This,  however,  did  not  concern 
tlie  ^Michigan  Bell  representative,  who  the  next  day  brought  to  this  customer  a 
form  request  prepared  by  Michigan  Bell,  inviting  the  telephone  company  back 
in  to  make  another  proposal.  As  a  result  of  this  deliberate  effort  on  behalf  of 
Michigan  Bell  my  company  lost  this  $140,000  contract." 

Michigan  Bell  Exhibit  41,  a  sworn  statement  from  Mr.  Leonard  L.  Westdale, 
completely  contradicts  Mr.  Fox's  version  of  the  facts  regarding  this  case.  The 
facts  are  as  follows  : 

Michigan  Bell  was  advised  that  this  customer  had  signed  a  contract  with 
TPI  for  its  main  location  and  several  branch  oflBces.  Michigan  Bell  pursuant  to 
its  policy  of  confirming  the  existence  of  contracts  (having  been  told  on  numer- 
ous occasions  that  a  vendor  had  a  contract  with  a  customer,  when  he  did  not) 
spoke  with  Mr.  Westdale,  who  advised  that  indeed  they  had  signed  a  contract, 
but  he  had  arranged  for  a  one  year  discount  and  buy  back  agreement  for  the 
liranch  offices.  He  indicated  to  our  salesman  that  another  competitive  supplier 
had  made  a  proposal  which  was  $.30,000  less  than  TPI's  and  that  situation  was 
still  unresolved. 

Subsequently,  the  customer  by  letter  stated  that  he  wished  Michigan  Bell  to 
provide  a  proposal  for  the  telephone  communications  equipment  at  all  locations 
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in  the  Grand  Rapids  area.  (Michigan  Bell  Exhibit  42)  Over  a  month  later  the 
customer  advised  our  salesman  that  he  had  decided  to  "hold"  on  the  installa- 
tion of  equipment  until  the  Michigan  Bell  rate  case  was  resolved.  (Michigan 
Bell  Exhibit  43)  Over  one  year  later  Michigan  Bell  received  a  letter  advising 
that  Westdale  Realty  Company  had  formally  agreed  to  purchase  a  communica- 
tions system  from  Custom  Telephone  Communications  System,  Inc.  (Michigan 
Bell  Exhibit  44) 
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(1)  "This  contract  was  part  of  a  similar  program  instituted  by  Michigan 
Bell  after  its  rate  restructure  case  was  filed  to  contact  all  customers  in  a  com- 
petitive situation  to  advise  them  of  the  potential  decrease  in  their  rates  which 
would  result  from  the  newly  filed  rate  case  with  the  hopeful,  and  I  must  add, 
successful  effect  of  drying  up  sales  and  customer  termination  of  contracts  with 
interconnect  companies,  as  shown  in  Exhibit  77A." 

Exhibit  77A  outlines  a  program  to  report  customer  reaction  to  the  rate  re- 
structuring request.  It  involved  contact  with  all  accounts  that  might  be  re- 
priced, whether  upward  or  downward. 

Further.  Michigan  Bell  people  who  might  have  occasion  to  discuss  a  custom- 
er's potential  rate  under  the  proposal  were  instructed  to  make  it  clear  that  the 
rates  had  to  be  approved  by  the  Michigan  Public  Service  Commission,  and  that 
they  might  be  approved  as  proposed,  they  might  be  changed  to  be  higher  or 
lower  or  they  might  even  stay  the  same.  (Michigan  Bell  Exhibit  4-5) 

(2)  "Further  harrassment  and  threats  of  loss  of  business  have  been  made  to 
our  prospective  customers  by  utilizing  lists  of  suppliers  of  goods  and  services 
and  the  amounts  of  money  spent  in  various  cities  and  towns  in  Michigan.  (Ex- 
hibit 78. ) " 

Michigan  Bell  for  many  years  (long  prior  to  the  advent  of  TPI  or  any  other 
interconnect  companies)  has  supplied  to  the  local  Commercial  managers  these 
lists,  which  are  intended  to  show  that  Michigan  Bell  is  a  local  company  which 
contributes  to  the  local  businesses.  Exhibit  78  was  intended  only  for  that  pur- 
pose, and  was  not  intended  to  suggest  that  Michigan  Bell  would  take  away 
business  from  a  customer  who  purchased  interconnect  equipment.  That  is  not 
Michigan  Bell  policy.  Michigan  Bell  policy  in  this  regard  is  indicated  on  the 
attached  Information  Break  (Employee  Question  and  Answer  form)  published 
in  June,  1974.  The  question  asked,  "Why  does  :Michigan  Bell  continue  to  hold 
activities  .such  as  bowling  at  places  that  do  not  use  Bell  telephone  equipment?" 
The  answer  was :  "Michigan  Bell  selection  of  facilities  and  services  of  outside 
companies  is  based  solely  on  quality,  service  and  price.  The  type  of  telephone 
equipment  used  by  a  company  has  no  bearing  on  our  decision."  (Michigan  Bell 
Exhibit  46,  Page  2) 
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(1)  "Michigan  Bell  Telephone  Company  management  and  hourly  personnel 
have  been  encouraged  to  'boycott'  firms  with  private  systems  such  as  Orson  E. 
Coe  Pontiac,  and  Vandenberg  Buick  in  the  Western  Michigan  area." 

The  attached  letter  from  Mr.  Orson  E.  Coe  clearly  shows  that  Michigan  Bell 
people,  including  the  salesman  who  lost  the  account,  have  purchased  cars  from 
Orson  Coe  Pontiac  since  his  purchase  of  TPI  equipment.  (Michigan  Bell  Ex- 
hibit 47). 

Michigan  Bell  has  been  able  to  uncover  no  evidence  of  a  statement  of  boy- 
cott regarding  Yanderberg  Buick.  Mr.  Fox  has  made  no  identification  of  the 
supposed  person  who  stated  that  Michigan  Bell  and  its  employees  do  business 
with  those  firms  that  do  business  with  Michigan  Bell.  We  presume  if  he  knew 
who  it  was,  he  would  have  stated  the  name  and  that  person  would  have  been 
able  to  respond.  It  is  Michigan  Bell's  policy  that  where  employees  make  their 
personal  purchases  is  of  no  interest  to  the  company. 

(2)  "During  my  employment  with  Michigan  Bell  Telephone  Company,  sev- 
eral employees  who  resigned  to  take  advantage  of  opportunities  offered  in  the 
interconnect  industry  were  labeled  'not  for  rehire'." 

Michigan  Bell  would  generally  not  anticipate  rehiring  employees  due  to  pos- 
sible ethical  and  legal  considerations.  However,  there  is  no  "not  for  rehire" 
label,  which  comes  automatically  with  leaving  Michigan  Bell  to  join  an  inter- 
connect company.  In  several  instances  such  persons  have  been  re-hired.  For  ex- 
ample, a  former  salesman  in  Grand  Rapids,  who  went  with  an  interconnect 
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company  is  now  employed  in  the  Michigan  Bell  Plant  Department  in  Grand 
Rapids ;  several  installers  in  Grand  Rapids  who  left  to  join  interconnect  firms 
have  been  re-employed  in  their  former  capacities;  a  former  General  Telephone 
Company  employee  who  left  them  to  join  an  interconnect  company  has  been 
hired  as  a  sales  representative  in  Saginaw.  Each  case  would  be  reviewed  on 
the  basis  of  the  circumstances,  including  why  the  person  left  Michigan  Bell 
originally,  his  performance  while  in  Michigan  Bell's  employ  and  why  he  is 
leaving  his  present  employment. 

(3)  "For  example,  our  company  made  a  sale  to  VanEss  Construction  Co., 
Grand  Rapids,  Michigan  some  two  years  ago.  The  VanEss  firm  did  much  of 
the  underground  construction  work  in  Western  Michigan  for  Michigan  Bell. 
Upon  learning  of  the  customers  decision  to  interconnect,  the  Bell  employee  re- 
sponsible for  issuing  purchase  orders  for  construction  work  called  the  customer 
and  advised  such  customer  that  it  would  not  be  receiving  any  further  Michi- 
gan Bell  contracts.  In  an  effort  to  remove  the  customer  from  the  'middle'  of  a 
clear  cut  legal  suit,  and  to  prevent  other  potential  customers  from  finding  out 
about  Bell's  vindictive  practices,  we  allowed  the  customer  to  terminate  his  con- 
tract with  us." 

The  attached  affidavit  from  the  Treasurer  of  the  VanEss  Construction  Com- 
pany clearly  shows  that  this  customer  made  the  decision  to  cancel  his  contract 
with  TPI  on  his  own  observations,  and  that  he  was  never  intimidated,  coerced 
or  threatend  with  loss  of  contracts  from  Michigan  Bell  or  its  employees. 
(Michigan  Bell  Exhibit  48)  Mr.  Fox's  statements  are  pure  fabrication. 
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(1)  "Often  due  to  a  building's  construction,  it  is  to  the  interconnect  sup- 
plier's and  customer's  advantage  to  purchase  Michigan  Bell  cable  already  in 
place.  However,  Bell  apparently  is  not  interested  in  selling  such  cable  as 
shown  in  Exhibits  37  and  79  and  as  repeatedly  shown  by  their  actions  and  pol- 
icies." 

Exhibit  37  is  the  part  of  Southern  Bell  Training  manual  submitted  by  Mr. 
Fox,  which  obviously  has  no  relevance  to  Michgan  Bell  activities.  Exhibit  79 
is  a  Sales  Information  Series  dated  July,  1970,  which  is  no  longer  in  force  and 
which  stated  merely  that  sales  of  cable  facilities  "should  not  be  stimulated." 

Current  Michigan  Bell  procedures  regarding  possible  sale  of  Michigan  Bell 
Telephone  facilities  are  outlined  in  Sales  Information  Series,  Issue  No.  696A, 
(Michigan  Bell  Exhibit  49).  This  Series  states  that  Michigan  Bell  will  sell 
Company  owned  in-building  plant  facilities,  under  certain  circumstances,  to 
customers  who  elect  to  provide  their  own  communications  equipment.  The  deci- 
sion as  to  whether  Michigan  Bell  will  or  will  not  sell  its  facilities  is  generally 
related  to  whether  or  not  other  services  which  Michigan  Bell  would  continue 
to  supply  are  carried  in  the  same  facilities  as  the  station  equipment  which  the 
customer  is  replacing. 

(2)  "For  an  example,  a  charge  is  levied  by  Michigan  Bell  to  inventory  such 
cable  and  quote  a  sales  price,  even  though  other  Bell  companies  do  not  levy 
such  a  charge.  (Exhibit  80.)" 

This  is  a  minimal  charge  (usually  $50-$120)  only  to  cover  the  cost  of  mak- 
ing the  inventory. 

(3)  "Of  some  400  installations  in  Michigan,  we  have  purchased  Bell  cable 
facilities  in  less  than  five  percent  of  the  cases  due  to  Bell's  practices  causing 
abandonment  of  thousands  of  dollars  of  material  to  the  expense  and  detriment 
of  the  rate  paying  public. 

Michigan  Bell  Exhibit  17  shows  that  Michigan  Bell  has  sold  over  $99,070.85 
of  its  cable  to  others. 

Page  89 

(1)  "When  leased  cable  facilities  are  requested  from  Bell,  dates  quoted  for 
delivery  for  the  Bell  proposal  suddenly  change  as  indicated  in  Exhibit  81." 

Michigan  Bell  Exhibit  50  is  a  sworn  statement  from  the  Vice-President  of 
the  Company  referred  to  by  Mr.  Fox,  which  shows  clearly  that  INIichigan  Bell 
advised  the  Customer  that  quoted  interval  for  installation  of  cable  facilities 
was  the  same  regardless  of  whether  the  equipment  was  provided  by  Michigan 
Bell  or  the  customer,  and  that  the  facilities  were  installed  within  the  quoted 
interval. 


4173 

Michigan  Bell  Exhibits  51  and  52  are  letters  in  response  to  Exhibit  81, 
which  show  clearly  that  it  is  Michigan  Bell's  policy  to  make  every  effort  to 
meet  the  customer's  requirements  and  that  the  fact  that  he  choses  to  intercon- 
nect a  private  system  in  no  way  changes  Michigan  Bell's  priority  in  providing 
Central  Office  facilities. 

(2)  "For  example,  we  recently  sold  a  private  system  to  Wayne  County  Cath- 
olic Social  Services,  Detroit,  Michigan  that  required  eighteen  leased  circuits. 
Bell's  policy  had  always  been  to  terminate  their  leased  circuits  at  the  point 
designated  by  the  customer.  On  the  day  before  the  system  cut-over.  Bell  ad- 
vised us  that  the  above  was  no  longer  going  to  be  their  policy.  Thus,  the  cut- 
over  was  delayed  one  week  while  we  completely  re-wired  the  building.  To  date, 
we  have  never  received  written  confirmation  of  this  policy  change." 

As  shown  by  the  attached  affidavit  of  Michigan  Bell  Telephone  Company's 
Special  Action  Coordinator-Competitive  Services,  the  facts  are  that  Michigan 
Bell  Telephone  Company  expended  a  great  deal  of  effort  to  coordinate  and  ex- 
pedite this  cutover,  including  several  discussions  by  the  Coordinator  with  Mr. 
Fox,  who  seemed  entirely  satisfied.  Contrary  to  his  statement,  they  did  not 
have  to  "completely  rewire"  the  building,  since  Michigan  Bell  sold  them  its 
cable  facilities  for  $50.00.  (Michigan  Bell  Exhibit  53) 

Further,  written  confirmation  of  Michigan  Bell's  policy  regarding  terminat- 
ing of  channel  service  was  given  to  Mr.  Fox  on  April  17,  1974.  (Michigan  Bell 
Exhibit  54) 

(3)  The  30-day  summary  attached  as  Exhibit  82  purporting  to  show  a 
"Bell-caused"  problem  on  80%  of  TPI's  cutovers  is  not  a  representative  sample 
and  shows  no  such  thing.  It  is  a  self-serving  document,  which  does  no  more 
than  list  alleged  problems.  Further,  Michigan  Bell's  Special  Action  Coordina- 
tor-Competitive Services  met  with  Mr.  Fox  on  February  19,  1974  to  discuss 
these  cases,  at  which  time  Mr.  Fox  stated  that  they  were  "water  over  the 
dam"  and  that  he  was  more  concerned  about  the  future.  The  Michigan  Bell 
Coordinator  assured  him  that  the  cases  were  being  reviewed  by  the  Plant  De- 
partment to  prevent  any  future  happenings.  Michigan  Bell  Exhibit  54  is  a 
written  response  by  the  Coordinator  to  Mr.  Fox  regarding  the  requests  he 
made  at  that  meeting  for,  (1)  a  standard  letter  from  suppliers  to  order  con- 
necting arrangements,  (2)  a  letter  of  policy  on  terminating  of  channel  service, 
and  (3)  a  Division  Coordinator  to  handle  installation  arrangements.  Michigan 
Bell  Exhibit  55  is  a  standard  connecting  arrangement  order  form  prepared  in 
response  to  Mr.  Fox's  request  and  given  to  him  prior  to  his  testimony.  As 
stated  on  the  previous  page,  Michigan  Bell's  policy  regarding  terminating  chan- 
nel services  was  supplied  on  April  17,  1974.  (Michigan  Bell  Exhibit  54).  Divi- 
sion Coordinators  to  handle  installation  requests  have  been  appointed  in  two 
Divisions  and  the  Special  Action  Coordinator  has  agreed  to  act  as  such  in  the 
remaining  Division  on  an  interim  basis. 

(4)  "  'Scare  tactics'  are  also  employed  to  our  competitive  disadvantage.  For 
example,  a  Bell  engineer  visited  the  Charles  Streliuger  Company  in  Warren, 
Michigan,  prior  to  our  system  cut-over.  While  there,  he  told  the  customer  that 
on  the  night  of  cut-over  for  Bond-Bilt  Construction  (another  of  our  custom- 
ers), Michigan  Bell  installers  worked  without  pay  chopping  up  our  cable,  thus, 
causing  the  customer  to  go  without  service  for  one  and  one-half  days." 

Bond-Built  Construction  was  a  customer  of  Gale  Communications,  Inc.  not 
TPI.  Further,  all  Michigan  Bell  engineers  involved  with  this  project  were 
questioned.  They  deny  that  such  a  statement  was  made.  Mr,  Gary  Pepper,  the 
employee  for  Strelinger  who  coordinated  the  cutover,  stated  to  a  Michigan  Bell 
employee  on  June  28,  1974,  that,  while  there  were  some  problems  during  the 
cutover,  there  were  no  threats  and  no  engineer  made  the  statement  as  Mr.  Fox 
claimed. 

NOTE  REGARDING  MICHIGAN  BELL  EXHIBITS  TO  ATTACHMENT  T  OF  STATEMENT  OF 
FRANK    A.    M'DERMOTT,    JR. 

^Michigan  Bell  exhibits  1-54,  referred  to  in  the  response  of  Michigan  Bell 
Telephone  Company  to  the  statement  and  testimony  of  Ronald  B.  Fox,  are  not 
attached  to  this  statement,  but  are  being  filed  separately  with  the  subcommittee. 
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Attachment  V 

Bachi,  Inc., 
July  23,   1911. 
Mr.  Donald  P.  Buhle, 
Illinois  Bell, 
Hinsdale,  III. 

Dear  Mr.  Buhle  :  This  letter  gives  you  my  permission  to  conduct  a  thorough 
in-depth  review  of  our  present  telephone  system.  Based  on  the  findings  of  your 
review,  please  submit  a  recommendation  to  myself  for  a  complete  automatic 
dial  telephone  system. 

This  letter  releases  you  from  all  legal  responsibilities  in  connection  wita  the 
letter  you  received  from  Pritec  and  it  is  understood  that  you  will  complete  this 
study  as  a  request  from  me. 
Yours  truly, 

Phillip  L.  Bachi. 
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Exhibit  z — L,etter  From  Mr.  Feiner  Responding  to  the  Prepared  Statement  of 

Mr.  McDermott 

Phonetele,  Inc.. 
Van  Nuys,  Calif.,  July  30, 1914. 
Senator  Philip  A.  Hart, 

Chairman.  Subcommittee  on  Antitrust  and  Monopoly,  Committee  on  the  Judici- 
ary, U.S.  Senate,  Washington,  D.C. 

Dear  Senator  Hart  :  I  have  received  a  copy  of  the  Frank  A.  McDermott,  Jr. 
Statement  on  behalf  of  the  American  Telephone  and  Telegraph  Company  on  S. 
1167.  In  that  Statement  he  endeavors  to  refute  some  of  my  testimony. 

The  call  restrictor  equipment  offered  within  the  Bell  System  is  quite  ineffec- 
tive in  relation  to  customer  requirements.  Also,  the  equipment  that  is  available 
by  AT&T  is  unnecessarily  costly  or  available  only  under  long  lead  times. 

Mr.  McDermott  states  (Page  24)— "There  is  no  single  design  or  specification 
for  call  restriction  which  can  practically  and  economically  be  used  in  all  appli- 
cations." 

The  expression  "all  applications"  is  unreasonably  all-encompassing,  but  if  we 
were  to  state  "most  applications,"  that  would  describe  Phonetele's  Phonemas- 
ter.  He  continues  by  stating— "The  reasons  for  this  are  the  variations  in 
dialing  patterns  throughout  the  country,  differing  needs  of  customers  and  vary- 
ing capabilities  of  central  offices  (e.g.,  step  by  step,  panel  #1  and  #5  type 
cross  bar,  electronic  switching  system  and  vintages  of  equipment  within  these 
equipment  classifications)." 

Such  a  statement  of  "reasons"  only  demonstrates  the  accuracy  of  my  allega- 
tion that  the  Bell  System  has  failed  to  provide  effective  call  restriction  equip- 
ment because  the  Phonemaster  can  handle  "variations  in  dialing  patterns"  and 
"differeng  needs  of  customers  and  varying  capabilities  of  central  offices,"  etc., 
in  the  situations  described.  Mr.  McDermott  has  thus  admitted  Bell's  own  fail- 
ure. One  should  not  be  too  harsh  on  Mr.  McDermott,  however,  because  too  few 
people  really  understand  the  full  range  of  capability  of  the  Phonemaster. 

Mr.  McDermott  then  observes  (Page  25)— "In  addition,  amost  all  PBX  and 
Centres  customers  have  Bell  System  sales  personnel  and  Business  Service  Ad- 
visors assigned  to  their  accounts  who  analyze  billing  statements  and  conduct 
traffic  studies  for  customers  to  maximize  system  utility,  efficiency  and  econ- 
omy." 

What  he  fails  to  observe  is  that  once  a  billing  statement  is  analyzed  and 
misuse  is  observed,  the  sales  personnel  can  offer,  at  best,  ineffective  remedies, 
as  the  Los  Angeles  County/USC  Medical  Center  example  reveals.  In  that  re- 
gard Mr.  McDermott  observes — "Tlie  facts  are  that  the  installation  of  the 
Phonemaster  and  the  installation  of  76  Foreign  Exchange  circuits  by  Pacific 
Telephone  contributed  to  the  savings  realized  by  tlie  Medical  Center." 

Those  "facts"  are  correct  and  I  so  stated  at  the  hearing,  but  had  it  not  been 
for  the  availability  of  the  Phonemaster,  "the  installation  of  those  76  Foreign 
Exchange  circuits"  alone  would  have  been  impractical.  Pacific  Telephone  sim- 
ply could  not  offer  a  comparable  system  change  of  a  combination  of  76  Foreign 
Exchange  circuits  and  the  Phonemaster  to  control  them.  Mr.  McDermott  states 
— "This  installation  was  part  of  an  overall  plan  that  started  in  1969  when  Pa- 
cific Telephone  began  the  implementation  of  a  regional  Centrex  concept  for  Los 
Angeles  County." 

While  this  may  be  true  it  does  not  explain  why  the  County  should  have  in- 
curred $30,000  a  month  in  excessive  telephone  usage  during  the  interim  five 
years  at  a  presumed  loss  of  approximately  $1,800,000  (60  X  $30,000).  Mr. 
McDermott  continues — "Phase  I  scheduled  Centrex  service  for  the  Los  Angeles 
Civic  Center  in  June  1973.  Phase  II  scheduled  the  Los  Angeles  County  USC 
Medical  Center  to  be  converted  to  Centrex  in  .Tune  1974.  Both  installations  fea- 
ture Bell  System  call  restriction  service,  utilizing  foreign  exchange  lines  and 
economic  route  selection.  The  Phonemaster  equipment  (which  Mr.  Feiner  re- 
ferred to  in  his  statement  of  June  25,  1974)  was  removed  by  the  Medical  Cen- 
ter in  May  1974,  on  completion  of  the  long  planned  for  installation  of  Bell 
System  Centrex  service." 

Is  Mr.  McDermott  saying  that  only  by  going  to  a  costly  Centrex  can  the 
City  and  the  County  have  effective  restriction?  It  is  true  that  "the  Phonemas- 
ter equipment  .  .  .  was  removed  by  the  Medical  Center  in  May  1974."  only  to 
have  part  of  that  equipment  re-installed  in  another  County  Hospital   (Harbor 
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General),  where  once  again  Pacific  Telephone  could  offer  nothing  as  desirable. 
Mr.  McDermott  continues  (Page  26)— "Mr.  Feiner  also  stated  that  Pacific  Tele- 
phone had  not  taken  any  steps  to  provide  call  restriction  to  the  County  or  the 
Medical  Center  (Tr.  1477).  This  is  incorrect,  for  the  reasons  described  above. 
The  fact  is  that  Bell  System  call  restriction  equipment  has  been  installed  at  16 
L.A.  County  locations  since  June  1968  (a  list  of  the  L.A.  locations  is  .set  forth 
in  Attachment  J)." 

The  first  sentence  is  an  incorrect  characterization  of  my  remarks,  but  strike 
the  words  "the  County  or"  aud  it  is  accurate.  I  am  well  aware  of  the  County 
installations  listed  in  Attachment  J,  and  have  objected  to  the  Basic  Termina- 
tion Charges  that  foreclose  the  County's  option  to  replace  Pacific's  equipment 
with  the  Phonemaster.  In  this  regard,  see  EXHIBIT  M  attached  to  my  State- 
ment. 

Mr.  McDermott  continues  a  lengthy  discussion  about  the  availability  of  a 
Bell  System  connecting  arrangement,  stating  that  "Mr.  Feiner's  allegation  is 
not  supported  by  the  facts."  He  states— "From  the  onset  of  Phonetele's  intro- 
duction of  the  Phonemaster  in  November  1970,  the  Bell  System  has  cooperated 
in  the  development  of  connecting  arrangements  to  properly  interface  tlie  Phone- 
master with  the  telephone  network." 

The  fact  is  simply  that  a  Bell  System  arrangement  was  not  available  until 
March  1974  when  it  was  first  installed  at  the  New  York  Times. 

The  ZZAGM  arrangement  provided  by  Pacific  Telephone  in  California  was 
denied  Phouetele  outside  California  per  EXHIBIT  Z-13  of  my  Statement,  i.e.— 
"Phonetele  voiced  strong  disapproval  of  waiting  a  year  to  expand  their  mar- 
keting effort  from  California  to  the  rest  of  the  Bell  System  operating  territory. 
They  demanded  that  Pacific  Telephone's  Connecting  Arrangement  ZZAGM  be 
made  available  as  an  interim  arrangement  throughout  the  Bell  System. 

"AT&T  agreed  it  would  try  to  improve  availability  of  the  connecting  ar- 
rangement for  I'BX  trunks,  but  did  not  agree  to  provide  ZZAGM  system-wide." 
wide." 

Phonetele  labored  for  years  with  the  ZZAGM  which  was  defectively  de- 
signed. The  Bell  System  CTD  was  designed  without  Phonetele's  knowledge  or 
parricipation  aud  would  not  work  with  the  Phonema.>;ter.  But  Mr.  McDermott 
states — "Thus,  four  connecting  arrangements,  specially  designed  for  call  re- 
stricting equipment,  were  made  available  to  Mr.  Feiner  during  the  period  No- 
vember 1970  to  December  1973." 

The  simple  fact  is  that  Phonetele  first  contacted  AT&T  prior  to  February  13, 
1970  (see  Feiner  EXHIBIT  II),  got  first  cooperation  in  November  1970  which 
resulted  in  a  defectively  designed  ZZAGM  arrangement,  was  offered  the  Bell 
System  CTD  which  would  not  work  with  the  Phonemaster,  was  denied  use  of 
the  ZZAGM  outside  California,  and  did  not  finally  receive  an  arrangement 
until  March  1974,  over  four  years  since  the  original  contact.  Can  reasonable 
men  deduce  from  such  inaction  that  Phonetele  does  not  have  a  valid  com- 
plaint? Could  reasonable  men  conclude  from  Mr.  McDermott's  representation 
that  the  Bell  System  required  over  four  years  to  produce  a  connecting  ar- 
rangement? Mr.  McDermott  states  (Page  29)— "The  Bell  System  will  continue 
to  cooperate  with  manufacturers  (as  we  did  with  Mr.  Feiner)  to  develop  ap- 
propriate connecting  arrangements.  Attachment  K  contains  a  list  of  some  75 
connecting  arrangements  now  offered  by  the  Bell  System." 

I  do  not  regard  AT&T's  actions  as  "cooperative"  when  they  required  over 
four  years  to  produce  one  compatible  connecting  arrangement  when  "some  75 
connecting  arrangements  (are)  now  offered  by  the  Bell  System."  Mr.  Mc- 
Dermott continues — "The  Bell  System,  not  the  interconnect  industry,  has  pro- 
vided the  fundamental  research  aud  development  effort  that  has  culminated  in 
the  innovations  which  comprise  the  vast  majority  of  the  basic  building  blocks 
of  modern  user  premises  equipment.  So  far  as  we  know,  the  interconnect  in- 
dustry has  largely  been  engaged  in  reconfiguring  or  repackaging  those  building 
blocks." 

Mr.  McDermott's  efforts  to  apply  this  statement  to  Phonetele  or  the  Phone- 
master is  totally  ill-informed  and  the  rest  of  his  remarks  are  pure  breast-beat- 
ing:. His  Attachment  C,  "History  of  Bell  System  Innovation  Key  Telephone 
Systems  and  Auxiliary  Products"  clearly  demonstrates  that  there  has  been  no 
development  of  restriction  equipment,  an  auxiliary  product. 

I  am  certain  it  was  not  Mr.  McDermott's  intention  to  in  anyway  misrepre- 
sent Phonetele's  relation  with  AT&T  over  the  past  four  and  one  half  years, 
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nor  did  he  intend  to  be  misleading  about  the  capabilities  of  the  Phonemaster, 
but  I  do  hope  the  Committee  will  add  these  remarks  to  correct  his  statements 
on  the  record. 

Sincerely, 

Robert  L.  Feineb,  President. 

Exhibit  3. — Letter  From  A.T.  &  T.  Transmitting  Copy  of  Additional  Material 
as  Part  of  Prepared  Statement  of  Mr.  McDermott 

Amebican  Telephone  and  Telegraph  Co., 

Washington,  D.C.,  July  26,  19'74. 
Hon.  Philip  A.  Hart, 

Chairman,  Suhcommittee  on  Antitrust  and  Monopoly 
Committee  on  the  Judiciary 
Washington,  D.C. 

Dear  Senator  Hart:  Enclosed  find  5  copies  of  Antitrust  Review  Seminar 
Administrator's  Guide  as  well  as  Michigan  Bell  Telephone  Company  Exhibits 
which  we  are  filing  and  submitting  for  the  record  as  a  part  of  the  Statement 
of  Frank  A.  McDermott  that  was  filed  with  the  Subcommittee  today. 
Very  truly  yours, 

Douglas  B.  McFadden. 
Enclosures:   [Exhibit  19  follows.  Rest  of  material  retained  in  subcommittee 
files.] 

[Exhibit  19]  Antitrust  Review  Seminar  Script  What  Is  In  Our  Files 

What's  In  Our  Files 

SCENE  1 — reception  ROOM  IN  THE  OFFICE  OF  MR.  PARTNER,  COMPCO'S  ATTORNEY 
DELIVERY  CLERK  WHEELS   SEVERxVL  LARGE  BOXES  INTO  RECEPTION  AREA 

Receptionist.  What's  this.  ' 

Clerk.  Delivery  for  a  Mr.  Partner. 

Receptionist.  Yes,  he  works  here ;  I  didn't  know  he  was  moving  in. 

Clerk.  Sign  here. 

Receptionist.  Okay.  What  is  all  this  anyway. 

Clerk.  Who  knows,  it's  from  the  telephone  company. 

Receptionist.  Let's  see  where  will  I  put  it. 

Clerk.  You  better  make  up  your  mind.  I  got  147  more  boxes  just  like  this 
out  in  my  truck  and  I'm  supposed  to  turn  them  all  over  to  you.  So  you  better 
make  up  your  mind  where  you  want  them. 

Receptionist.  I'd  better  call  Mr.  Partner.  (Mr.  Partner  enters)  Oh!  Mr. 
Partner  I  was  just  going  to  call  you. 

^Ir.  Partner.  Yes. 

Receptionist.  You  have  quite  a  mess  out  here. 

Mr.  Partner.  I  have. 

Receptionist.  Yes.  These  boxes  are  for  you. 

Mr.  Partner.  For  me? 

Receptionist.  Yes  !  They're  from  the  telephone  company. 

Mr.  Partner.  The  telephone  company  ?  Oh  yes !  These  must  be  the  documents 
they  sent  in  response  to  our  discovery  motion  in  the  COMPCO  case.  And  a  day 
early  just  like  the  telephone  bill.  It  looks  like  we  have  a  lot  of  reading  ahead 
of  us. 

Receptionist.  And  there  are  147  more  boxes  just  like  these. 

Mr.  Partner.  A  1-4-7?  Umm  Oh.  Of  course,  there  would  be.  Nowadays 
everybody  makes  a  dozen  coi)ies  of  everything.  And  we've  got  to  read  through 
them  all.  Well,  maybe  something  will  turn  up. 

Receptionist.  Where  shall  I  put  them? 

Mr.  Partner.  Put  them  in  the  room  where  those  three  young  lawyers  from 
Harvard  just  moved  in.  That'll  give  them  something  to  sharpen  their  teeth  on. 
JReceptionist.  Yes  Sir 

scene     2 OFFICE    OF    ARNOLD,     MS.     BIDDLE    AND     CARLIN     MR.     PARTNER'S     LAW 

ASSOCIATES    (MR.  PARTNER,  ARNOLD,   MS.  BIDDLE  AND  CARLIN  CONFERRING) 

Mr.  Partner.  I  cannot  impress  upon  you  strongly  enough  the  importance  of 
this  case.  First,  we're  suing  for  $50  million  dollars.  Second,  we're  suing  a  de- 
fendant that  can  pay  it.  Now,  this  is  not  a  case  of  just  trying  to  salvage  some- 
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thing  for  a  bankrupt  client.  I'm  convinced  COMPCO  has  good  management.  It 
knew  the  commimications  business  and  given  a  fair  chance,  they'd  liave  made 
it  big.  But  what  can  anyone  do  against  Ma  Bell;  why  they've  got  so  many 
services  that  they  can  lower  their  prices  a  little  here  when  someone  else  comes 
along  looking  for  business  and  they  can  raise  them  some  place  else.  You  don't 
stand  a  chance  competing  against  them.  TJAnd  their  neurotic.  Why  they've  got 
just  about  100%  of  the  market.  But  will  they  let  COMPCO  or  DCS  or  Consul- 
tants Inc.  get  a  piece  of  the  action — 1%,  2%  of  the  market — Not  a  chance. 
They're  afraid  that  COMPCO  would  put  them  out  of  business.  1I^Vell,  we've 
got  a  job  to  do.  We've  got  a  lot  of  reading  to  do.  Because  what  we  find  in 
those  boxes  will  make  or  break  our  case.  We  can  subpoena  witnesses  till  we're 
blue  in  the  face — we  won't  get  a  thing.  They  will  herd  out  so  many  distin- 
guished silver-haired  vice  presidents  that  you'll  think  you're  suing  the  Su- 
preme Court.  And  they  will  tell  us  how  they  invented  the  transistor  (probably 
about  20  times),  and  how  great  Bell  Lalis  is.  And  that  all  they  do  is  sit 
around  and  figure  out  ways  to  provide  good  service.  You  will  find  them  so  well 
trained  that  you  won't  get  a  thing  out  of  them.  They'll  be  ready.  HBut  what's 
in  those  boxes,  that's  what  they  said  about  COMPCO  when  they  weren't  think- 
ing about  being  sued.  That's  what  every  Tom,  Dick  and  Harry  wrote  about 
competition.  Vice  presidents,  first  line  supervisors,  anyone  who  could  write, 
even  if  he  couldn't  spell.  *|That's  wiiat  they  wrote  when  they  got  up  on  the 
wrong  side  of  the  bed,  when  they  thought  their  interval  was  too  long  or  when 
they  thought  they  were  writing  a  private  memorandum  that  would  never  see 
the  light  of  day. 

Arnold.  Mr.  Partner. 

Surely  the  Bell  Telephone  Company  lawyers  have  been  through  all  these  pa- 
pers. And  they're  not  about  to  let  us  see  anything  incriminating. 

Ml*.  Partner.  That's  not  so,  Arnold.  One  thing  I'll  give  them  is  that  they're 
honest.  Stupid  maybe,  but  dishonest  no.  You  ^e  they  have  a  court  order  to 
produce  this  material.  Now  if  they  shred  it,  or  burn  it,  or  just  don't  provide 
it,  they're  violating  a  court  order.  We  could  put  the  few  silver-haired  vice 
presidents  in  jail  if  they  did  that ;  we  might  even  get  a  few  lawyers  disbarred. 
Ms.  BiDDLE.  What  should  we  be  looking  for  in  these  papers? 
Mr.  Partner.  I  was  getting  to  that.  I  should  tell  you  briefly  what  the  theory 
of  our  case  is.  Of  course,  we  are  suing  under  the  Sherman  Act,  Section  1,  for 
conspiracy  in  restraint  of  trade,  and  Section  2,  for  monopoly  or  attempt  to  mo- 
nopolize. We  also  charge  them  with  a  variety  of  anti-competitive  acts.  Selling 
below  cost,  cross-subsidy,  reciprocity,  disparagement,  things  like  that. 

Ms.  BiDDLE.  But  everyone  knows  they're  a  monopoly,  so  what  do  you  want 
us  to  prove. 

Mr.  Partner.  Ah!  A  monopoly,  yes.  But  a  monopoly  of  what?  Now  COMPCO 
sells  PBXs,  key  equipment,  station  apparatus.  If  they  can  sell  this  equipment, 
then  Bell  does  not  have  an  absolute  monopoly  of  the  station  market.  Well,  we 
know  they  have  a  monopoly  of  the  station  market,  but  they  have  no  special 
tright  to  maintain  that  monopoly.  ^Now,  the  phone  company  has  a  big 
switched  network.  They  put  telephones  in  your  home,  PBX's  in  your  office, 
they  have  lines  going  to  their  exchange  offices,  from  one  exchange  to  another, 
from  city  to  city  and  state  to  state.  lIMaybe  it  isn't  just  one  service.  Maybe 
there  are  a  lot  of  services.  Maybe  they  serve  a  discrete  station  equipment  mar- 
ket, a  local  market  and  an  interstate  market.  When  you  are  going  through 
these  papers,  see  what  different  markets  you  can  find.  And  then  see  how  they 
tie  one  market  to  another.  Maybe  they  say  we  won't  serve  you  in  this  market 
unless  you  buy  from  us  in  that  market,  or  if  you  buy  from  us  in  this  market 
we'll  sell  to  you  at  a  lower  price  in  that  market,  or  give  you  better  service,  or 
maybe  they  just  don't  say  these  things  they  just  do  them.  1[I'm  talking  about 
tie-in  sales,  because  if  yovi  can  prove  a  tie-in,  then  we  have  a  per  se  a  viola- 
tion of  the  Sherman  Act,  and  we  don't  have  to  worry  about  elaborate  proof  of 
conspiracy  or  intent.  IfCOMPCO  has  tried  to  sell  to  Bell's  customers,  and  has 
tried  to  sell  to  the  phone  companies  themselves.  We  want  to  show  what  the 
phone  companies  have  used  unfair  practices  to  keep  COMPCO  from  selling  to 
their  customers,  and  that  Western  has  used  unfair  practices  to  keep  the  phone 
companies  from  buying  from  COMPCO.  We  want  to  show  conspiracy,  even  if 
we  don't  have  to  prove  conspiracy  if  we  have  a  per  se  case,  it  makes  good 
window-dressing  if  we  can  prove  that  ATtfeT  and  Western  ganged  up  on 
COMPCO.  You  know,  the  big  guys  against  the  little  guys.  Or  that  the  tele- 
phone companies  dumbly  did  whatever  AT»&T  and  Western  told  them  to. 
TiSearch  for  anything  that  smacks  of  unfair  practices.  Did  the  phone  company 
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knock  COMPCO  products.  Did  they  take  it  out  on  any  customer  when  went 
with  COMPCO  or  any  other  interconnect  company.  Like  not  giving  them  good 
service,  or  maybe  not  doing  business  with  tliem  at  all.  Remember  the  telephone 
company  is  the  biggest  company  in  the  world.  They're  also  the  biggest  buyer 
in  the  world.  If  you  print  books  for  them,  if  you  pick  up  their  garbage,  if  you 
run  their  cafeteria,  they  might  try  to  put  pressure  on  you  not  to  go  private. 
That's  reciprocity.  IfLook  for  things  that  explain  why  the  phone  company  did 
what  they  did.  Things  that  interpret  facts.  Now  we're  going  to  get  more  facts 
than  we  know  what  to  do  with. 

But  look  for  things  that  will  tpll  us  what  it  all  means,  what  the  intent  of 
the  phone  company  was.  Okay?  1[If  you  run  into  anything  that  you  don't  un- 
derstand, COMPCO  has  about  a  dozen  former  telephone  company  employees  on 
the  payroll,  they'll  be  available  to  help  you.  ^Ms.  Biddle,  gentlemen,  this  is  an 
historic  case.  I'm  convinced  we'll  win  and  that  we'll  go  down  in  history  as  the 
law  firm  that  broke  up  the  Bell  System. 

Carlix.  Ah  Mr.  I'artner.  what  happens  to  our  telephone  service.  I  always 
thought  they  were  pretty  good. 

^Ir.  Partner.  That's  not  our  problem,  Carlin.  First,  we  break  up  the  system, 
then  we  worry  about  putting  it  back  together  again. 

Carlin.  You  sound  like  Abbey  Hoffman. 

SCENE  3 OFFICE  OF  ARNOLD  AND  MS.  BIDDLE.  IT  IS  LATE  AT  NIGHT  ;  ARNOLD 

AND  MS.  BIDDLE  ARE  PORING  OVER  PAPERS 

Arnold.  I'm  going  blind  reading  these  files.  Is  that  what  I  was  on  the  Har- 
vard Law  Review  for— reading  dusty  old  files. 

Ms.  Biddle.  Cheer  up.  If  you  find  anything  good,  you  may  get  a  bonus  at 
Christmas  time. 

Arnold.  By  that  time  my  contact  lenses  will  need  contact  lenses. 

]\Is.  Biddle.  I  finally  finished  reading  the  files  of  the  Construction  Plans  De- 
partment on  the  Keyplex  matter. 

Arnold.  Well  how  can  that  be?  I'm  going  through  the  Engineering  file  on 
the  same  matter  and  I  won't  be  through  with  it  until  the  end  of  the  summer. 
Construction  Plans  was  ju^t  as  much  involved  in  this  project;  they  should 
have  just  as  large  a  file. 

Ms.  Biddle.  Well,  I  suppose  so.  I  was  suspicious  myself  so  I  was  suspicious 
myself  so  I  asked  Mr.  Partner  to  check  it  out  with  the  phone  company  coun- 
sel. 

They  looked  into  the  matter  and  said  that  the  Construction  Plans  Depart- 
ment has  a  record  retention  program  that  tracks  with  the  FCC  rules.  Actually, 
from  our  point  of  view,  it's  a  record  destruction  program.  The  FCC  rules  say 
that  they  have  to  keep  their  records  on  file  for  so  many  months  and  so  many 
years,  then  they  can  destroy  them  when  they  don't  need  them  anymore.  So 
Construction  Plans  has  a  program  of  reviewing  files  and  throwing  away  any- 
thing they  don't  need. 

Arnold.  Well,  isn't  that  true  of  Engineering? 

!VIs.  Biddle.  Oh,  I  suppose  so.  I  guess  they  just  didn't  throw  away  what  they 
could  have.  So.  you  have  a  lot  to  read  and  I  get  to  go  home. 

Ton  may  find  just  what  we're  looking  for. 

Arnold.  Hey,  you  can  say  that  again.  You  know  I  have  read  this  Bell  Labs 
report  on  the  Keyplex  system  12  times,  but  in  this  last  copy — here — let  me 
read  this  to  you.  This  is  where  Bell  Lab  concludes  that  the  Keyplex  would  not 
meet  the  Bell  System  standards.  And  there's  written  in  the  margin:  "SWB  En- 
gineers (now  that  must  be  Southwestern  Bell)  say  that  the  Keyplex  is  every 
bit  ;is  good  as  the  1-A."  (Now  that's  the  Western  key  system).  And  over  here 
it  says  "Dupe  (BTL)  says  that  as  far  as  he  is  concerned  he  would  use  the 
Keyplex  in  his  office  if  he  could  get  Telco  to  maintain  it."  And  then  there  is 
something  el.se.  It  says :  "Nothing  new  in  the  616." 

Ms.  Biddle.  Do  you  have  any  idea  who  made  those  notes? 

Arnold.  Well,  this  is  addressed  to  20  different  people.  It's  got  to  be  one  of 
them  (comparing  papers).  Let's  see  ".TLS,"  that  would  be  J.  L.  Simpson."' 
Riglit,  yes  there's  a  faint  "this  copy  for"  arrow  pointed  right  to  him. 

:\Is.  Biddle.  I'd  like  to  get  him  on  the  stand. 

Arnold.  Then  there's  this  whole  Bell  Labs  report.  I  couldn't  make  heads  or 
tales  out  of  it.  It  seems  thorough  and  yet  somehow  they  never  really  seemed 
to  point  out  exactly  what  was  wrong  with  the  Keyplex.  Still,  it  was  very  im- 
pressive. They  sent  out  copies  to  all  the  companies,  but  the  fact  is  that  no  one 
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ever  bought  the  Keyplex,  except  Southwestern  Bell.  And  that,  that's  very  sur- 
prising. Because  the  report  was  not  that  bad  and  the  Keyplex  is  about  10 
cheaper  than  the  Western  product.  ^Then  there's  the  AT&T  letter,  it  looks  like 
one  of  those  institutional  letters.  Maybe  that's  it.  Maybe  by  not  saying  that 
the  Keyplex  is  okay,  they  impliedly  said  "don't  buy  it". 

Then  over  in  this  file  somewhere  is  a  memo  that  will  help  us  explain  all 
this.  Aha.  Here  it  is.  Now  this  says  that  "Mr.  Pflugg's  letter  of  January  17, 
1971 — now  this  is  the  Engineering  letter  sent  along  with  the  Bell  Labs  report — 
was  widely  interpreted  as  a  directive  not  to  buy  the  Keyplex." 

Ms.  BiiJDLE.  That's  just  what  Partner's  looking  for. 

Arnold.  Sure.  I  mean  the  report  was  pretty  fair.  And  the  Engineering  letter 
was  pretty  carefully  written,  but  this  last  piece  helps  us  explain  that  the 
whole  thing  was  a  smoke  screen  to  tell  the  companies  not  to  buy  the  Keyplex. 

Ms.  BiDDLE.  They'll  make  us  both  partners. 

Arnold.  Not  only  that.  I  think  we  have  the  elements  of  a  conspiracy  going 
here.  We've  got  AT&T,  Bell  Labs  and  on  top  of  that  Western  Electric. 

Ms.  BiDDLE.  Well,  how  Western? 

Arnold.  I  got  a  letter  here  from  Western  to  AT&T  saying  that  they  are 
coming  out  with  the  616  in  the  fall  of  1971.  "We  strongly  urge — now  I'm  read- 
ing this — that  you  advise  the  operating  companies  not  to  make  commitments 
for  other  vehicles  (and  that  means  the  Keyplex  because  this  whole  file  covers 
the  Keyplex)  until  the  616  is  available." 

^Is.  BiDDLE.  I  don't  believe  anyone  would  write  such  a  letter. 

Arnold.  It  is  signed  by  Mr.  P.  T.  Lynch.  A.ssistant  Marketing  Supervisor. 

Ms.  BiDDLE.  Well,  that's  probably  not  a  high  level  job. 

Arnold.  Well,  he  is  still  a  supervisor. 

Ms.  BiDDLE.  That's  true. 

Arnold.  And  I  think  we  can  turn  what  he  said  into  company  policy. 

Ms.  BiDDLE.  How  can  you  do  that? 

Arnold.  He  said,  "we  think"  you  shouldn't  buy  the  Keyplex.  "We"'  is  the 
company  isn't  it? 

Ms.  BiDDLE.  Yeah 

Arnold.  Didn't  his  boss  ever  get  a  copy  of  that  letter.  Now  did  his  boss  ever 
tell  him  that  we  was  wrong.  Did  he  ever  ask  him  to  withdraw  that  letter?  Did 
AT&T  get  the  letter?  And,  didn't  they  do  just  that  by  sending  out  a  letter  that 
was  "widely  interi^reted"  as  a  directive  not  to  buy. 

Ms.  BiDDLE.  Ooh.  I'm  spending  Christmas  in  Jamaica 

Arnold.  You  know,  not  only  that,  we  have  got  a  conspiracy  to  foreclose  the 
customer  market  to  the  COMPCO  Keyplex.  We  have  Marketing  Department 
files  which  show  they  u.sed  the  Bell  Labs  report  in  their  sales  effort. 

^Is.  Biddle.  Well,  what  do  you  mean? 

Arnold.  COMPCO  was  trying  to  sell  their  systems  to  the  Bell's  customers. 
Illinois  Bell  pulled  out  a  copy  of  the  Bell  Labs  report  and  showed  it  to  Lam- 
bert and  Cole,  the  big  merchandising  chain. 

Ms.  Biddle.  What's  wrong  with  that? 

Arnold.  It's  this  last  part  there  it  says :  "COMPCO's  Keyplex  does  not  meet 
Bell  Systems  standards." 

Ms.  Biddle.  So. 

Arnold.  Look,  if  I  say  that  your  product  does  not  meet  the  standards,  I'm 
really  saying  that  it  is  inferior.  Now  I  think  we  can  make  a  case  of  disparage- 
ment out  of  that. 

Ms.  Biddle.  Aren't  you  just  stretching  it  just  a  little? 

Arnold.  Maybe,  but  this  little  point  added  to  another  little  point  and  an- 
other and  another  and  I  think  we  can  create  the  image  of  a  huge  octopus 
wrapping  its  tentacles,  around  every  business  opportunity  that  came  COMP- 
CO's way.  Every  time  COMPCO  saw  a  sale.  Bell  would  throw  all  the  resources 
of  Bell  Labs,  AT&T,  Western,  all  the  operating  companies  into  the  fray  to  lieat 
out  COMPCO.  It  almost  makes  me  want  to  cry. 

:Ms.  Biddle.  Me  too.  And  I'll  bet  J.  L.  Simpson  and  P.  T.  Lynch  will  be 
crying  too  before  this  case  is  over. 

scene  4 COURTROOM.  MR.  PARTNER  IS  CROSS-EXAMINING  J.  L.  SIMPSON. 

JUDGE   PRESIDES.   ROGERS   IS   THE  TELEPHONE   COMPANY    LAWYER 

Mr.  Partner.  Now  then.  Mr.  Simpson  I  want  to  remind  you  that  you  are 
under  oath.  If  you  don't  tell  us  the  100%  truth,  you're  guilty  of  perjury  and 
can  be  fined  and  sentenced  to  jail.  Do  you  understand  that. 

Simpson.  Yes  sir. 


4194 

Rogers.  I  object.  Counsel's  remarks  infer  that  Mr.  Simpson  may  not  be  ex- 
pected to  tell  the  truth  and  that  inference  is  totally  unwarranted. 

JtTDGE.  Objection  sustained.  I'm  sure  the  witness  knows  he  must  tell  the  truth 
and  knows  the  consequences  if  he  does  not. 

Mr.  Partner.  Now  then  Mr,  Simpson,  I  draw  your  attention  to  the  plaintiff's 
Exhibit  No.  237.  It's  a  memo  dated  July  11,  1972  and  it  is  unsigned.  Have  you 
seen  this  memorandum  before? 

Simpson.  Yes  sir. 

Mr.  Partner.  Did  you  sign  it? 

Simpson.  No  sir. 

Mr.  Partner.  Well  why  didn't  you  sign  it? 

Simpson.  Well,  it  wasn't  oflBcial  company  policy. 

Mr.  Partner.  It  recites  facts,  doesn't  it? 

Simpson.  Yes  sir. 

Mr.  Partner.  And  facts  are  facts  aren't  they  ? 

Simpson.  Yes  sir. 

Mr.  Partner.  Well,  how  can  there  be  a  company  policy  about  the  facts? 

Simpson.  Oh,  well  you  see.  .  .  . 

Mr.  Partner.  Or  was  there  a  company  policy  to  agree  that  the  facts  were 
not  the  facts? 

Simpson.  No  sir. 

Mr.  Partner.  You  said  that  the  Engineering  letter  of  January  17,  1971  was 
widely  interpreted  as  a  direction  not  to  buy  the  Keyplex. 

Simpson.  Yes  sir. 

Mr.  Partner.  Now  was  this  true  or  not? 

Simpson.  Well,  you  see.  .  .  . 

Mr.  Partner.  I'm  not  interested  in  explanations  Mr.  Simpson.  Was  it  true  or 
not? 

Simpson.  It  was  true. 

Mr.  Partner.  No  further  questions.  (Mr.  Partner  goes  to  counsel  table.  Ro- 
gers conducts  redirect  examination  of  Simpson  for  the  telephone  company. ) 

Rogers.  Mr.  Simpson.  You  testified  that  this  letter  was  widely  interpreted  as 
a  direction  not  to  buy  the  COMPCO  product. 

Simpson.  Yes  sir. 

Rogers.  When  you  said  "widely  interpreted,"  who  were  you  talking  about. 
By  whom  was  it  widely  interpreted  that  way. 

Simpson.  Oh  well,  the  operating  telephone  companies,  AT&T. 

Rogers.  Now  just  who  did  you  talk  with  in  the  operating  telephone  compa- 
nies about  this. 

Simpson.  Many  people. 

Rogers.  Well,  who  for  example. 

Simpson.  You  mean  one  person.  Well,  I  remember  speaking  to  the  New  York 
office.  The  New  York  Company. 

Rogers.  You  don't  speak  to  an  oflice  or  a  company  you  speak  to  a  person. 

Simpson.  Ha,  that's  right. 

Rogers.  Well  who  did  you  speak  with. 

Simpson.  Let's  see,  it  would  of  been.  .  .  .  Well,  I  wrote  the  memorandum  in 
1972,  July  of  1972,  so  it  would  have  to  be  before  then.  Mike  Carson  had  the 
Customer  Products  job  over  there  at  that  time  or  was  it  Bill  Frazier.  Bill  left 
about  December  of  1971  so  it  was  with  Carson  or  Frazier. 

Rogers.  Well  which  was  it,  Carson  or  Frazier? 

Simpson.  Well  one  of  them. 

Rogers.  But  you're  not  sure  which. 

Simpson.  No. 

Rogers.  When  did  this  conversation  take  place? 

Simpson.  When? 

Rogers.  Yes. 

Simpson.  Well,  sometime  before  I  wrote  the  memorandum. 

Rogers.  But  you  don't  remember  when.  I  mean  was  it  one  week,  one  month, 
one  year,  five  years. 

Simpson.  I  don't  remember. 

Rogers.  But  you  do  remember  having  had  that  conversation  with  Carson  or 
Frazier. 

Simpson.  Yes. 

Rogers.  Was  that  in  person  or  on  the  telephone? 

Simpson.  Let's  see,  sometimes  I  had  lunch  with  Mike  so  it  was  probably  at 
lunch  we  discussed  the  matter. 


4195 

Rogers.  But  you  don't  remember  wlieu  you  had  this  conversation  with  Car- 
son or  Frazier. 

Simpson.  AVhat? 

Rogers.  The  conversation  about  "widely  interpreted." 

SurpsoN.  Oh  yes. 

Rogers.  Yes  what? 

Simpson.  Yes  I  know  what  you  are  talking  about. 

Rogers.  Maybe  we"d  better  start  at  the  beginning.  Now  what  did  he  say  to 
you  and  what  did  you  say  to  him?  / 

Simpson.  Who? 

Rogers.  Carson  or  Frazier  or  whoever  it  was  you  had  the  conversation  with 
about  "widely  interpreted  as  an  order  not  to  buy." 

Simpson.  Well,  come  to  think  of  it,  I  don't  think  I  even  discussed  it  with 
them,  but  .  .  . 

Rogers.  Who  did  you  discuss  it  with? 

Simpson.  Probably  nobody  in  particular,  but  everybody  knew  what  the  letter 
meant.  And  besides  this  was  just  a  note  I  wrote  to  myself.  I  never  thought  it 
would  be  used  in  a  law  suit. 

SCENE  5 — OFFICE  OF  ROGERS    (ROGERS  AND  BARTLETT,  ANOTHER  TELEPHONE 
company  LAWYER  CONFERRING? 

Rogers.  You  have  just  witnessed  one  of  the  most  unpleasant  experiences  a 
lawyer  has  to  go  through.  Impeaching  the  credibility  of  his  own  witness.  And 
this  was  doubly  painful  because  you  can  be  sure  that  he's  a  loyal  son  of  the 
Bell  System  who  was  trying  to  do  his  job  in  the  best  way  he  could. 

Bartlett.  Yet  he  deserved  to  be  impeached.  Whatever  his  motives,  he  was 
talking  about  something  he  really  knew  nothing  about. 

Rogers.  When  Simpson  wrote  that  that  Engineering  letter  was  "widely  inter- 
preted'' to  mean  thus  and  so,  he  wasn't  telling  the  truth.  He  was  giving  his 
opinion,  he  wasn't  saying  what  the  collective  understanding  of  the  telephone 
companies  was. 

Bartlett.  He  couldn't  identify  anyone  who  interpreted  the  letter  that  way. 

Rogers.  Yet  it's  terribly  damaging.  Oh,  we  can  cross-question  Simpson.  We 
can  show  he  didn't  know  what  he  was  talking  about.  But  we  can't  get  that 
memo  out  of  the  record.  As  the  trial  goes  on,  it  stays  there— the  words  in  the 
memo — ^inviolate.  The  judge  and  the  jury  may  forget  that  Simpson  didn't  know 
what  he  was  talking  about.  They  may  reread  that  memo  and  may  come  to  the 
conclusion  that  that  really  was  the  company  policy. 

Bartlett.  They  would  feel  that  this  was  Simpson  honestly  speaking  to  him- 
self. Whereas  now,  he  may  have  a  motive  to  falsify,  to  pretend  that  he  really 
didn't  know  what  he  was  talking  about.  After  all,  he  works  for  the  phone  com- 
pany. Maybe  he"s  worried  about  his  job. 

Rogers.  Simpson  made  a  mistake.  He  thought  he  could  write  a  memo  to 
himself  tliat  it  wouldn't  be  subpoenaed  or  discovered. 

Bartlett.  As  a  matter  of  fact,  in  our  search,  Simpson  didn't  produce  this 
letter.  It  seems  that  somebody  asked  him  a  question  about  something  and  he 
sent  this  person  a  copy  of  this  memo  to  himself.  Simpson  must  have  destroyed 
his  own  copy.  But  heavens  know  how  many  copies  were  made  of  the  memo  he 
sent  to  that  somebody. 

Rogers.  And  another  regrettable  thing  is  this  record,  this  inaccurate  record, 
this  record  that  wasn't  even  intended  to  become  a  company  record,  need  never 
have  been  retained.  Even  if  it  was  a  company  record  it  could  have  been 
thrown  out  in  six  months.  The  FCC  rules  didn't  require  us  to  retain  them  any 
longer  than  that,  there  were  no  outstanding  court  orders.  Instead,  this  memo- 
randum gets  buried  in  the  files  until  two  sharp  eyes  with  contact  lenses  spot- 
ted it. 

Bartlett.  Out  of  the  hundred  thousand  documents  supplied  in  this  case, 
only  ten  bad  apples  may  be  enough  to  spoil  us. 

Rogers.  How  could  we  avoid  this  kind  of  thing  happening? 

Bartlett.  Well,  probably  we  can't.  We  have  a  million  employees  and  they 
all  generate  paper.  We  can  do  our  best  to  tell  them  what  our  company  policies 
are  but  we  can't  be  sure  they  will  all  understand  them. 

Rogers.  When  we  find  incriminating  statements,  misstatements  of  company 
policy,  we  can  show  that  the  writer  didn't  know  what  company  policy  was, 
that  he  was  not  himself  a  policy  maker.  Then  we  can  rebut  his  statement  by 
evidence  from  policy  makers  and  by  documents  that  prove  what  our  company 
policy  has  been.  Oh  will  you  smoke. 

39-887— 74— pt.  6 24 
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B\RTLETT.  No  thank  you.  But  for  those  who  can  understand  what  our  poli- 
cies are.  we  must  tell  them  that  we  believe  our  business  has  the  characteris- 
tics of  A  natural  monopoly.  It  just  doesn't  make  sense  to  have  two  phone  com- 
panies, two  separate  phone  systems.  We  believe  that  our  customers  are  better 
off  with  one  system  which  provides  a  complete,  integrated,  end-to-end  service. 

In  recent  years,  some  commissions  have  made  decisions  which  tend  to  frag- 
ment our  business  and  to  apply  competition  to  the  pieces.  Okay,  if  that's  their 
iudgment  we  can  accept  it.  Where  commissions  mandate  competition,  we're 
"going  to  be  a  tough,  but  fair,  competitor.  We  accept  the  principles  of  free  and 
open  competition. 

Rogers.  In  the  market  place  for  telecommunications  services  as  we  have  al- 
ways recognized  it  in  the  sale  of  telecommunications  products. 

Baktlett.  Right,  right.  We  will,  of  course,  urge  the  commissions  to  consider 
the  impact  of  competition  on  the  universal  telecommunications  network,  on  the 
Bell  System  as  the  supplier  of  last  resort  and  on  our  consumers.  We  will  press 
our  views  fairly  before  the  commissions  and  in  the  market  place.  We  will  give 
the  public  the  best  service  we  can  and  at  the  lowest  prices. 

Rogers.  If  we  all  understand  that,  it  goes  along  way  toward  assuring  that 
our  files  will  not  be  incriminating.  Let's  see  if  we  can  come  up  with  some  prin- 
ciples that  will  guide  us,  so  we  don't  go  around  making  memos  that  hurt  the 
war  Simpson  did.  . 

Bartlett.  Perhaps  the  first  thing  to  keep  in  mind  is  the  difference  between 

fact  and  fancy. 

Rogers.  Maybe  you  can  say  that  a  little  better. 

Bartlett.  Surely.  Now  Simpson's  mistake  was  that  he  mistook  his  own  opin- 
ion for  a  fact.  Now  if  his  statement  were  true,  it  would  be  a  fact  that  the  op- 
erating companies  understood  the  ambiguous  Engineering  letter  as  a  direction 
not  tobuy.  But  the  operating  companies  did  not  so  interpret  the  letter  and.  if 
they  did.  Simpson  didn't  know  it.  He  may  have  thought  that  the  letter  should 
have  l)een  interpreted  that  way  but  that  was  only  his  opinion.  He  mistook  his 
opininon  for  fact. 

Rogers.  Hmm  any  other  points? 

Bartlett.  Yes.  Sergeant  Friday  of  Dragnet  will  tell  you  "give  me  the  facts, 
.iust  the  facts."  No  characterizations.  For  example,  we  often  use  expressions 
like  the  Keyplex  is  "as  good  as"  the  61G.  Or  "nothing  new."  But  what  do  these 
adjectives  mean  "good,"  "new,"  "acceptable,"  appropriate."  Do  they  have  any- 
thing to  do  with  facts  or  are  they  careless  judgments  without  any  factual 
strength  to  them.  Descriptive  adjectives  are  usually  words  that  don't  describe. 
Tell  what  the  equipment  does,  how  many  ports  it  has,  what  the  signal-to-noise 
ratio  is.  and  so  on.  But  "good"  and  "bad"  don't  give  us  much  of  a  story. 

Rogers.  Anything  else? 

Bartlett.  Yes,  there's  one  more  point  to  this  story.  That's  the  Bell  Labs  re- 
port. It  was  well  written,  it  was  factual  and  they  did  come  up  with  the  con- 
clusion that  the  Keyplex  did  not  meet  Bell  System  standards.  Now  that's  a 
judgment,  an  opinion.  But  that  was  the  whole  purpose  of  the  report,  and  it 
gave  the  factual  basis  for  its  conclusion. 

Rogers.  Well,  .so  far  it's  an  O.K.  document.  But  suppose  Marketing  decides 
to  u.se  it  as  a  sales  gimmick.  It's  fine  as  an  internal  document  to  guide  us  in 
our  own  purchasing  decisions :  we  know  how  to  use  it.  But  once  it's  used  out- 
side the  System,  that  phrase  "does  not  meet  Bell  System  standards"  takes  on 
a  whole  different  meaning.  It  smacks  of  disparagement.  Now  I  don't  suppose 
that  anybody  could  make  a  common  law  action  for  unfair  competition  out  of 
that,  biit  it's  one  more  piece  of  bad  window  dressing  that  our  competitors  will 
try  to  use  to  show  a  predatory  intent  on  our  part,  an  intent  to  monopolize. 

Bartlett.  Well,  we  are  a  monopoly  and  we're  likely  to  stay  that  way.  Well, 
if  that's  in  the  cards,  let's  make  it  a  monopoly  achieved  and  retained  through 
excellence.  Excellencf  in  giving  good  service,  excellence  in  keeping  our  prices 
low.  That's  what  the  Bell  System  is  all  about. 

Exhibit  4.— Excerpts  From  Minutes  of  A.T.  &  T.  Pre-^idents  Conference  of  May 

8-12,  1972 

NAP  Status 

Phase  I  activities  have  been  concluded  by  '195.'  Departments.  Guidelines,  in 
the  form  of  General  Letters,  have  been  transmitted  to  the  Associated  Compa- 
nies, as  follows : 


4107 

Comptrollers,  December  17,   1971,  R.   G.  Zender ;   commercial,   December  27, 

1971,  P.  D.  Loser;  plant.  January  12,  1972,  J.  H.  Hunt;  commercial  (re:  CEN- 
TREX),  January  19,  1972,  P.  D.  Loser;  business  market  servicing,  January  21, 

1972.  F.  A.  Robinson,  Jr. ;  traffic,  January  26,  1972,  C.  E.  Kleckner. 

Eleven  of  the  Associated  Companies  have  tariffs  ready  to  file.  Five  other 
companies  have  "guide"'  tariffs.  Three  have  not  unbundled  tariffs  as  yet.  Over- 
all, the  companies  are  in  a  "■hold"  position  waiting  for  direction  from  AT&T. 

Phase  II  activities  (73  of  the  original  121  PERT  activities)  are  being  pur- 
sued expeditiously.  An  in  depth  reevaluation  of  activities  is  being  conducted 
with  each  department  in  an  effort  to  refine  definition.  The  goal  of  mid-1974 
completion  has  now  slipped  to  December,  1974  and  may  slip  to  mid-1975.  The 
slippage  of  time  frames  is  attributable  to  two  factors  : 

1.  The  complexity  and  expansion  of  activities  as  involvement  occurs  and 
knowledge  is  gained. 

2.  The  shift  in  priorities  by  some  departments. 

The  Service  Costs  people  on  April  5,  1972  transmitted  to  the  Associated 
Companies  preliminary  uniform  cost  methodology  for  service  connection, 
change  and  move.  On  April  17,  1972,  another  cost  package  was  transmitted  to 
the  Associated  Companies  from  Mr.  Killoch.  This  package  contained  a  cost 
study  to  provide  the  Associated  Companies  with  a  means  of  determining  an 
average  monthly  cost  for  the  access  line,  for  exchange  usage  and  for  the  basic 
station  (exclusive  of  inside  wire),  within  a  regulatory  jurisdiction. 

A  Product  Profitability  Tracking  System  is  being  reviewed  at  the  AVP  level. 
The  System  will  ))p  conducted  by  a  team  composed  of  representatives  from 
Service  Costs,  Comptrollers.  Plant  and  has  under  development  a  tracking  sys- 
tem for  installation  costs  with  anticipated  completion  by  the  end  of  the  second 
quarter. 
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1953       70         71         72        73        74       1375 
Year  End  Systems 

Revenue  Loss  (S  Million) -Cumulative 
.2  Z5  10.9        29.8        63.3        116.1         193.1 
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COMPETITIVE  IMPACT 
(Voice] 


Actual  Estimate 


1969-75 

1969       1970       1971       1972       1973       1974       1975     Totals       Cum.  Rev. 


''^'^N^m^er  of  cases  lost                       59  584  1,341  1.800  2,400  3,000  3,600    12.775 

ShrminSfdolla'rs:::.    $0.36  $3.68  $8.55  $12.3  $16.9  $21.7  $26.8  $90.3        >  $192. 35 

•^'^MrofcSost                          -  440  975  1,500  2,100  2,800  3.400    11,215.. 

CosTin  millions  of  dollarV.V^^^^^^ $0.83  $1.75  $2.36  $3.36  $4.56  $5.64  $18.5            $38.76 

^""^Numbef of'cases  lost                        50  1,024  2,316  3,300  4,500  5,800  7,000    23,990 

Ki^nmilSofdoira'rs'::::    $0.35  $4.51  $10.31  $14.66  $20.26  $26.25  $32.44  $108.8          $231.11 


'^T^EG-  $0  36X6  5  years-|-$3.68X5.5  years+$8.56X4.5  years+$12.3X3.5  years+$16.9X2.5  years-|-$21.7Xl-5 
vears+$26.8X.5years=$192.35.  Assumes  all  cases  remam  CPE  thru  1975  . 

2  1972  to  1975  PBX  estimates  have  not  been  revised  upwards  notwithstandmg  mcreases  in  1971  actuals  of  11, o 
n  341  versus  1  200)  Revisions  will  be  considered  after  analysis  of  1st  Quarter  '72  results.  For  Key  Telephone  Systems, 
estimates  have  been  increased  in  view  of  62.5%  increase  (975  actual  versus  600  estimated). 

REPRESENTATIVE  SERIES  RATES  AS  OF  NOVEMBER  1971 


Series  100  Series  200  Series  300 


Common  Common  Common 

equip-  equip-  equip-     ^      ,      „     . 

ment     Trunk    Station  ment     Trunk    Station  ment     Trunk     Station 


.•iQc..                                                  $75  $5.00      $3.25  $100.00  $5.00  $4.00  $100.00      $5.00  $4.75 

Npw  FnoiandVMassa'chuse'tts)""            100        5.00        3.50  100.00  5.00  4.25  100.  CO        5.00  5.00 

NewEnganaciviassacnuseHs;..           luu  ^^  ^^  ^  ^^  ^.^^  ^^^^       ^  ^^  ^^2 

WhWGeoreia)"" '""" I      ^W""::  125.00 4.35        125.00 5.10 

boutnarn  (.beorgia; -  .  „.        ,  „  ^^n  nn  R  nn  a  9(;  ion  nn       fi  nn  R  nn 


Indiana. 


90""'6."00        3.50  120.00        6.00  4.25  120.00        6.00  5.00 

Chesapeake  &   Potomac  (Vir-  ^5000       6.00  4.50  250.00       6.00  5.50 

NnrthweVtVMinnesota) ioo'"'"i.'50'"'"3."00'  125.00 4.50        125.00 5.25 

mSn                      85           ..      3.25  50.00 5.25         50.00 6.50 

pftfen)-::::::::::::::::       50:: 3.25  175.00 4.75    225.00 5.75 


Series  Rates  Backup 

The  wide  disparity  in  existing  rate  levels  makes  it  virtually  impossible  to 
develop  a  uniform  policy  for  the  introduction  of  our  newer  equipment. 

Our  lOOA  tarife  recommendation  (805A)  and  our  proposed  lOOB  (770)  tariff 
both  require  an  available  rate  corridor  with  respect  to  existing  tariffs. 

Unfortunatelv,  our  newer  systems  (805  and  770),  rated  at  compensatory  lev- 
els are  in  direct  internal  competition  with  our  present  non  compensatory  offer- 

As  a  direct  result  of  this  internal  competition,  and  realizing  that  to  raise  ex- 
isting rates  to  fully  compensatory  levels  could  and  probably  would  foster 
losses  to  outside  competition,  several  Companies  are  actively  considering  a 
"grandfathering"  of  existing  series  service  and  offering  only  lOOA  and  lOOB 
structured  offerings  to  new  subscribers. 


Exhibit  5— Letter  to  Mr.  Kirkpatriclc  From  Mr.  Williamson  Re  Nippon  Elec- 
tric Co.  NA4-09  PBX 

July  19,  1971. 

Mr.  P.  C.  KiRKPATRICK, 

Marketing  Manager,  Telecommunications  Headquarters, 
Cheapside  House, 
133  Cheapside, 
London  F.C.2. 

Dear  Mr.  Kirkpatrick:  This  is  in  response  to  your  letter  of  May  20,  1971 
concerning  our  experience  with  Nippon  Electric  Company's  NA4-09  PBX.  To 
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date,  aliout  100  NA4-09  systems  have  been  purchased  and  placed  in  service  by- 
five  of  the  Bell  System  Operating  Companies.  Another  100  are  on  order,  and 
scheduled  for  later  1971  delivery.  Overall,  our  experience  with  the  system,  in 
terms  of  its  operation,  reliability  and  service,  has  been  good.  Its  trouble  rate  is 
comparable  with  our  existing  crossbar,  electromechanical  systems.  The  time  to 
clear  troubles  has  been  higher  than  average,  but  we  expect  that  this  would  im- 
pruve  as  our  maintenance  people  become  more  familiar  with  the  system, 

******* 

Quite  frankly,  the  appeal  of  the  NA4-09  has  been  due  to  the  absence  of  an 
equally  attractive  Western  Electric  product.  We  have  recently  completed  devel- 
opment and  are  now  manufacturing  a  new  electromechanical  PBX  which  is  in 
the  NA4-09's  line  range,  with  station  and  attendant  features  and  tralfic  capa- 
bilities not  available  with  the  NA4-09.  As  production  levels  for  this  new  sys- 
tem increase,  we  expect  that  new  purchases  of  NA4-09's  will  decrease  sharply 
uver  tlie  next  year  or  so. 
Sincerely, 

C.  R.  William  SON/ WS. 


Exhibit  6. — Summaries  of  A.T.  d  T.  Customer  Products  Council  and  Executive 
Policy  Committee  Meetings 

Customer  Pkoducts  Council  Meeting  or  November  5,  1970 

I  ATTENDING 

Council  Members 

G.  Accettura— WE  Co.  C.  H.  Elmendorf— AT&T 

.T.  A.  Baird — BTL  R.  W.  Hendrickson — WE  Co. 


R.  T.  Dugan— AT&T 


Coordinating  Committee 


W.  M.  Bacon— BTL  D.  H.  Erickson— AT&T 

C.  L.  Coyne— WE  Co.  T.  E.  Lyday— AT&T 

Visitors 

C.  E.  Hugel— N.J.  Bell  R.  M.  Kemi>— AT&T 
R.  P.  Reuss— 111.  Bell  R.  D.  Williams— BTL 
A.  A'.  Smith — PNB  W.  Schiavoni — AT&T 

D.  II.  Walston— WE  Co.  E.  C.  Dentschle — WE  Co. 
A.  E.  Spencer— BTL  W.  .1.  Rinkor— AT&T 

.1.  W.  Schaefer— BTL  J.  B.  O'Boyle— AT&T 

Competition  and  Rates 

Mr.  R.  M.  Kemp,  Market  and  Service  Plans,  explained  that  almost  10%  of 
PBX  in-moves  now  involve  direct  competition,  and  we  are  currently  losing 
over  60%  of  these  competition  cases.  About  half  of  these  losses  are  in  the  terri- 
tories of  the  Pacific,  New  York,  and  Pacific  Northwest  Companies.  At  the  end 
of  1970,  we  will  have  lost  approximately  500  systems;  nearly  30%  of  these  are 
in  the  hotel-motel  market. 

Mr.  Kemp  stressed  that  an  improved  customer  switching  plan  is  needed  to 
respond  to  expressed  customer  needs,  to  meet  competition,  to  reflect  actual  in- 
vestment and  improve  profitability,  and  to  accommodate  immediate  changes 
and  future  innovations. 

Some  charts  were  shown  comparing  per-line  investment  for  various  Bell  and 
Non-Bell  PBX  systems  to  the  investment  supported  by  the  current  series  100 
and  series  300  rates  being  used  in  the  Companies. 

The  following  plans  were  outlined  : 

Short  term — continue  packaging  concept — it  has  field  support,  get  series  100 
filed  (only  18  states  now  have  it)  80.5A  and  any  other  low  cost  vehicle  will 
help :  existing  hardware  prices  must  l>e  adjusted,  restructure  present  series  200 
and  300  packages,  offer  features  individually  or  at  lower  package  rate;  offer 
more  package  flexibility,  develop  a  DID/AIOD  PBX  offering. 
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Long  xcrm — continue  effort  to  reduce  cost  of  electronic  PBX's,  (need  the 
flexibility) — develop  low-cost  capabilities  to  offer:  all  features  as  individual  op- 
tions to  series  100 ;  all  features  optionally  on  "per  station"  basis :  modular 
growth,  develop  pricing  options,  front  end  loading ;  lower  rate  after  '"X" 
years ;  separate  maintenance  visit  charges,  introduce  usage  oriented  service. 

Executive  Policy  Committee  Meeting  of  October  4,  1971 

Present :  Messrs.  Rowes,  Lilley,  Lindholm,  Moulton,  Owens,  von  Auw 

Absent :  Mr.  deButts 

Guests :  Messrs.  Bossack,  McKay,  Dugan,  Boettinger,  Hohmann,  Byers 

With  a  view  of  eliciting  guidance  in  the  further  implementation  of  Bell  Sys- 
tem interconnection  policy.  Messrs.  Dugan  and  Hohmann  outlined  the  criteria 
that  have  governed  the  development  of  Bell  System  connecting  arrangements 
thus  far  and  outlined  the  current  outlook  for  certification  of  customer-owned 
PBXs. 

Among  the  matter  on  which  policy  direction  was  sought  were :  the  applica- 
bility of  current  interconnection  criteria  to  all  classes  of  service  (including 
residential)  ;  the  dilemma  passed  by  the  high  revenue  requirements  for  con- 
necting arrangements  in  the  light  of  our  stated  policy  of  imposing  no  economic 
barrier  to  market  entry  ;  the  pace  of  further  movement  toward  interconnection 
liberalization ;  and  Bell  System  objectives  with  respect  to  certification  of  cus- 
tomer-owned terminal  equipment. 

Pending  further  discussion  of  these  matters,  a  number  of  the  Committee's 
members  expressed  the  view  that  extension  of  interconnection  liberalization  to 
the  residence  market  needs  to  be  approached  with  extreme  caution.  While  the 
Committee  recognized  the  plausibility  of  the  assertion  that  the  solution  of  the 
complex  interconnection  problems  associated  with  PBXs  removes  any  rationale 
for  denying  interconnection  in  simpler  situations  (viz — residence  stations),  it 
nonetheless  remained  of  the  view  that  opening  up  the  prospect  of  widespread 
neglect  of  maintenance  considerations — might  well  present  a  more  serious  risk 
of  service  deterioration  and  a  greater  hazard  to  network  performance  than 
does  the  business  market. 

Customer  Products  Council  Meeting  of  November  IS,  1971 

attending 

Vifiitors 

Council  Members 


O.  Accettura— WE  Co. 
J.  A.  Baird— BTL 


R.  T.  Dugan— AT&T 

C.  R.  Williamson— AT&T 


N.  A.  Adams— AT&T 
W.  M.  Bacon— BTL 
D.  H.  Erickson— AT&T 


Coordinating  Coinniittee 


J.  J.  Pappas— WE  Co. 
D.  H.  Walston— WE  Co. 
N.  E.  Yogt- AT&T 


Visitors 


•T.  P.  Burke— AT&T 

S.  R.  Collis— AT&T 

O.  M.  Fisher— BTL 

P.  C.  Henne— AT&T 

M.   G.  Killoch— AT&T 

F.  C.  Knight— AT&T 

The  following  items  were  discussed 


T.  L.  Powers— BTL 
J.  W.  Schaefer— BTL 
L.  L.  Singer— BTL 
A.  E.  Spencer— BTL 
R.  E.  White— AT&T 


Netv?ork  Access  Pricinc/ 

Mr.  Dugan  outlined  the  concept  of  Network  Access  Pricing  as  it  has  been 
proposed  to  the  Executive  Policy  Committee,  the  Cabinet  and  the  oi)erating 
Company  Presidents. 
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The  plan  was  described  as  a  three  phase  operation :  Phase  I — "Unbundling" ; 
Segregate  tariffs  into  line  and  station  components ;  No  change  in  charge  to  cus- 
tomers 

Phase  II Price  and  Procedural  Adjustments :  Make  station  equipment  rates 

compensatory  ;  Raise  access  line  rates. 

Phase  III — Certification  and  Open  competition. 

Mr.  Dugan  emphasized  that  the  Presidents  authorized  complete  NAP  plan- 
ning, but  did  not  authorize  any  tariff  filing  without  prior  review  by  the  EPC. 

Tariff  Review  Committee  Meeting  on  Ferruary  23,  1972 

Those  in  attendance  were :  Messrs :  Owens,  Moulton,  Bonsack,  Emerson,  Col- 
lis,  Greber,  von  Auw,  Garlinghouse,  Elmendorf,  Howett,  Byers,  Burke,  Cohen, 
Garflnkel,  Embry.  LeVan. 

The  first  subject  concerned  four  questions  pertaining  to  certification  of  cus- 
tomer-provided equipment.  The  leader  for  the  discussion  was  Mr.  Dave  Byers 
of  Federal  Relations.  Four  basic  questions  were  considered  and  the  answer  to 
each  of  tliem  was  NO.  The  questions  were :  Should  Bell  voluntarily  modify  its 
tariffs  to  incorporate  standards  and  certification  procedures  in  lieu  of  continu- 
ing to  insist  on  a  formal  rule  making  proceeding  if  certification  can  be  imple- 
mented? Should  the  Bell  System  undertake  the  installation  of  customer-pro- 
vided equipment  if  a  certification  program  is  adopted?  If  certification  is 
adopted  will  Bell  perform  the  installation,  inspection  and  the  periodic  mainte- 
nance inspection?  Should  the  Bell  System  (Bell  Labs)  perform  the  "certifica- 
tion" functions  for  customer-provided  equipment  rather  than  insist  on  an  inde- 
pendent laboratory  for  certification? 

Executive  Policy  Committee  Meeting  of  June  23,  1972 

Present :  Messrs.  deButts,  Lilley,  Lindholm,  Moulton,  von  Anw 

Also :  Messrs.  Bonsack,  Boettinger,  Dugan.  Ehrlich,  Tunstall,  L.  N.  Wilson 

Mr.  L.  N.  Wilson  of  the  Market  and  Service  Plans  Department  presented  a 
'•decision  tree"'  designed  to  elucidate  the  alternate  courses  the  Bell  System 
might  pursue  with  respect  to  interconnection  of  customer-owned  terminal 
equipment  (see  AvA  files).  More  particularly,  Mr.  Wilson's  presentation  fo- 
cussed  on  the  potential  consequences  of  acceding  to — or  indeed  embracing — 
"certification"  vs  maintaining  current  prohibitions  against  interconnection  in 
the  absence  of  a  telephone  company-provided  connecting  arrangement. 

Mr.  deButts  counselled  against  accepting  the  "inevitability"  of  certification, 
pointing  out  that  the  only  supportable  criterion  of  decision  on  this  matter  is 
the  long  run  interest  of  the  general  body  of  Bell  System  customers.  In  his 
view  the  customer's  interest  would  be  best  served  by  whatever  course  of  action 
would  most  effectively  maintain  the  principle  of  end-to-end  responsibility  for 
service. 

Executive  Policy  Committee  Meeting  of  November  9,  1972 

Present :  Messrs.  deButts,  Lilley,  Lindholm.  Owens,  von  Auw. 
Also :  Messrs.  Betteridge,  Dugan,  Sullivan,  Bartlett,  White. 

2.  Mr.  Dugan  and  Mr.  Sullivan  reviewed  the  progress  of  Network  Access 
Pricing  plans  and  the  schedule  for  their  completion.  Mar.  Bartlett  (Comptrol- 
lers) outlined  the  principles  underlying  the  development  of  the  Functional  Ac- 
counting necessary  to  Network  Access  Pricing  and  the  status  of  the  very  con- 
siderable effort  required  for  the  development  of  such  a  system.  A  number  of 
the  Committee's  members  observed  that,  even  in  the  absence  of  a  requirement 
for  Network  Access  Pricing,  Functional  Accounting  is  urgently  needed  to  pro- 
vide the  companies  readier  information  than  current  ad  hoc  studies  provide 
with  respect  to  the  cost  and  profitability  of  their  products  and  services.  It  was 
also  ol)served  that  Functional  Accounting  will  provide  a  basis  for  the  develop- 
ment of  formalized  cost  reduction  programs  and  employee  incentive  programs 
that  might  afford  significant  capital  and  expense  savings.  Taken  together,  these 
considerations  warrant  an  examination  of  the  degree  to  which  the  development 
of  Functional  Accounting  can  be  expedited  and  at  what  cost. 
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Executive  Policy  Committee  Meeting  on  Apeil  6,  1973 
stipulation  op  facts  regarding  establishment  of  at&t  study  group 

I.  Following  extended  discussion  and  on  the  premise  that  retaining  a  manu- 
facturing function  is  essential  to  the  Bell  System's  ability  to  meet  the  public's 
interest  in  high  quality  telephone  service  at  reasonable  cost,  the  Executive 
Policy  Committee*  agreed  on  April  6, 1973,  to  establish  a  study  group  to 

Assure  development  of  the  most  effective  rationale  (with  supporting  evi- 
dence) for  maintaining  the  present  relationship  of  the  Western  Electric  Com- 
pany to  AT&T,  Bell  Laboratories  and  the  operating  companies. 

Undertake  an  objective  stiidy  of  the  degree  to  which  opportunities  for  other 
manufacturers  to  participate  in  supplying  the  Bell  System  might  be  expanded, 
together  with  an  appraisal  of  the  cost  and  service  consequence  of  doing  so. 

Examine  the  means  by  which,  in  the  event  that  competition  in  the  supply  of 
telephone  equipment  should  be  formally  decreed,  the  Bell  System  might  imple- 
ment such  a  system  with  the  least  adverse  effect  on  customer  service  and  the 
health  of  the  business. 

Recommend  what  course  of  action  with  respect  to  facilities  procurement  will 
best  assure  the  Bell  System's  ability  to  fulfill  its  responsibilities  to  the  public. 

II.  In  connection  with  the  above,  the  following  statement  appeared  in  AT&T 
Management  Report  of  November  1,  1973  : 

"Walter  B.  Kelley,  vice  president-operations  of  Long  Lines,  will  organize  and 
direct  a  study  of  the  organization  structure  and  methods  currently  used  for 
the  centralized  procurement  of  telecommunications  products  for  the  associated 
Bell  companies. 

''He  will  recommend  whatever  changes,  if  any.  will  best  assure  that  the  Bell 
System's  service  and  cost  responsibilities  continue  to  be  fully  and  objectively 
met. 

"The  study  will  be  made  for  F.  Mark  Garlinghouse,  AT&T  vice  president 
and  general  counsel,  to  provide  data  for  his  evaluation  of  what  method  and 
structure  will  best  assure  the  Bell  System's  continuing  compliance  with  anti- 
trust laws  in  respect  to  the  procurement  of  equipment  by  Bell  System  compa- 
nies. 

'Kelley  will  report  to  AT&T  Vice  Chairman  William  L.  Lindholm." 

III.  The  study  for  AT&T's  vice  president  and  general  counsel  has  not  been 
completed. 

Exhibit  7. — 'Neiv  Jersey  Bell  Memo  Re  Package  Rates  for  Key  Telephone 

Service 

Memorandum 
Subject :  Negotiation  Guidelines. 

I.  Package  Rate  Introduction — Less  Than  Package  Features 

On  the  effective  date,  customers  will  be  billed  the  new  "package  rates"  for 
Key  Telephone  Service,  but  in  fact  may  not  have  all  of  the  features  which  are 
included  in  the  monthly  package  rate. 

The  following  conditions  may  then  be  encountered. 

A.  Customer  is  billed  the  illuminated  line  charge  (LNB)  at  $3.00  per  line, 
but:— 

1.  Lines  are  not  equipped  for  wink  holding  operation. 

2.  Lines  are  not  equipped  for  line  holding  operation. 

3.  Lines  are  equipped  for  busy  line  or  incoming  intermittent  or  continu- 
ous line  operation  only,  but  not  both. 

4.  Six  button  stations  are  not  equipped  with  lamps. 

5.  Six  button  stations  are  not  equipped  with  holding  button. 

6.  Stations  do  not  have  six  button  sets,  but  rates  for  six  button  seta 
apply. 

B.  Customer  is  billed  nonilluminated  line  charge  (LBW)  at  .50  per  line, 
but:— 

1.  Lines  are  not  equipped  for  line  holding  operation. 

2.  Six  button  sets  are  not  equipped  with  holding  button. 


*  Prespnt  nt  the  April   6.   107.3.  EPC  meetinj?  wore  INfessrs.  deButts,  Lilley,  Lindholm, 
Owens,  Garlinghouse,  von  Auw,  Boettinger,  McMains,  Procknow. 


4203 

C.  Customer  is  billed  a  manual  intercom  charge  (NJC)  at  .75  per  location 
equipped  for  manual  intercom  service  and/or  local  signaling,  but : — 

1.  System  does  not  have  a  manual  intercom  line — signals  only. 

2.  Signals  and/or  buzzers  are  missing  or  inadequate  at  some  locations 
where  charge  applies. 

3.  Some  locations  do  not  pick-up  manual  intercom  line — but  six  button 
set  charge  is  being  billed. 

RECOMMENDED  NEGOTIATION  PROCEDURE 

On  and  after  the  effective  date  of  the  change  to  "package  rates",  negotiators 
should  be  guided  by  the  following. 

1.  AVhen  any  customer  request  is  received  for  the  addition  to,  move,  change, 
or  disconnection  of  existing  key  stations : — the  negotiations,  quotation  of 
charges,  and  issuance  of  orders  should  be  confined  to  the  customer  request. 
The  negotiator  sliould  not  initiate  discussion  of  the  "package  rates",  the  fea- 
tures included  in  the  rate,  nor  offer  to  add  missing  features. 

2.  Customer  requests  for  an  explanation  of  the  ''package  rates"  and/or  fea- 
tures included  should  he  confined  to  the  package  rates  and  features  applicable 
to  tliat  customer's  existing  key  system.  Do  not  stimulate  changes. 

If  such  explanations  result  in  a  customer  request  for  addition  of  missing 
features — the  established  nonrecurring  charge  for  such  work  should  be  quoted 
and  added  to  the  KS  order  for  other  work  or  a  KS  order  issued  for  such  addi- 
tions if  the  only  work  being  done. 

3.  Company-initiated  contacts — particularly  those  involving  outside  consultant 
or  competitive  situations  should  include  an  explanation  of  the  "package  rates", 
the  features  included,  and  a  recommendation  to  add  missing  features  or  other 
changes  based  upon  drvcloped  need.  Established  nonrecurring  charges  will 
apply.  KS  orders  should  include  the  additions  or  changes  agreed  upon. 

4.  For  all  new  key  systems  negotiated  on  new  connects  or  "T''  orders — the 
"package  rates",  features  included,  and  options  must  he  explained. 

All  features  availal)le  imder  the  "package  rates''  should  be  provided  and  ex- 
ceptions avoided. 

The  preceding  guide  lines  have  also  been  given  to  Plant  Installation  and 
Repair  Forces. 


Exhibit  8. — A.T.  d  T.  Memos  Re  Purchase  of  PBX's  of  Other  Than  Western 

Electric  Manufacture 

American  Telephone  &  Telegraph  Co., 

March  11,  1910. 
To  :  Operating  Vice  Presidents. 
From :  Assistant  Vice  President — Engineering  A. 

At  the  recent  Operating  Vice  Presidents'  Conference,  I  discussed  our  plans 
for  a  family  of  Bell  System  designed  electronic  dial  PBX  systems,  and  also  in- 
dicated that  I  would  be  sending  you  some  material  with  respect  to  PBX's  of 
other  than  "Western  Ele*  trie  manufacture. 

A  number  of  th.e  Operating  Companies  have  expressed  interest  in  the  use  of 
non-Bell  PBX's  to  meet  service  commitments.  Attached  for  your  information  is 
a  letter  describing  the  arrangements  which  have  lieen  made  whereby  Western 
Electric  will  purchase  PBX's  of  other  than  their  manufacture  for  the  Operat- 
ing Companies  when  requested  to  do  so.  Also  covered  is  service  feature  and  ca- 
pacity information  for  non-Bell  PBX's  for  which  information  is  available. 

C.  R.  Williamson. 

American  Telephone  &  Telegraph  Co., 

New  York,  N.Y.,  March  SO,  1910. 
Subject :  Purchase  of  Non-Bell  PBX's. 
To  :  Engineering  Staff  Heads. 

From  :  Engineering  Director— Customer  Telephone  Systems. 

Synopsis :  Transmits  service  feature   and  capacity   information   on   PBX's   of 

other  than  Western  Electric  manufacture  and  describes  arrangements  for 

Western  to  purchase  for  the  Operating  Companies. 

At  the  Chief  Engineers'  Conference  in  November,  1969,  and  the  Operating 

Vice  Presidents'  Conference  in  February,  1970,  plans  for  a  family  of  Bell  Sys- 
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tern  designed  electronic  dial  PBX  systems  were  discussed.  The  SOOA  and  101 
ESS  are  currently  available  and  both  the  805A  and  810A  will  be  in  production 
in  the  1971-1972  period.  In  addition,  a  new  200  to  300  line  system,  called  the 
801A.  is  under  study  with  expected  availability  in  1971. 

It  is  our  understanding  that  a  number  of  the  Operating  Companies  are  in- 
terested in  non-Bell  PBX  systems  to  meet  service  commitments.  In  this  connec- 
tion, arrangements  have  been  made  for  Western  Electric  Company  to  purchase 
PBX's  of  other  than  Western  manufacture  for  the  Operating  Companies  when 
requested  to  do  so. 

Among  the  many  factors  to  be  considered  regarding  the  use  of  non-Bell 
PBXs  are : 

Traffic  capacity  of  trunks,  switching  network,  common  control,  etc.,  at 
quoted  line  sizes. 

Adequate  and  continuing  documentation. 

Equipment  reliability. 

Transmission  performance. 

Growth  and  feature  flexibility. 

Training  for  installation  and  maintenance  forces. 

Operation  and  administration. 
The  attachment  to  this  letter  contains  service  features,  line  and  trunk  capac- 
ities and  physical  size  data  for  non-Bell  PBX's  for  which  information  is  avail- 
able. The  data  has  been  obtained  basically  from  manufacturers'  sales  literature 
and  we  do  not  represent  with  certainty  that  all  fignires  are  accurate.  We  in- 
tend to  distribute  this  information  in  a  loose-leaf  binder,  in  the  near  future 
and  to  insure  distribution  conrtol,  these  will  be  mimbered.  The  information 
will  be  kept  up  to  date. 

It  will  also  be  distributed  by  the  Western  Eelectric  Company  to  Service 
Manager's  organizations  at  Service  and  Regional  Centers.  The  Western  Elec- 
tric Company  Customer  Service  Organization  at  Service  or  Regional  Centers 
will  provide  additional  information  such  as  price,  availability,  and  detailed 
technical  data,  on  request. 

The  Western  Electric  Company  is  prepared  to  purchase  non-Bell  PBX  equip- 
ment on  a  Telephone  Company  Engineered  basis  if  requested  by  the  Operating 
Company  in  accordance  with  standard  procedures  applying  to  commercial  prod- 
ucts. When  the  Operating  Company  places  a  TCE  order  on  Western,  the  Pur- 
chasing Organization  will  contact  the  non-Bell  manufacturer  to  negotiate  F.O.B. 
terms  and  other  conditions.  Provision  for  spare  parts,  repair,  installation, 
maintenance  and  service,  etc..  can  also  be  included  in  the  negotiations.  The 
Pricing  Organization  will  furnish  prices. 

If  you  have  any  questions  or  comments,  Matt  Pungerchar  on  212  893-8138 
will  be  available  to  discuss  them  witli  you.  In  addition,  would  you  please,  at 
your  earliest  convenience,  advise  him  of  the  number  of  permanent  binders  you 
wish  and  the  address  of  your  distribution  point. 

This  letter  is  also  being  sent  by  Mr.  C.  R.  Williamson  to  a  special  mailing 
list. 

W.  SCHIAVONIE, 

Engineering  Director. 

Exhibit  9. — Correspondence  Between  Illinois  Bell  and  Barbara  Hirsch  Re  Al- 
leged Harassment  After  Obtaining  Interconnect  Equipment 

Chicago,  III.,  July  11,  197^. 
Certified  Mail-Return  Receipt  Recpiested 
Mr.  Thomas  R.  Phillips, 
Illinois  Bell  Telephone  Co. 
Chi<;af/o,  III. 

Dear  Me.  Phillips  :  It  is  clearly  Illinois  Bell  Telephone  Company's  intention 
to  harass  me  for  my  representation  of  Private  Tele-Communications,  Inc.  as  its 
lawyer  in  the  Illinois  Commerce  Commission,  Federal  Communications  Com- 
mission, other  government  agencies  and  in  the  Circuit  Court  of  Cook  County, 
Illinois  and  further  because  I  have  obtained  interconnected  equipment  from 
my  client.  Private  Tele-Communications,  Inc.  in  my  office.  It  is  clearly  your  in- 
tention to  interfere  with  my  practice  of  law  and  to  cause  me  serious  monetary 
injury. 
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I  have  learned  that  directory  assistance  was  not  advising  people  of  my  office 
telephone  number.  I  immediately  verified  this  personally  by  calling  "informa- 
tion" and  learning  that  "information"  was  not  listing  my  office  telephone  num- 
ber. I  then  immediately  contacted  the  supervisors  at  Illinois  Bell  Telephone 
Company  and  attorney,  Thomas  Phillips,  for  Illinois  Bell  Telephone  Company 
and  was'  assured  that  the  matter  was  corrected.  Today  I  telephoned  "informa- 
tion" again  and  again  my  number  was  not  listed  with  "information"  although 
when  I  pursued  the  matter  I  was  told  that  it  was  "a  new  listing."  My  number 
was  given  only  after  fully  identifying  "Barbara  B.  Hirsch,  attorney,  at  208 
South  LaSalle  Street,  Chicago,  Illinois."  It  should  not  be  necessary  for  a  per- 
son calling  directory  assistance  to  know  the  address  of  an  attorney  that  person 
seeks  to  reach  and  to  refuse  to  accept  the  operators  statement  that  there  is  no 
such  listing. 

I  have  now  received  the  Chicago  Telephone  Directory,  1974,  and  I  find  no 
listing  whatever  for  Barbara  B.  Hirscli,  208  South  LaSalle  Street,  lawyer. 
Your  omission  of  my  name  and  address  from  the  telephone  directory  can  only 
be  interpreted  as  an  intentional  effort  to  harass  me  and  punish  me  for  my  rep- 
resentation of  my  client  and  my  obtaining  of  interconnected  equipment. 

I  expect  a  response  to  this  letter  by  July  15,  1974.  I  expect  that  letter  to 
contain  an  appropriate  solution.  I  suggest  that  you  determine  a  means  of  re- 
printing the  telephone  directory  and  immediately  delivering  it  to  subscribers 
wirh  the  inclusion  of  my  name,  profession,  addess  and  telephone  number  or 
your  determining  another  means  to  notify  every  subscriber  of  the  omission.  I 
look  forward  to  your  response. 
Yours  very  truly, 

Barbara  B.  Hirsch. 

IiLLiNois  Bell  Telephone  Co., 

Chicago,  III.,  July  15,  1974- 
Ms.  Barbara  B.  Hirsch, 
Chicago,  III. 

Dear  Ms.  Hirsch  :  Your  letter  dated  July  11,  1974,  contains  several  false 
conclusions.  Because  you  gave  your  letter  such  wide  distribution,  I  do  the 
same  with  my  response. 

Illinois  Bell  has  not  harassed  or  "punished"  you,  nor  do  we  intend  to  do  so. 
Considering  the  multitude  of  court  and  commission  complaints  you  have  filed 
on  behalf  of  various  clients  against  Illinois  Bell — together  with  other  contacts 
you  and  your  clients  have  had  (for  example,  with  the  Senate  Subcommittee) 
without  affording  Illinois  Bell  the  courtesy  of  notice  or  an  opportunity  to  re- 
spond— I  suggest  it  is  you  who  have  intended  harassment. 

With  respect  to  the  directory  error  your  letter  discusses,  I  acknowledge  your 
calls  to  Illinois  Bell's  business  office  on  June  24  and  to  me  on  June  25  and 
July  10.  Had  you  given  me  an  opportunity  between  your  foul  and  intemperate 
language  and  your  hanging  up  on  me  in  our  telephone  conversation  last  week, 
I  would  have  given  you  the  following  details. 

The  omission  was  an  error  in  directory  compilation.  An  order  was  placed  in 
March  1974,  to  remove  certain  listings  for  the  Chadwell  firm.  Although  you 
were  no  longer  associated  with  that  firm,  the  telephone  records  had  not  been 
changed  accordingly  and  therefore  continued  to  contain  your  name.  Although 
the  proper  correcting  order  for  record  purposes  was  issued,  your  present  list- 
ing was  inadvertently  omitted  when  the  directory  listings  were  removed  in 
March.  The  omission  remained  until  your  June  24  call  to  Illinois  Bell's  busi- 
ness office. 

Immediately  after  that  call,  our  Directory  Assistance  records  were  revised. 
Your  name  was  added  to  the  Daily  Addendum  section  on  June  25.  Your  name 
was  incorporated  in  tlie  "H"  alphabetical  section  when  that  section  was  totally 
reprinted  in  the  normal  course  of  business  about  two  weeks  later. 

As  of  June  24,  the  date  of  your  first  call,  the  first  directory  press  run  of  the 
1974  Chicago  Alphabetical  Directory  was  already  being  distributed.  When,  as  a 
result  of  your  call,  Illinois  Bell  called  the  error  to  the  printer's  attention,  the 
page  was  reset.  Subsequent  press  runs  will  contain  your  listing;  I  will  see 
that  you  get  a  copy  shortly. 

I  hope,  Ms.  Hirsch,  that  you  will  be  fair  enough  to  withdraw  the  untrue 
charges  of  harassment  whicli  you  have  so  widely  distributed. 
Very  truly  yours, 

Thomas  R.  Phillips. 
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Illinois  Bell  Telephone  Co., 

Chicago,  III.,  July  19,  1974. 
Ms.  Barbara  B.  Hirsch, 
Chkciffo,  III. 

Dear  Ms.  Hirsch  :  Delivered  with  this  letter  is  a  copy  of  the  1974  Chicago 
Alphabetical  Telephone  Directory  bearing  yonr  listing. 

It  is  my  understanding  that  distribution  of  the  second  press  run  of  this  book 
began  earlier  this  week. 
Very  truly  yours, 

Thomas  R.  Phillips. 


Exhibit  10. — Soutliern  Neiv  England  Telephone  Co.  Publication  Be  Competitive 

Threat  of  PABX's 

April  15,  1971. 
Competition  :  The  Name  of  the  Game 

by  john  white 

SNET  faces  four  forms  of  competition:  (1)  vendors  of  communications  sys- 
tems which  do  not  connect  with  our  network,  (2)  consultants  who  operate  on 
a  cost-cutting  basis,  (3)  companies  selling  equipment  or  services  which  connect 
directly  with  our  network,  and  (4)  companies  attempting  to  build  alternate 
networks. 

The  first  type  of  competition  is  not  much  of  a  problem.  The  second  was  once 
the  major  competitive  threat  to  our  business,  but  its  now  quite  minor.  The 
third  type  poses  a  major  challenge.  Now  that  private  companies  can  intercon- 
nect with  the  Bell  System  network,  the  sale  of  rival  terminal  equipment  sucii 
as  customer-owned  PABX's  will  increase  quickly.  (PBX  stands  for  private 
branch  exchange  and  applies  only  to  Bell  System-manufactured  eqiiipment. 
Competitor  equipment  is  referred  to  as  PABX.)  Alternate  networks,  which 
could  possibly  interconnect  with  our  network,  are  not  yet  a  threat  in  Connecti- 
cut, but  are  just  below  the  horizon, 

THE  MAJOR  CHALLENGE 

Rival  PABX's  are  now  our  major  competitive  concern.  According  to  Abbott 
Davis,  vice  president-marketing.  "In  the  last  year  and  a  half,  the  competitive 
activity  we've  seen  has  shifted  heavily  in  types  of  sales.  Before,  one  out  of 
three  of  our  competitors'  sales  was  a  PABX.  Now,  three  out  of  four  are 
PABX's.  That's  because  we're  dealing  with  larger,  more  sophisticated  competi- 
tors. Their  salesmen  are  smart — many  of  them  were  Bell  System  trained. 
They're  good  salesmen  who  provide  quality  service,  and  they're  marketing  for 
reputable  firms  like  IT&T,  Stromberg-Carlson,  Norelco  and  Ericsson  of  Swe- 
den." 

Davis  observes  further  that  a  real  threat,  competitively  speaking,  comes 
from  a  host  of  Japanese  equipment  manufacturers  such  as  Hitachi,  Fujitsu, 
Meisei  and  Nippon,  who  market  and  distrilmte  through  U.S.  firms.  Their 
PABX  systems  tend  to  be  inexpensive,  compact,  attractive,  reliable  and  techno- 
logically advanced.  Moreover,  these  companies  provide  excellent  technical 
backup  and  modification  capability.  The  .Japanese  have  made  great  inroads  in 
the  hotel-motel  and  retail  markets  across  the  country. 

"But  right  now,"  says  Davis,  "IT&T  is  our  major  competitor.  Their  inter- 
connection headquarters  is  in  Hartford.  Being  a  large  company,  IT&T  is  offer- 
ing an  array  of  attractive  PABX  equipment.  Besides  the  TE400,  an  electronic 
PABX,  the  IT&T  folks  have  introduced  the  Pentomat  family  of  Spanish-made 
crossbar  PABX's  which  have  capacities  that  range  from  40  to  9.000  lines.  The 
Pentomat  600  is  an  especially  competitive  offering  since  it  blends  desirable 
PABX  features  with  a  sellable  price  or  leasing  option." 

NETWORK  COMPETITION — THE  FOURTH  FORM 

There  are  now  more  than  1700  applications  before  the  Federal  Communica- 
tions Commission  requesting  entry  into  the  microwave  common  carrier  field.  A 
typical  entry  is  for  a  franchise  to  operate  a  public  microwave  route  between 
two  or  more  large  cities,  with  connecting  facilities  between  the  microwave  ter- 
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minals  and  subscriber  locations  provided  by  the  local  telephone  company.  No 
Connecticut-based  company  has  any  siich  application,  but  Microwave  Communi- 
cations, Inc.  (MCI)  has  applied  for  a  Boston/New  York  route  coming  through 
the  center  of  the  state  via  Hartford,  New  Haven  and  Stamford. 

"Think  of  the  business  that  exists  along  that  route,"  says  Bob  Little,  general 
marketing  supervisor.  "This  is  the  'pipeline'  where  most  of  our  volume  users 
are  located.  Our  rates  for  intercity  services  are  based  on  a  rate  concept  of  cost 
averaging.  "When  a  competitor  is  allowed  to  skim  off  the  volume  traffic  from 
heavy  routes,  the  rate  structure  becomes  unbalanced.  To  compete  fairly,  we 
might  have  to  go  to  individual  route  pricing." 

EEGULATED  VS.  FEEE  COMPETITION 

At  present,  competitors  are  almost  completely  free  from  FCC  regiilation — 
quite  the  opposite  of  the  Bell  System's  position.  Bell  System  prices  are  fixed 
by  regulation,  but  a  competitor  may  deliberately  sell  at  a  loss,  just  to  get  into 
a  market.  Should  the  Bell  System  be  regulated  in  areas  where  it  competes 
while  its  competitors  do  business  without  regulation? 

And  in  the  matter  of  microwave  transmission,  should  the  business  be  open  to 
all  comers?  If  not,  should  it  be  limited  to  a  specific  number?  If  so,  how  many? 
Further,  what  should  be  their  qualifications  in  terms  of  capital,  personnel, 
equipment  and  ability  to  serve? 

"It's  possible  that  some  regulatory  decisions  would  force  the  Bell  System 
into  an  uncompetitive  position,"  says  Davis.  "If  competition  is  going  to  be  reg- 
ulated, we  ought  to  compete  on  the  same  terms  as  our  competitors.  Regulations 
have  got  to  apply  equally  to  all.  Otherwise  it's  not  competition." 

MEETING  THE  CHALLENGE 

During  the  past  year  and  a  half,  marketing  has  geared  up  to  meet  competi- 
tion. It  has  established  a  competition  group  to  track  and  analyze  all  cases  of 
competition  and  proposals  by  other  companies.  It  has  put  all  salesmen  through 
a  course  in  meeting  competition.  A  third  step  has  been  the  development  of  a 
lease  vs.  buy  financial  analysis  program  for  the  use  of  its  salesmen.  This  pro- 
gram shows  which  proposal — the  competitor's  or  ours — would  give  the  cus- 
tomer the  best  rate  of  return  on  his  investment.  But  it  is  the  individual  sales- 
man's aggressiveness  with  competitors  and  concern  for  customers — the  way  he 
services  his  accounts — which  ultimately  wins  the  bid.  So  far,  marketing  has  a 
success  record  of  92%  for  PBX  competitive  situations. 

But  to  maintain  our  top  position  in  the  market,  everyone — management  and 
non-management  alike — has  to  start  thinking  in  new  ways.  "Marketing  is  a 
function  of  the  whole  business,  especially  our  employees  who  have  contact 
with  customers,"  Davis  points  out.  He  says  that  marketing  is  not  only  a  de- 
partment but  a  process  of  meeting  our  customers'  communications  needs  better 
than  the  competition  can.  "The  marketing  department  handles  certain  aspects 
of  marketing,  but  not  all.  For  example,  we  don't  set  rates.  The  revenues  de- 
partment does  that.  And  pricing  is  a  critical  ingredient  in  the  marketing  for- 
mula." 

The  engineering  department  has  a  marketing  function  also.  One  problem  of 
marketing  is  to  keep  costs  down,  and  engineering  has  done  a  fine  job  of  that, 
Davis  notes.  Their  evaluation  and  introduction  of  Japanese  switching  equip- 
ment is,  in  his  opinion,  one  of  the  most  significant  marketing  advances  in  the 
last  two  years.  "Putting  the  Nippon  equipment  into  our  product  line  has  re- 
duced our  cost  of  doing  business.  It  has  allowed  us  to  pass  this  on  to  the  cus- 
tomer and  to  offer  more  favorable  service  intervals." 

The  plant  department,  too,  is  involved  in  marketing.  "How  can  we  sell  so- 
phisticated equipment  to  a  customer  if  his  basic  service  is  below  par?"  Davis 
asks.  "Suppose  he  can't  get  dial  tone  or  repair  is  slow  in  responding  to  his  re- 
quest for  service.  Things  like  that  can  send  him  right  into  the  arms  of  a  com- 
petitor." 

LOOKING  AHEAD 

Although  our  PBX  business  will  continue  to  grow,  it  is  probable  that  our 
share  of  the  total  market  will  decline.  When  SNET  was  the  only  one  in  the 
field,  we  had  100%  of  the  market.  But  the  first  sale  by  a  competitor  meant  we 
no  longer  had  100%.  To  be  more  effective  in  meeting  competition,  changes  will 
have  to  be  made.  Little  believes.  The  most  likely  are : 
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Liheralized  tariffs.  "Anything  that  competition  can  provide  we  ought  to  be 
able  to  provide  also.  For  example,  joint  users  who  share  the  service  of  a  single 
PBX  or  private  line  enjoy  certain  economies.  In  Hartford ;  Rensselaer  Poly- 
technic Institute's  branch  and  the  Center  for  the  Environment  and  Man  intend 
to  share  a  single  switcher,  and  we've  filed  a  tariff  in  support  of  this  request." 
The  revenues  department  is  investigating  further  possibilities  for  liberalizing 
tariffs  to  make  the  transition  to  a  buyer's  market. 

Changing  rate  plans.  "Hopefully  we  will  be  competing  armed  with  the  same 
variety  of  price  options  and  terms  of  service  available  from  other  vendors." 

New  products.  "Originally  the  telephone  was  bought  for  its  utility  value,  but 
now  that's  changing.  Decorative  value  is  increasingly  important  to  customers. 
We're  a  $300  million  a  year  company,  but  we  have  only  two  telephones  in  the 
premium  line — the  Princess  and  the  Trimline.  We  have  a  market  trial  of  deco- 
rator sets  coming  up  in  May  in  the  Stamford  area.  This  will  be  an  attempt  to 
broaden  our  residence  product  line." 

NO  TIME  TO  RELAX 

In  spite  of  SNET's  success  in  meeting  competition,  Davis  is  anything  but 
complacent.  "The  year  and  a  half  experience  we've  had  in  competitive  market- 
ing is  only  a  warm-up.  In  a  few  years  we'll  see  some  of  the  finest  and  most 
reputable  businesses  in  the  country  competing  for  a  share  of  the  action.  We're 
committed  to  all  of  our  markets  right  now,  and  we're  doing  a  very  good  job  of 
maintaining  them.  But  if  we  find  it  unprofitable  to  stay  in  a  certain  area  of 
the  communications  business,  then  we  should  ask  ourselves  whether  it  is  in  the 
mutual  interest  of  customers  and  the  company  to  withdraw  from  that  area." 


Exhibit  11. — Letter  From  Southern  Neir  England  Telephone  Co.  and  A.T.  d-  T. 
Re  Purcliase  of  Non-Western  Manufactxire  PBX  Equipment 

The  Southern  New  England  Telephone  Co.. 

Neio  Haven,  Conn.,  January  12,  1912. 
Mr.  S.  E.  Bonsack, 

Vice  President,  American  Telephone  cC-  Telegraph  Co., 
New  YorJc,  N.Y. 

Dear  Sam  :  Your  letter  of  November  11,  1971  to  Mr.  Van  Sinderen,  discussing 
required  action  in  the  PBX  area,  struck  a  very  responsive  chord  in  SNET.  We 
have  been  active,  and  I  believe  successful,  in  competing  aggressively  and  more 
profitably  in  the  business  market.  I  am  therefore  able  to  advise  you  not  only 
of  our  future  objectives  in  this  area  but  also  of  actual  accomplishments. 

Some  three  years  ago  we  foresaw  the  need  to  reshape  our  thinking  in  the 
PBX  area  so  as  to  better  meet  customer  needs,  improve  profitability,  and  meet 
future  competition.  New,  lower  cost  PBX  equipment  was  a  necessity  if  we 
were  to  make  any  real  progress  toward  these  objectives.  Unfortunately,  such 
equipment,  which  also  offered  additional  advantages  such  as  compactness  and 
short  procurement  intervals,  was  not  available  from  the  Western  Electric  Com- 
pany. We  therefore  pursued  other  possibilities  which  culminated  in  our  adop- 
tion of  the  Nippon  Electric  Company  NA4-00  and  NEPAX-100  PBX  equip- 
ment as  prime  serving  vehicles.  (First  installations  were  in  May  1970.) 

Coupled  with  this  action  was  the  filing  of  our  Series  80  tariff.  (Series  80, 
filed  in  May  1970,  is  a  basic  service  offering  similar  to  the  Series  50  which 
was  outlined  in  letter  GL70-12-015  dated  December  1,  1970.)  As  Series  80  is 
based  on  the  less  expensive  NEC  vehicles,  it  is  a  very  competitive  and  yet 
profitable  service.  (The  lower  cost  NEC  vehicles  also,  of  course,  improved  the 
rate  of  return  on  our  Series  200  and  300  offerings. ) 

All  this,  along  with  aggressive  and  innovative  Marketing  action,  has  resulted 
in  a  win-loss  ratio  in  competitive  PBX  eases  of  10  to  1. 

As  regards  the  problem  of  low  line  fills  mentioned  in  your  letter,  we  believe 
the  answer  lies  in  a  properly  structured  tariff.  Our  approach  has  been  to  mod- 
ify our  existing  Series  tariffs  so  that  the  PBX  switching  equipment  is  sup- 
ported by  a  monthly  "common  equipment  charge"  based  on  the  equipment  ac- 
tually installed.  The  per  station  charge  no  longer  contributes  to  supporting  the 
PBX  common  equipment.  We  call  this  "line  banding"  and  introduced  the 
concept  in  our  1971  general  rate  increase  filing.  In  conjunction  with  that  ac- 
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tion  we  also  reviewed  our  Series  200  and  300  tariffs  to  make  any  other  neces- 
sary adjustments  to  insure  a  desirable  rate  of  return. 

The  above  covers  in  broad  terms  what  we  liave  done  to  date.  We  also  recog- 
nize there  is  more  to  do.  Right  now  there  is  an  interdepartmental  team 
working  on  a  plan  to  unbundle  PBX  features  and  to  consider  possible  tariff 
concepts  such  as  "guaranteed  rates"  for  specified  contract  periods.  A  prelimi- 
nary plan  will  be  developed  by  the  end  of  January  1972,  and  we  will  keep 
your  people  advised.  After  this  will  come  a  review  of  economic  and  competi- 
tive considerations  in  providing  business  service  from  the  Central  Office  versixs 
from  equipment  on  the  customer's  premises.  Even  on  completion  of  these  plans 
we  see  no  room  for  complacency.  There  will  be  more  to  do.  The  business  mar- 
ket is  one  of  the  most  challenging  and  dynamic  areas  of  our  business  and  in 
SNET  we  plan  to  keep  it  competitive  and  profitable. 

The  System  took  a  big  step  in  this  direction  with  the  development  of  the 
770A  and  805A  PBX's.  From  what  we've  seen  they're  good  machines  and  ap- 
pear to  be  competitively  prices.  However,  as  I  mentioned  previously,  we  are 
presently  using  NEC  PBX's  which  are  very  similar  to  the  new  Westei-n  Elec- 
tric vehicles  and  we  do  not  anticipate  a  requirement  for  either  the  770A  or 
805A  through  1972.  This  is  based  on  the  following  considerations  : 

1.  The  NA4-09  and  NEPAX-100.  of  which  223  have  been  installed,  are  very 
nicely  meeting  our  needs  at  this  time  for  the  under  400  line  customer. 

2.  The  W.E.  Co.  vehicles  do  not  at  tliis  time  offer  a  significant  advantage  as 
regards  to  features,  maintenance,  operations,  or  cost. 

3.  "Getting  started"  problems  can  generally  be  anticipated  throughout  the  in- 
troductory phase  of  any  new  PBX.  With  no  overriding  "need",  we  would  just 
as  soon  avoid  such  problems. 

4.  The  770A  is  not  now  available  in  the  quantity  required  to  meet  our  cus- 
tomers' needs.  Allocation  of  systems,  especially  Series  300,  will  continue  into 
1972.  SNET  has  maintained  an  excellent  record  over  the  past  two  years  in 
meeting  customers'  I'equests  for  PBX  service.  We  cannot  afford  to  get  into  a 
situation  such  as  experienced  in  1969  when  shortages  of  W.E.  Co.  PBX  equip- 
ment made  it  extremely  difficult  to  meet  our  service  commitments. 

We  will,  of  course,  maintain  a  continuing  interest  in  the  800A  and  especially 
the  770A.  We  will  follow  closely  reports  of  performance,  firm  vehicle  prices  as 
they  are  published,  and  the  actual  availability  of  vehicles  in  all  Series  offer- 
ings. 

My  people  would  be  pleased  to  discuss  any  phase  of  the  PBX  area  in  more 
detail  and  look  forward  to  participating  in  the  tele-conference  whicii  you  are 
planning. 

Sincerely, 

R.  W.  HUEBNER. 


Exhibit  12 — A.T.  d-  T.  Gorre.spondenve  Re  Automaiie  Call  Diverterst 

February  21,  1973. 
Mr.  W.  ScHiAvoNi, 
Engineering  Director, 

Dear  Bill  :  For  some  time  now,  we  have  received  complaints  from  the  Tel- 
co's  regarding  the  lack  of  sufficient  or  inexpensive  toll  restricting  devices.  Con- 
sequently, we  decided  to  determine  the  demand  and  price  sensitivity  of  this 
market.  We  asked  each  of  the  Product  Managers  in  the  Operating  Companies 
to  examine  this  market  and  give  us  a  5-year  forecast  of  their  requirements.  In 
addition,  we  asked  that  they  determine  the  price  sensitivity  of  this  service  and 
outline  other  requirements  such  as  TOUCH-TONE®  and  2-,  3-  or  4-digit  trans- 
lation. 

Attachment  A  is  a  summary  of  their  forecasts  and  Attachment  B  lists  the 
details  of  their  other  requirements,  such  as  TOUCH-TONE  and  3-  or  4-digit 
translation.  At  the  optimum  price  we  can  expect  to  sell  at)out  1000  units  per 
year  which  appears  to  be  sufficient  demand  to  warrant  development  of  such  a 
device.  The  "other  requirements"  point  out  a  need  for  3-  and  4-digit  transla- 
tion and  TOUCH-TONE  capabilities.  Our  recent  market  survey  confirmed  this 
information,  however,  it  lacked  the  details  of  price  elasticity.  It  also  pointed 
out  that  such  a  feature  should  be  provided  on  an  optimal  l)asis  which  will  fit 
into  our  plans  for  the  new  product  line,  should  it  be  designed  to  be  compatible. 

Based   on   these   two   studies,   we   recommend   development   of   this   item   as 
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quickly  as  possible.  We  understand  Mr.  Feiner  at  Holmdel  is  active  in  this 
area,  therefore,  we  forwarded  a  copy  of  the  study  results  to  Bell  Laboratories. 
Yours  truly, 

R.  W.  Kemp, 
for  W.  J.  RiNKOB. 

Attachments. 

May  18, 1973. 
Mr.  A.  Feiner, 

Director,  Ctistomer  Sj/steins  Lahoratory, 
Bell  Teleplione  Laboratories 
Holmdel,  N.J. 

Dear  Me.  Feiner  :  During  the  past  few  years,  the  Operating  Companies  have 
received  a  growing  number  of  requests  for  a  PBX  toll  controller  to  limit  cer- 
tain PBX  stations  from  making  calls  to  specific  toll  and  DDS  numbers.  This 
type  of  restriction  generally  cannot  be  provided  using  our  central  office  ar- 
rangements. As  a  result,  a  number  of  Companies  have  locally  developed  PBX 
calf  controllers  to  meet  this  demand  (refer  to  Mr.  C.  J.  Nickelsen's  letters  to 
Mr.  A.  E.  Spencer  dated  .5-21-72  and  2-14-72). 

In  the  past,  we  have  been  reluctant  to  ask  for  development  in  this  area  be- 
cause of  the  limited  demand  for  this  service  and  the  several  alternate  arrange- 
ments that  are  available.  However  our  Marketing  people  have  confirmed  the 
growing  need  for  this  service  in  a  recent  survey,  copy  attacliod,  and  now  esti- 
mate a  demand  for  about  1000  call  controllers  per  year  for  the  next  five  years. 
As  their  study  shows,  this  demand  is  very  price  sensitive.  They  have  also  in- 
cluded data  on  requirements  for  three  and  four  digit  transition,  trunk  capacity 
and  TOUCH-TONE  application. 

We  concur  with  these  findings  and  recommend  that  you  undertake  studies 
immediately  to  determine  whether  one  or  a  family  of  PBX  call  controllers  can 
be  developed  to  meet  the  price  and  feature  objectives.  In  order  to  expedite  your 
studies,  you  may  wish  to  again  review  the  Pacific  Telephone  design  that  was 
submitted  for  your  analysis.  Their  original  design  was  rotary  dial  only  but 
they  have  recently  modified  it  for  TOUCH-TONE  application  as  well.  Tour  Mr. 
Ralph  Carlson  is  familiar  with  this  development  as  well  as  the  requirements 
developed  l,>y  the  Telco  CUE  Committee. 

We  have  recently  assigned  an  "A"  priority  to  this  item  on  the  "PBX  Gro- 
cery List  of  Developments." 

Please  let  us  know  your  findings  as  soon  as  possible  so  that  we  can  make 
plans  on  our  future  course  of  action. 

Original   signed   by : 

W.    SCHIAVONI. 

Attachment 

cc  :  A.  E.  Spencer 

March  6,  1972. 

Mr.  J.  W.  KiRCHHOFF :  We  would  like  to  get  a  final  clarification  of  the  Bell 
System  Marketing  position  regarding  provision  of  Toll  Restricted  service. 

As  you  know,  various  combinations  of  PBX/CTX  and  CO  equipment  provide 
control  of  toll  calls  on  several  different  bases,  which  include  what  were  for- 
merly called  "restricted"  (from  all  toll  calls)  and  "diverted"  (from  selected 
dial  codes  only)  types  of  service.  These  are  provided  through  various  types  of 
additional  peripheral  equipment  or  reliance  on  particular  signals  from  the 
serving  CO. 

Because  of  this  diversity  of  approaches  and,  in  some  systems,  complete  lack 
of  the  diversion  capability,  we  have  been  requested  to  evaluate  the  feasibility 
of  standardizing  the  toll  diversion  approach  for  all  systems. 

It  appears,  however,  that  at  one  point  in  time  the  "195"  position  was  that 
we  should  not  devote  any  effort  to  the  feature  which  has  the  effect  of  inhibit- 
ing our  revenue  potential.  More  recent  conversations  liave  indicated  that  the 
customer's  need  for  toll  restriction  capability  dictates  that  we  should  provide 
the  feature  in  an  optimum  arrangement,  as  we  normally  strive  to  do  with  any 
offering. 

We  would  appreciate  a  statement  at  this  time  regarding  the  INIarketing  orga- 
nization's position  in  order  that  we  may  decide  whether  a  development  request 
is  in  order. 

C.  J.  NiCKELSEN. 
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Mountain  Beli, 
Denver,  Colo.,  August  2//,  1072. 
Mr.  W.  J.  RiNKOR, 
Marketing  Director, 
American  Telephone  d  Telegraph  Co., 
New  York,  N.Y. 

Dear  Mr.  Rinkor:  Historically,  free  access  to  the  toll  network  from  ex- 
change services  has  been  an  assumed  part  of  the  basic  service.  The  exceptions 
were  PBX  and  Centrex  service,  where  access  to  toll  could  be  restricted  to  an 
attendant. 

In  a  monopolistic  atmosphere,  the  Bell  System  could,  with  impunity,  decree 
that  unlimited  access  to  the  toll  network  was  an  inherent  part  of  basic  service, 
and  refuse  to  provide  any  form  of  toll  restriction.  However,  with  the  advent  of 
interconnection,  two  new  circumstances  have  arisen. 

A.  The  customer  who  elects  to  provide  his  own  terminal  equipment — PBX, 
key  or  station — can  equip  that  service  with  any  form  of  toll  restriction  he 
chooses. 

B.  The  customer  can  purchase  from  other  suppliers  (such  as  Phonetele, 
Inc.)  a  device  to  connect  between  the  exchange  line  and  our  station  equipment 
that  will  divert  or  deny  toll  calls.  This,  of  course,  is  prohibited  for  technical 
reasons  until  such  time  as  an  adequate  connecting  arrangement  can  be  de- 
signed. 

In  addition  to  the  above  two  cases,  which  seem  to  make  it  illogical  to  con- 
tinue refusal  to  provide  such  a  service,  we  feel  the  following  observations  are 
pertinent : 

A.  Mountain  Bell  Engineering  has  designed  a  circuit  that  they  feel  will  pro- 
vide trouble  free  .service  with  any  type  of  exchange  line,  with  or  without 
TOUCH-TONE  (see  attachment). 

B.  Provision  of  this  service  could  enhance  our  competitive  position  in  the 
key  telephone  market. 

C.  Provision  of  such  an  arrangment  could  tend  to  reduce  the  number  of  call 
verifications  requested  by  business  customers. 

D.  It  has  been  suggested  that  our  customers  want  this  service  simply  to  en- 
hance or  eliminate  the  need  for  their  own  internal  administrative  controls. 
This,  of  course,  is  true,  but  so  is  the  provision  of  Centrex  AIOD  and  Special 
Billing  Numbers.  Therefore,  this  should  not  be  an  argument  against  providing 
the  service. 

E.  A  question  has  been  raised  regarding  Flat  Rate  Abuse,  and  the  possibility 
that  station  placement  for  public  access  on  the  customer's  premise  may  be  cre- 
ating part  of  the  problem.  The  possibility  exists,  although  our  policy  has  been 
to  insure  that  stations  were  not  placed  in  such  locations.  However,  with  inter- 
connection, the  customer  can  place  his  stations  anywhere  he  wants. 

Because  of  the  above,  we  are  begiining  to  receive  requests  for  a  similar  serv- 
ice with  our  terminal  equipment.  We  can  find  no  specific  policy  statement  or 
tariff  restriction  prohibiting  such  a  service,  but  realize  that  it  has  System- 
wide  ramifications. 

We  have  discussed  this  matter  with  Messrs.  Fred  Levan,  Armo  Nixon,  Herm 
Goedrich  and  Roger  Fuller  and,  after  a  telephone  discussion  with  Bob  Hess, 
have  determined  that  the  most  eflfeotive  way  to  develop  the  policy  will  be  for 
your  people  to  completely  review  all  of  the  potential  benefits  and  problems ; 
and,  if  you  agree,  formally  establish  the  policy  in  writing.  We  would  appre- 
ciate your  reply  at  the  earliest  possible  date. 

Bill  Corbin,  303  266-7413,  is  familiar  with  this  matter  and  can  answer  any 
questions  you  may  have. 
Yours  very  truly, 

R.  H.  Heath, 
Assistant  Vice  President. 

Attachment. 


Exhibit  13. — A.T.  d  T.  Memo  Re  Future  Monetary  Value  of  PABX  Segment  of 

Interconnect  Industry 

A/2  Market  Speculation  by  I/C  Communications 

I/C  Communications  in  conjunction  with  Specialized  Communications  Serv- 
ices, Inc.,  consulting  firm  located  in  Eastchester,  N.Y.,  presents  these  esti- 
mates, from  1975  to  1980. 


39-887   O  -  74  -  pt.6  -  25 
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ASSUMPTIONS 

1.  A  total  PABX  universe  of  250,000  systems  by  1980. 

2.  The  average  cost  of  a  100-line  system  placed  at  $80,000. 

3.  Interconnection  accounting  for  16%  of  the  universe,  or  39,000  customer- 
owned  units. 

4.  PABXs  of  500-and-over  lines  and  key  systems  registering  the  biggest  gains 
during  a  two-year  period. 

5.  A  market  plateau  by  1975,  with  growth  rates  decreasing. 

6.  A  fairly  static  share  of  the  market  for  interconnected  systems  by  1980. 

7.  The  cumulative  value  of  the  PABX  segment  of  the  interconnect  industry 
approximating  $3  billion  by  1980. 

1971        1972       1973       1974       1975       1976       1977        1978       1979         1980 

Approximate  percent  of  Uni- 
verse  0.8  1.8 

Percent  growth. 110 

Additional  systems 2, 240 

Number  of  systems  Installed..    2,  055  4, 295 

Cumulative  value  (in  millions).  $100  $200 
Value  per  system  (in  thf^u- 

sands).. _ _.        $50  $50 

Number  line  per  system 65  68 

New    business    dollars    (in 

millions) _ $100       $200       $200       $400       $300       $600       $400       $300         $400 
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Exhibit  14. -Pacific  Telephone  Manual  Comparing  Bell  With  Non-Bell 

Equipment 
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PACIFIC  TELEPHONE  NORTHERN  REGION  COMPETITOR  FACT  SHEET 


WHO  THEY  ARE: 

Areata  Communications,  Inc. 
Hdq.  850  Stierlin  Road 
Mountain  View,  California  94040 


YEAR  FORMED:  1970 


BRANCHES:  San  Francisco,  Menio  Park 


BRIEF  DESCRIPTION  OF  BUSINESS: 

Sell,  install,  and  maintain  PBX,  KTS,  and  intercom  systems  nationally.  Wholly  owned  subsidiary 

of  Areata  Matisnal  Company  (Wood  &  Wood  Products)  with  resources  of  over  $200  million.  x 


WHAT  THEY  SELL: 


PBX 

KTS 

OTHER 

Ericsson  AKD  741 

Areata  Custom  Key  10-30 

Intercoms: 

Ericsson  ARD  561 

(Tie/Nltsuko) 

Ericsson  CP  100 

Voycall 

Voycall 

Nippon  NEPAX 100 

Centrum 

Nippon  N A  4-09 

Ringmaster 

Nippon  NA  120 

OKI  AC  120 

OKI  AC  150 

OKI  AC  220 

OKI  AC  250 

Automatic  Electric  AE  40 

Automatic  Electric  AE80 

WHAT  MOST  PROPOSALS  CONTAIN: 
FINANCE  OPTIONS: 

Cash  Purchase 

Lease 

Lease/Purchase  Option  5,  7, 10  years. 

(Option  usually  10  %  of  Installed  equipment 

costs  at  10  years.) 

A  computerized  analysis  is  often  included  In 

the  proposal  and  usually  adds  a  3-5  %  rate 

increase  per  year  to  our  figures.     Personal 

property  taxes  may  or  may  not  l)e  mentioned. 


MAINTENANCE/OTHER: 

Warranty:  1 2  mos.  (parts  &labor) 
Maintenance  contract  cost  per  month  $1.00- 
$1.50  per  system  capacity,  escaiiating  ap- 
proximately 5  %  year. 

Per  call  basis  is  about  $28  per  hr.  and  may 
not  include  travel  or  parts. 
Negligence  and  tampering  are  usually  excep- 
ted on  contracts. 

Insurance  sometimes  included  with  the  mairv 
tenance  contract. 


OTHER  COMMENTS: 

Areata  has  branches  in  over  24  cities  and  subsidiaries  that  include  Areata  Leasing,  Continental 
Communications  Construction  and  Telephone  Plant  Construction,  (Tampa,  Florida),  and  Jackson 
Communications  (Brookville,  Ohio). 

.Voycafl  (Oakland,  Calif.),  a  manufacturer  of  Intercom  and  KTS  systems  has  been  purchased  by 
ATcata  Communications.  Future  expansion  of  equipment  is  planned. 


LABOR 

EQUIPMENT 

TOTAL 

$  84 

$  90 

$174 

$  70 

$  67 

$127 

$168 

$431 

$599 

$140 

$340 

$480 

$168 

$711 

$879 

$168 

$681 

$849 

$168 

$357 

$525 
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A1-1a 
ADDITIONS,  MOVES,  CHANGES  -  ARCATA 

Thla  Information  should  prove  useful  when  confronted  with  an  Areata  proposal,   it  should  not  be 
quoted  but  used  to  ask  the  right  questions. 

ADDITIONS -OUTRIGHT  PURCHASE 

1 -Single-Line  Touch-Tone  Telephone 

1-Slngle-Une  Rotary  Dial  Telephone 

1-Slx-B'Jtton  Touch  Tone  Telephone  with  Two 
Lighted  Lines 

1 -Six-Button  Rotary  Dial  Telephone  with  Two 
Lighted  Lines 

1-12  Button  Rotary  Dial  Telephone  with  5  lighted 
lines 

1-Voycall  Dual  Channel  Touch-Tone  Telephone 
with  Slx-°Button  Key  Strip  Equipped  with 
Two  Lighted  Lines 

l-Voycall  Dual  Channel  Touch-Tone  Telephone 

1-Voycall  Dual.Channel  Touch-Tone  Adapter  for 

all  Voycall  Dual  Channel  Telephones  $224  $240  $464 

ADDITIONS  -  LEASE  (10  YEARS) 

1 -Single-Line  Telephone  (Rotary) 

1 -Six- Button  Telephone  (Rotary) 

Expand  from  120  station  capacity  to  150  line.  $8,1 14  or  $123  per  month  amortized  over  10  years. 

From  150  to  180  station  line  capacity.  $6,1 14  or  $92.93  per  month  for  10  years. 

Equip  a  120  line  system  (at  cut)  for  Touch-Tone  Including  the  switching  equipment  and  all  tele- 
phone Instruments.  $14,560  or  $221  per  month  for  10  years. 

NOTE:  Add  sales  and  personal  property  taxes,  maintenance,  and  Insurance  to  all  additions. 

MOVES  AND  CHANGES 

Single  Line  Telephone  $20  Flat  Rate 

Six-Button  Telephone  $35  Flat  Rate 

12&  18  Button  Telephone  $50  Flat  Rate 

NOTE:  Rates  may  vary  by  area  and  an  hourly  rate  of  $28  plus  parts  may  be  charged.  Travel  time 
may  or  may  not  be  charged  for. 

DELETIONS  OF  EQUIPMENT- RETURNED  FOR  CREDIT 
SWITCHING  GEAR 

A  declining  percentage  of  original  cost  less  installation  costs. 

TELEPHONE  SETS 

60  %  of  the  purchase  price  of  the  set  (not  Including  installation  costs).    I.E.,  A  set  installed  for 
$127.00  is  worth  $34.00  as  a  returned  item.    ($127.00  -  $70  Installation  =  $57X60%  or  $34.00.) 

Questions:    Does  this  apply  to  purchased  equipment  only?  And  who  pays  for  disconnecting  the 
set? 


MONTHLY 

INSTALLATION 

$2.00 

^ 

$7.42 

•e- 
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PACIFIC  TELEPHONE  NORTHERN  REGION  COMPETITOR  FACT  SHEET 


WHO  THEY  ARE: 

LItcom  -  Business  Telephone  Systems  DIv. 
Division  of  <Jtton  Industries 
1 770  Walt  Whitman  Avenue 
Melville,  New  York 


YEAR  FORMED:  1961 

(But  active  In  this  area  since  1972) 


BRANCHES:  San  Francisco 


BRIEF  DESCRIPTION  OF  BUSINESS: 

Litcom  is  the  communications  division  of  Utton.  They  sell,  Install,  and  maintain  PABX  and  KTS 
systems.  The  PABX  equipment  Is  manufactured  mostly  by  OKI  Electrical  Co.  of  Japan  and  the 
parts  are  assembled  in  Florida  by  OKI  America.  KTS  is  manufactured  by  Nitsuko  of  Japan. 


WHAT  THEY  SELL: 

PBX 

Litcom  CB  240  (OKI  AC120) 
Litcom  CB  440  (OKI  AC220) 
Litcom  CB  500  (OKI  AC250) 
Litcom  CB  300  (OKI  AC150) 


KTS 

ITT 

Strom  berg-Carlson 
Automatk:  Electric 
Utkey  10-30 
(Tie-Nltsuko  10-^0) 


OTHER 

Intercoms 
Paging 


WHAT  MOST  PROPOSALS  CONTAIN: 
FINANCE  OPTIONS: 

'Lease 

Cash  Purchase 
*  Lease  with  Purchase  Option 
'First  and  last  2  months  paid  in  advance. 


MAINTENANCE  /  OTHER: 

Maintenance/warranty  Is  Included  the  first 

year. 

An  annual  service  contract  Is  offered  after 

that  for  approximately  $1.00  per  month  per 

station  and  Is  subject  to  Increases  yearly  not 

to  exceed  7%. 

Litcom  offers  4  hour  service  in  enwrgencles. 

Hourly  maintenance  and  repair  rates  are  also 

offered. 

Insurance   protecting  the   seller   Is  usually 

Included. 


OTHER  COMMENTS: 

Utcom  is  working  on  a  new  electronic  awHcher  for  PBX  that  should  be  available  In  1973.  LItcom'a 
goal  is  to  become  the#  1  interconnect  supplier  In  the  nation  by  the  end  of  1974. 
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ADDITIONS,  MOVES,  CHANGES  -  LITCOM 


Here  are  some  Interesting  rates  Involving  LITCOM  on  additions,  moves,  and  changes and 

etc. 


Cost  to  add  100  lines  of  common  equipment  to  a  PBX 

Add  a  non-button  set 

Add  a  6-button  set 

Add  a  1 2-button  set 

Add  an  18-button  set 

Install  a  Speaker-Phone 

Install  an  automatic  dialer 

Install  Touch-Tone  at  cut  (200  lines) 

NOTE:  Add  sales  and  personal  property  taxes,  maintenance,  and  Insurance  where  applicable. 


MOVES  AND  CHANGES 

1.  Moves  and  changes  will  be  made  free  of  charge  (labor)  during  the  preventative  main- 
tenance visits  (up  to  4  per  year).  These  visits  shall  be  scheduled  for  a  maximum  of  1 
BUSINESS  DAY. 

2.  Moves  and  changes  not  covered  above  wlii  be  billed  as  follows  provided  that  at  least  two 
moves,  arrangements,  or  changes  are  taken  care  of  on  that  visit. 

a.  Either  $1 5  per  hour  plus  expended  material,  or 

b.  $15  per  single  line  extension 
0.  $25  per  six-button  Instrument 


(10  YRS) 
PER  MONTH 

FLAT 

$123.40 

$  — 

1.25 

88 

3.20 

231 

4.35 

361 

8.50 

621 

5,30 

— 

7.50 

— 

144.20 
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PACIFIC  TELEPHONE  NORTHERN  REGION  COMPETITOR  FACT  SHEET 


WHO  THEY  ARE: 

Noreico  (North  American  Philips  Corporation) 
Communications  Systems  Division 
91  McKee  Drive  (BoxC) 
Mahwah.  New  Jersey  07430 


YEAR  FORMED:  1963 


BRANCHES:  San  Francisco 

BRIEF  DESCRIPTION  OF  BUSINESS: 

U.S.  Marketing  arm  for  communications  equipment  manufactured  by  N.  V.  Philips  of  Holland. 
Services  performed  Includes  assembly,  custom  engineering,  manufacturing,  sales,  installation, 
maintenance,  and  finance. 


WHAT  THEY  SELL: 

PBX 

Noreico  (Philips) 

UH-30 

UH-45 

UH-300 

UH-900 

EBX15 


KTS 

Stromberg  or  ITT  made 
under  Noreico  trademark 


OTHER 


WHAT  MOST  PROPOSALS  CONTAIN: 
FINANCE  OPTIONS: 

Cash  Purchase 

Lease  with  purchase  option  5.  7,  10  years 

Straight  lease  5,  7.  10  years 


MAINTENANCE /OTHER: 

Warranty  and  maintenance  are  included  the 
first  year. 

Annual  Service  Contract  Cost  basis:    depen- 
dent on  number  of  switch  cabinets  and  type 
of  station  equipment. 
On  call  service. 
Emergency  service. 
Guaranteed  f^aintenance  Price. 
Operator/Maintenance  Training  Course  avail- 
able. 


OTHER  COMMENTS: 

Noreico  activity  in  our  area  to  date  has  been  limited  to  a  few  proposals  and  no  sales.  They  indi- 
cate they  will  become  very  active  nationwide  in  the  near  future. 
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PACIFIC  TELEPHONE  NORTHERN  REGION  COMPETITOR  FACT  SHEET 


WHO  THEY  ARE: 

RCA  Service  Company 
Telephone  Systems  Unit 
Building  201-3 
Cherry  l-illl.  New  Jersey  08101 


YEAR  FORMED:  1966 

YEARS  TELECOMMUNICATION 
EXPERIENCE:  5 

Selling,  Installing,  maintaining  paging  and 
intercoms. 


BRANCHES:  Concord  (P.O.  Box  20),  192  Beacon  St.,  So.  San  Francisco 

BRIEF  DESCRIPTION  OF  BUSINESS: 

Sell,  install,  and  maintain  PBX  systems  In  a  limited  number  of  industries  using  broadly  based 
RCA  Service  offices  to  provide  local  maintenance. 


WHAT  THEY  SELL: 

PBX 

OKI  AC120 

OKI  AC220 

OKI  AC250 

(no  RCA  equipment  yet) 

OKI  AC150 


KTS 

ITT 
Stromberg-Carlson 


OTHER 

Paging,  intercoms,  TV's,  etc. 


WHAT  MOST  PROPOSALS  CONTAIN: 
FINANCE  OPTIONS: 

Cash  Purchase 

Lease  10  years  (minimum) 

Lease/Purchase  Option  7-10  years 


MAINTENANCE  /  OTHER: 

Maintenance  Included  first  12  months. 
Annual  Service  Contract  Cost  Basis:  Negoti- 
ated contract  only. 

Guaranteed  maintenance  price  for  1  year  or, 
maintenance  included  In  rate. 


OTHER  COMMENTS: 

Started  with  retail  department  stores  selling  TV's,  Paging  and  intercoms,  focusing  on  motels/ 
hotels,  hospitals,  and  schools  mainly  because  RCA  Service  installs  and  maintains  TV  or  Paging 
systems  in  these  Industries. 
Sales  are  by  RCA  Service  Sales  force  primarily  Involved  In  selling  TV  service  contracts. 
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PACIFIC  TELEPHONE  NORTHERN  REGION  COMPETITOR  FACT  SHEET 


WHO  THEY  ARE: 

Scott-Buttner-Communlcatlons 
534  Twentieth  Street 
Oakland,  California  94612 

BRANCHES: 

Sales:  Fresno 

Installation  and  Maintenance:  Concord  and  Fresno 


YEAR  FORMED:  1970 


BRIEF  DESCRIPTION  OF  BUSINESS: 

Sell.  Install,  and  maintain  PBX.  KTS,  Intercom  and  paging  systems.  Distributor  for  Plessey  equip- 
ment in  this  area.  Company  Is  a  subsidiary  of  Scott-Buttner  Corp.,  an  old  line  electrical  contrac- 
tor in  business  in  Oakland  since  1920.  Parent  company  has  an  excellent  reputation. 


WHAT  THEY  SELL: 

PBX 

Plessey  PB  100 
Plessey  PL  120  (OKI  AC120) 
Plessey  PL  220  (OKI  AC220) 
Plessey  PL  250  (OKI  AC150) 
SBCC805  (OKI  AC150) 

Stromberg-Carlson  Crossreed  400 
Stromberg-Carlson  Crossreed  800 


KTS 

Nippon  t2  line 
Tie/Nitsuko  10-30 
Tie  2040 

Stromberg-Carlson 
ITT 


OTHER 

Intercoms 

Paging 

Microwave 


WHAT  MOST  PROPOSALS  CONTAIN: 
FINANCIAL  OPTIONS 

Cash  Purchase 

Lease 

Lease  with  Purchase  Option 

Economic  Analysis  (manually  done) 

—  which  adds  5%  to  our  rate. 

—  eliminates  Interconnect  after  year  2. 

—  does  not  Include  personal  property  tax. 


MAINTENANCE  /  OTHERS: 

First  12  months  warranty  and  maintenance 
Included. 

Offer  per  call  maintenance  and  seldom  re- 
commend contract  for  same. 
Maintenance  on  contract  usually  runs  $1.50 
per  station  per  month. 
Seldom  quote  long  term  contracts. 
Insurance  usually  not  included  in  contract. 


OTHER  COMMENTS: 

Scott-Buttner  usually  sells  contracts  to  outside  leasing  or  finacing  businesses  so  their  capital  Is 
not  tied  up.  Scott-Buttner  has  been  known  to  adjust  their  price  to  make  a  sale. 
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PACIFIC  TELEPHONE  NORTHERN  REGION  COMPETITOR  FACT  SHEET 


WHO  THEY  ARE:  YEAR  FORMED:    1896 

Strombprg-Carlson  Corporation 
100  Carlson  Road 
Rochester,  New  York  14603 

BRANCHES:  Burlingame 

DISTRIBUTORS:  Scott-Buttner  Communications,  Oal<land,  California. 


BRIEF  DESCRIPTION  OF  BUSINESS: 

Sell  and  Install  PBX  central  office,  toll  switching,  subscriber  and  T-1  carrier  toll  transmission 
systems  primarily  to  Independent  telephone  companies  and  the  Bell  System. 
Have  a  new  type  of  PBX,  the  electronic  Crossreed  systems  which  have  been  offered  to  Bell  and 
outside  suppliers.  Scott-Buttner  sells  the  Crossreed  systems  In  our  area. 


WHAT  THEY  SELL: 

PBX  KTS  OTHER 

XY  SO  Stromberg-Carlson  T-1  Carrier 

xtao 

Crossreed  400  (electronic) 
Crossreed  800  (electronic) 


WHAT  MOST  PROPOSALS  CONTAIN: 

At  this  time,  Stromberg  is  not  selling  direct  but  has  set  up  Scott-Buttner  as  one  of  their  dealers 
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PACIFIC  TELEPHONE  NORTHERN  REGION  COMPETITOR  FACT  SHEET 


WHO  THEY  ARE: 

United  Business  Communications,  Inc. 

6405  Metcalf  Avenue 

Shawnee  Mission.  Kansas  66202 

BRANCHES:  Burlingame 


YEAR  FORMED:  1 970  As  an  Interconnect 

subsidiary 
YEARS  TELECOMMUNICATION 
EXPERIENCE:  86 


SALES  AGENTS:  Northwest  Utilities  •  Sacramento 

BRIEF  DESCRIPTION  OF  BUSfNESS: 

This  wholly  owned  subsidiary  of  United  Telecom  distributes  telephone  equipment  (particularly 
PBX  systems)  to  industrial/commercial  users.  United  Telecom  Is  a  major  operating  telephone 
utility  and  ranl(s  as  the  nation's  third  largest. 


WHAT  THEY  SELL: 

PBX 

North  Electric  AKD  741 
North  Electric  ARD  561 
North  Electric  NX  1 
North  Electric  NX  2 
Fujitsu  FXB  106U       • 
Fujitsu  FXB  304U 
Fujitsu  FXB  506U 


KTS 

Automatic  Electric 
Strom  berg-Carlson 
ITT 


OTHER 


WHAT  MOST  PROPOSALS  CONTAIN: 
FINANCE  OPTIONS 

Lease 

Purchase 

Lease  with  Purchase  Option 

A  5  '^r  rate  increase  is  generally  addled  to  our 

costs.     Personal  property  taxes  are  usually 

not  mentioned. 


MAINTENANCE  /  OTHER: 

Maintenance  warranty  included  in  first  12 

months. 

Contract  available  at  approximately  $1.50  per 

month  per  station. 

?et  hour  maintenance  runs  about  $22  per 

hour. 


OTHER  COMMENTS: 

United  Telecom  owns  North  Electric,  the  manufacturer  of  the  North-Electric  version  of  the 
AKD741  and  ARD561.  United  Leasing,  another  subsidiary,  usually  handles  contract  financing 
for  UBC. 
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WHO  THEY  ARE: 

Universal  Communication  Systems,  Inc. 
202  Soutl.  Jefferson  Street,  P.O.  Box  254 
Roanoke.  Virginia  24002 


YEAR  FORMED:  1969 


BRANCHES:  Peninsula,  Lake  Tahoe  area 

BRIEF  DESCRIPTION  OF  BUSINESS: 

Distribution,  Installation,  and  maintenance  of  PABX  and  Station  equipment 


WHAT  THEY  SELL: 

PBX 

Hitachi  DAX-1 
Hitachi  AX-2S 
Hitachi  AX-3S 
OKI  AC120 
OKI  AC220 
OKI  AC250 
OKI  AC150 


KTS 

Stromberg-Carlson 

Automatic  Electric 

ITT 

Northern  Electric 


OTHER 


WHAT  MOST  PROPOSALS  CONTAIN: 
FINANCING  OPTIONS 

Lease 

Purchase 

Lease  with  Purchase  Option 


MAINTENANCE /OTHER: 

Warranty  and  maintenance  included  during 

first  12  months. 

Per  hour  maintenance  is  available. 

Yearly  contract  is  available  on  a  year-by-year 

basis. 


OTHER  COMMENTS: 

DCS  has  sold  primarily  to  hotels  and  motels.    They  are  owned  by  American  Motor  Inns,  Inc. 
Virginia. 
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LOCAL  COMPETITIVE  VENDORS -PBX  EQUIPMENT  SOLO  CHART 


MANUFACTURER 

ANO 

PLACE  OF 

MANUFACTURE 

PBX  ■  PABX 
MODEL 

NUMBER 

SIZE 

VENDOR 

< 
< 

< 

H 

s 
0 
0 

< 
0 
e 

.5 

if 

6 

K 

fi 

u 
d 

6 

! 

Ill 
u 

3 

* 
el 

ERJCSSON 
(SWEDEN) 

AKD  741 
ARO  S61 

14/50 
40/270 

X 
X 

FUJITSU 
(JAPAN) 

FXB106U 
FXB  304U 

21/80 
50/400 

X 
X 

HITACHI 
(JAPAN) 

DAX1 
AX2S 
AX3S 

15/80 
51/600 
308/4800 

X 
X 
X 

X 
X 
X 

I.T.T. 
(SPAIN) 

(U.S.A.) 

(BELGIUM) 

PENTOMAT  SOOT 

PENTOMAT  P200T 

TE-400A 

TE-400P 

TE-400O 

TE-400M 

PENTOMAT  1000T 

36/200 

400 
96/400 
83/800 
72/800 
63/800 
864/9000 

X 
X 
X 
X 
X 
X 
X 

NIPPON 
(JAPAN) 

NEPAX100 
NA4-0> 

20/100 
62/400 

X 
X 

X 
X 

X 

X 

X 

X 

X 

NORTH  ELECTRIC 
(U.S.A.) 

AKD  741 
ARO  S61 

14/50 
35/270 

X 
X 

OKI 

(JAPAN) 

AC-1S0 
AC-120 
AC-220 
AC-2S0 

15/60 
20/90 
64/400 
60/600 

X 
X 
X 
X 

X 
X 
X 
X 

X 
X 
X 
X 

PLESSEY 
(JAPAN) 

(CANADA) 

PLaiO     (AC120) 
PL820     (AC220) 
PL«50     (AC250) 
PL*"     (AC150) 
PB100 

20/90 
64/400 
60/600 
15/60 
20/100 

X 
X 
X 
X 
X 

STROMBERG-CARLSON 
(U.S.A.) 

CROSSREEO400 
CROSSREEO  BOO 

30/400 
80/800 

X 
X 

X 
X 

WESTERN  ELECTRIC 
(U.S.  A.) 

7618 

756A 

800A 

701 PK 

770A 

NA4-0S 

8/40 
20/60 
20/80 
— /200 
52/400 
44/400 

CSE 

Setar 

mine; 

Tk». 

X 
X 
X 
X 
X 
X 

4225 


INTRODUCTION  TO  SWITCHING  EQUIPMENT 


A4-1 


CAPACITY 

The  capacity  of  the  vehicle  is  shown  in  the  chart  below.  System  capacity  is  determined  by 
the  capacity  of  both  the  attendant  position  and  the  serving  vehicle. 

Capacity  Chart 


Cj^  at^^ 


/. 


^f 


c5li*o(2- 


Central  Office 

System 

Lines 

Trunks 

OOOA" 

-"tT 

Tf 

756A 

60 

10 

800A 

80 

20 

•>rr\ 

-tfi — 

801A 

11^ 

40 

770A 

400 

100 

lOIESS 

4.000 

384 

70IB 

No  limit 

No  limit 
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INTRODUCTION  TO  SWITCHING  EQUIPMENT 


The  chart  on  the  following  pages  will  be  useful  for  quick  comparisons  between  serving 
vehicles.  But  when  specific  details  of  common  features,  station  number  assignment,  access 
to  FX  and  WATS,  capacity,  etc..  are  required,  see  the  specific  section  of  this  manual  for 
the  pariKular  serving  vehicle. 

Characteristics  of  Serving  Vehicles 


FEATURES 

SWITCHING  SYSTEM 

701B 

740E 

7S6A 

757A 

770A 

800A 

801 A 

805A 

101ESS 

AtttndMit  Confsrane* 

O 

O 

O 

O 

O 

0 

O 

O 

An«nd*nl  Rattriction 
Diract  Tnink  Tarmination 
Switthad  Loop 

C 

C 

C 
C 

C 

c 

Anandant  Tnanfct 

S 

s 

s 

s 

s 

S 

s 

s 

s 

BufvUmpFiaMOnlv 

o 

o 

Busy  Varif  ication  -  Sutiona 

0 

o 

0 

Can  Tranafar  ■  Attantfant 

s 

s 

s 

s 

s 

S 

s 

s 

s 

CCSAAeeaa 

o 

o 

0 

Canlral  Otfica  Tninh  Tarmination 

s 

s 

s 

s 

s 

s 

s 

s 

s 

CodaCiM 

o 

o 

0 

o 

0 

o 

o 

Coda  Raalriction 

o 

KEV 

S'Standaid 

O*  Optional 

C  -  Can  ba  providad  at  ne  antra  diafft:  eonault  PSX/Canlrax  Commitiaa 
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CHARACTERISTICS  (Continued) 


FEATURES 

SWITCHING  SYSTEM 

701B 

740E 

756A 

757A 

770A 

800A 

801A 

SOSA 

101  ESS 

Conf*r*nc«  Cjllinf 

AtttndMil 

0 

o 

O 

0 

o 

O 

o 

o 

Station 

O 

O 

0 

o 

Controtlld  Sution  Ratriction 

0 

o 

Dirtct  Outward  Dialing 

S 

s 

S 

S 

s 

s 

s 

s 

s 

D«ract  Trunk  Tarmination 

Switchboard 

C 

c 

c 

C 

c 

Consolt 

s 

s 

S 

s 

s 

s 

s 

c 

Fully  Rtslrictad  Station 

0 

0 

o 

o 

IrKominf  Call  Idanlilication 

0 

O 

o 

Lockout 

Incoming  Eichangi  Natwork 

c 

c 

c 

c 

c 

c 

c 

c 

CCSA  Accau  Lina 

c 

c 

c 

c 

MarHial  Una  Sarvica 

Switchboard 

0 

o 

0 

o 

Mauaga  Waiting 

o 

o 

o 

Miicallanaout  Trunk  Ra«trictiom 

c 

c 

c 

c 

c 

c 

c 

c 

Ni^t  Sarvica 

s 

s 

s 

s 

s 

s 

s 

s 

s 

P  iging  -  Loudapeakar 

o 

o 

o 

0 

o 

o 

o 

Paging  -  Radio 

o 

o 

o 

o 

o 

0 

o 

PoM«r  Failura  Traralar 

s 

s 

s 

s 

s 

s 

s 

s 

s 

Racordad  Talaphona  Dictation 

o 

o 

0 

o 

0 

o 

o 

RoMrva  Powar 

o 

o 

o 

o 

o 

o 

o 

s 

Raatnclion  From  Outgoing  Calls 

s 

s 

s 

s 

s 

s 

s 

s 

s 

KEY 

S  •  Standard 
O  ■  Optional 
C  ■  Can  ba  providad  at  no  antra  charga;  consult  PSX/Canlrax  Committaa 


39-887   O  -  74  -  pt.6  -  26 
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INTRODUCTION  TO  SWITCHING  EQUIPMENT 


CHARACTERISTICS  (Continued) 


FEATURES 

SWITCHING  SYSTEM 

7018 

740E 

7S6A 

7S7A 

770A 

800A 

801A 

805A 

101ESS 

S«cr«cy  (with  Lockout  Only) 

Incoming  Exchangi  Nttworii 

C 

c 

c 

c 

c 

CCSA  Accao  Lin* 

C 

c 

c 

SingI*  OifliI  Oiding 

0 

0 

0 

Siation  OSS 

0 

o 

0 

Station  Hunting 

s 

s 

s 

s 

s 

s 

S 

S 

S 

Station  Matsaga  Ragittan 

0 

o 

0 

Slationto-Sution  Calling 

s 

s 

s 

s 

s 

s 

S 

S 

s 

Suparviiory  Cabinat 

c 

0 

c 

Switched  Loop 

Switch  bowd 

c 

Coraola 

c 

c 

s 

Ti*  Lina  Saiviea 

0 

o 

0 

o 

0 

o 

0 

o 

0 

0 

0 

o 

Toll  Ractriction 

Par  Syitam  Baait 

0(11 

0(1) 

0(11 

0(11 

0(11 

0(11 

0(1) 

0 

Paf  Station  BaaK 

0(21 

0(2) 

0(1> 

0(11 

0(1) 

0(11 

0(1) 

o 

Toll  Tarminal 

o 

0 

0 

0 

TOUCH  TONE®  Calling 

0 

o 

0 

o 

0 

o 

o 

0 

s 

TrouUa  Alarms 

s 

s 

s 

s 

s 

s 

8 

s 

s 

Two-way  Splitting 

c 

c 

c 

c 

NOTE 

(1)  Equipmant  ra«iirad  at  eantral  oHiea 

12)  Nota  (1)  appliat  and  lagragatad  trunk  ^oupt  ara  raquirad 


KEY 

S  •  Standard 
O  •  Optional 
C  •  Can  ba  pr'ovidad  at  no  axlta  eharga;  conault  PBX/Canlrai  Committa* 
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mmooucTiON  to  nDrrcHwa  couimiint  caMrAnitONt  uraf  f  n  unvmo  vshklm 


SCRVINO 
VEHICLE 

ACCESS  CIRCUITS 

ACCESS  TO  CODE  CALL. 
RECORDED  TELEPHONE 
DICTATION.  AND  PAOINQ 

ACCESS  TO  FX  WATS 
AND  TIE  LINES 

ALTERNATE  ANSWERING 
POSITION  -  CONSOLE 

701 

ACCESS  raOVIOEO  BY 
STEHYiTtP  SWITCHES 

NUMBER  OF  SWITCHES 
DETERMINED  BY  CUS- 
TOMER NEEDS 

ACCESS  CODE  IS  7-B 
ICVEL.-USE  REDUCES 
STATION  CAPACITY 

ACCESS  COOES  B-« 

MAXIMUM  OF  1 COMSOCU 
SmulTANEOUS  ANSWERMtO 

740 

ACCESS  rROVIOEO  BY 

sjir-aysitr  switches 

NUMBER  Of  SWITCHES 
DETERMINED  BY  CUS- 
TOMER NEEDS 

ANY  ACCESS  COOE  HIOHE* 
THAN  ASSKINEO  TO  DIAL 
STATIONS 

USE  REDUCES  STATION 
CAPACITY 

ACCESS  cooes  7-B 

IF  A  LEVEL  IS  "SPLIT.-  TWO 
DIGIT  ACCESS  COOES  ARE, 
REQUIRED  FOR  THAT  LEVEI. 
AND  ALL  LEVELS  ABOVE 

NOTAVAILABIC 

7M 

UNIVERSAL  LINE 
CIRCUITS 

10  AVAILABLE;  USED 
FOR  CODE  CALL.  PAGINO, 
RECORDED  TELEPHONE 
DICTATION.  DIAL  TIE 
LINES 

ACCESS  COOES  BO-BB 

USE  REDUCES  CIRCUITS 
IN  »-»  STATION  LINE 
CROUP 

ACCESS  COOES  BO-Bt 

USE  REDUCES  STATION 
CAPACITY  ONE-FORONE 

FX  AND  WATS  REOUtRES 
SPLITTING.  ACCESS  COOE  B 

DIAL  REPEATING  ACCESS 
COOES 

MAXIMUM  2  CONSOLES 
ANSWERING  S  BlfTTON  SET. 
COMBINATION  OF  B  CO  OR 
ATTENDANT  TRUNKS 

ALTERNATE  ANSWERINQ 

7»7 

UNIVERSAL  TRIMKS 
»  AVAILABLE;  USED 
FOR  COOC  CALL.  PAGINO. 
RECOROCO  TELEPHONE 
DICTATION.  TIE  LINES. 
WATS.  FX.  CO. 
TRUNKS 

USE  REDUCES  TRUNK 
CAPACITY 

ACCESS  COOES  7-B  OR 

ACCESS  CODES  7-«  OR 
70-BS 

USE  REDUCES  TOTAL 
TRUNK  CAPACITY  (SEE 
ACCESS  CIRCUITS) 

ACCESS  COOES  7-B  OR 
70-BB 

MAXIMUM  OF  3  CONSOLES 
SIMULTANEOUS  ANSWERING 

770 

LINKS 

10  AVAILABLE  FOR  EACH 
CROUP  Of  JO  STATIONS 

USED  FOR  TIE  LINES. 
FX.  AMD  WATS 

ACCESS  CODES  •-• 

ACCESS  COOES  B-S 

USE  REDUCES  STATION 
CAPACITY 

ACCESS  COO  ESB-B 

MAXIMUM  OF  2  CONSOLES 

StMULTANCOUS  ANSWERING 

no 

AUXILIARY  TRUNKS 

•  AVAILABLE 

ACCESS  TO  RECORDED 
TELEPHONE  DICTATION. 
PAGING.  TIE  LINES 

USE  REDUCES  STATION 
CAPACITY 

ACCESS  COOES  7-S  OR 
70-n 

ACCESS  COOES  7-B  OR 
70-SB 

USE  REDUCES  STATION 
CAPACITY 

ACCESS  COOES  7-B  OR 
70-SB 

BWXmUM  OF  1  CONSOt.E 

aoi 

AUXILIARY  TRUNKS 

16  AVAILABLE:  USE 
REDUCES  STATION 
CAPACITY 

ACCESS  TO  TIE4.INE. 
FX.  AND  WATS  TRUNKS. 
DIAL  70-S9 

TY»ODI0IT-«0-«0R 

«o-m 

ACCESS  CODES  TO-B*  ON 
3  DIGIT  OPERATION 

ACCESS  COOES  SO-BO  OR 
90-nON2  0IOIT 
OPERATION 

USE  REDUCES  STATION 
CAPACITY 

ACCESS  COOES  70-BS  ON 
1  DIGIT  OPERATION 

ACCESS  COOES  S0-8>  OR 

»0-»9ON2DIOIT 

OPERATION 

MAXIMUM  OF  2  COtSOLES 

SIMULTANEOUS  ANSWERING 

SOS 

12  AVAILABLE 

ACCESS  TO  CO.FX; 
WATS.  TIE  LINES 

USE  REDUCES  CO. 
CAPACITY 

NOT  AVAILABLE 

ACCESS  COOES  S-B 

MAXIMUM  OF  1  CONSOLE 
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INTRODUCTION  TO  SWITCHING  EQUIPMENT  COMTARISONS  BETWEEN  SERVING  VEHICLES 


SERVING 
VEHICLE 

ATTENDANT  CAMP  ON 

ATTENDANT/INTERCEPT 
TRUNKS 

CAPACITY 

CONFERENCE  CALLING 
STATION/ATTENDANT 

701 

SrSTEM  CAPACITY   ALL 
CO.   TRUNKS  IN  CAMP  ON 
CONDITION 

NUMBER  PROVIDED  BASED 
ON  NEED 

LINES  -  3  DIGIT;  «99  LINES 
REDUCED  BY  100  LINES  FOR 
EACH  ACCESS  LEVEL  USED 

CAPACITY  -  4  DIGIT.  OE 
PENOS  UPON  MULTIPLE 
CAPACITY  OF  SWITCHBOARD 

CAPACITY  -  4  DIGIT  711 
SATELLITE;  10.000  LINES; 
DETERMINED  BY  SWITCHING 
EQUIPMENT  AND  ATTENDANT 
POSITION 

TRUNKS 

DETERMINED  BY  ATTENDANT 
POSITION  AND  SWITCHER 

ATTENDANT 

REQUIRES  S  TERMINALS  ON 
7  OR  •  ACCESS  CODE 

740 

NOT  AVAILABLE 

NUMBER  PROVIDED  BASED 
ON  NEED 

LINES 

2-DIGIT  —  7«  LINES 
1-DIGIT  --  29B  LINES 

ATTENDANT 

REQUIRES  S  TERMINALS  ON 
7-»  ACCESS  CODE 

SYSTEM  CAPACITY  ONE 
CO    TRUNK  IN  CAMP 
ON  CONDITION 

3  AVAILABLE.  ALSO  SERVE 
AS  INTERCEPT 

LINES 

40  CONSOLE 
SO  CONSOLE 
40*20  MANUAL/ 
SWITCHBOARD 
60*  10  MANUAL/ 
SWITCHBOARD 

TRUNKS 

10/ CONSOLE 

20/  SWITCHBOARD 

ATTENDANT  OH  STATION 

REQUIRES  5  TERMINALS  ON 
aO-*S  ACCESS  CODE 

757 

SYSTEM  CAPACITY  ONE 
CO    TRUNK  IN  CAMP 
ON  CONDITION 

S  AVAILABLE;  ALSO  SERVE 
AS  INTERCEPT 

LINES 

40 
•0 
120 
1*0 
200 

TRUNKS 

41 

ATTENDANT  OR  STATION 

REQUIRES  S  TERMINALS  ON 
7-«  OR  70-a9  ACCESS  CODE 

710 

SYSTEM  CAPACITY  ALL 
CO    TRUNKS  IN  CAMP 
OM  CONDITION 

10  AVAILABLE;  ALSO  SERVE 
AS  INTERCEPT 

LINES 

40-400  LINES  IN  INCRE 
MENTS  OF  40 

TRUNKS 

lOO 

ATTENDANT 

REQUIRES  i  TERMINALS  OM 
7-1  OR  7C-SS  ACCESS  CODE 

WO 

SYSTEM  CAPACITY  J 
CO    TRUNKS  IN  CAMP 
ON  CONDITION 

4  AVAILABLE.  ALSO  SERVE 
AS  INTERCEPT 

LINES 

» 
M 

•e 

•0 

TRUNKS 

20 

ATTENDANT  OR  STATION 

REQUIRES  6  TERMINALS  ON 
•O-at  ACCESS  CODE 

•01 

SYSTEM  CAPACITY  * 
CO.  TRUNKS  IN  CAMP. 
ON  CONDITION 

i  AVAILABLE.  ALSO  SERVE 
AS  INTERCEPT 

LINES 

(0 

120 
IBO 
270 

TRUNKS 

40 

ATTENDANT  OR  STATION 

REQUIRES  S  TERMINALS  ON 
TO-JB  OR  «>-«  OR  »0-l» 
ACCESS  COOES 

MS 

NOT  AVAILABLE 

I  AVAILABLE.  ALSO  SERVE 
At  INTERCEPT 

LINES 

1* 
S7 

TRUNKS 

12 

NOT  AVAILABLE 
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TO  SWtTCMtNO  IOUI««CNT  COMPARISONS  BCTWtCN  SCRVINQ  VCHtCLES 


SEflVINO 
VEHICLE 

INTERCOM  THONKS 

!Lr«?E"«".'S'T, 

TRANSFER 

PBOVtDED  8¥  STCP-9V-$TEP 

NUMBER  OF  SWITCHES  DETER- 
MINED ev  CUSTOMER  NEEDS 

FIXED  NIGHT  CONNECTION  USINO 

ANY  TRUNK  TO  ANY  STATION 

LIMITED  BY  NUMBER  OF  CORDS 
AVAILABLE 

ESi/F"^"*"" 

740 

PROVtOED  BY  STEP-BV-$TEf 

NUMBER  OF  SWITCHES  DETER- 
MINED BV  CUSTOMER  NEEDS 

LIMITED  BV  NUMBER  OF  CORDS 
AVAILABLe 

APfROXIMATELY  8  HOURS 

TRUNK-TO-STATION                                                     1 
STATION-TO-STATlON                                           2 
STATtON-IO-REFRESENTATlVI 

TIE-LINE                                                                  2 

STATION-TO-OIAL  CONFER- 
ENCE                                                                          J-IO 

ALTERNATE  E-BUTTON 
TO  STATIONS  30-32 

MATICALLY  CONNECTED  TO  FIRST 
3CENTRAL  OFFICE  TRUNKS-DIAL 

INCOMING  AND  OUTGOING  CO 

BO  LINKS  AVAILABLE: 

TYPE  OF  CALL                                           LINK  REQUIRED 

STATION-TO-STATION                                           »•! 

AINCTOH 

STATiON-TO-T(E-L(NE                                          1 

INCOMING  AND  OUTGOING  SERVICE 

EVERY  20  STATION  LINES 

TYPE  OF  CALL                                           LINK  REOUIRCD 

STATION-TO-STATION                                           2 

TIE-LINE-TO-STATlON                                               1 

ANY  TRUNK  TO  ANY  STATION 

z~:lzzz..,c 

SOO 

«  LINKS  AVAILABLE: 

STATION-TO-STATION                                           2*1  INTEB- 

STATtON-TO-CO                                                       1 

STATION-TO-CONFER- 

ONE  USED  TO  COMPLETE  EACH 

FLEXIBLE 

4  STATIONS  AUTOMATICALLY 
CONNECTED  TO  FIRST  4  TRLWO- 
OIAL  TONE  START  KEYS  REQUIRED 

4  STATIONS  AUTOMATICALLY 
DIAL  TONE  START  KEY  REQUIRED 
NO  SWITCHING  OH  INTERCOM 

ON  4  TRUNKS  FROM  4  STATIONS 
SELECTED  AUTOMATICALLY 

•01 

1»  LINKS  AVAILABLE: 

20  INTERCOM  TRUNKS  AVAILABLK: 
ONE  USED  TO  COMPLETE  EACH 

NO  INTERCOM  OR  SWITCHING 
DIAL  TONE  START  KEYS  REQUIRED 

SOS 

THREE  PROVIDED  WHEN  11  OR  12 

ONE  USED  TO  COMPLETE  EACH 
STATION-TO-STAIION  CAll 

MAXIMUM  4  STATION  LINES 

AUTOMATIC  CONNECTION  OF  FIRST 
4  TRUNKS  TO  4  PREOETtHMINEO 
STATIONS  WITH  DIAL  TONE  START 

NO  SWITCHING  OF  INTERCOM 
OUTGOING  SERVICE  ON  4  TRUNKS 

FROM  4  STATIONS 

CONNECTED  TO  FIRST  4  TRUNKS- 
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INTRODUCTION  TO  SWITCHING  EQUIPMENT  COMPARISONS  BETWEEN  SERVING  VEHICLES 


OUTGOING  CALLS 


STATION  f 


SELF-CONTAINtO  MODULAR 


SERIES  100.  200.  AND  300 


Ur  TO  4  CA6INETS 


STATIONS  ASSIGNED  1 
CLASS -OF-StRVICE 
CATEGORIES 


STATIONS  OR  TRUNKS 
^SSICNEO  TO  CLASS-OF- 
SERVICE  CATEGORIES 


SERIES  100.  700.  AND  300 


200.  AND  300 


UP  TO  3  CABINETS 


TWO  CLASSES 


UNRESTRICTC 


r  EXPANDABLE 


WITHIN  SINGLE  ( 
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PBX-PABX  EQUIPMENT 
AND  FEATURE  COMPARISONS 


A3-0 


INDEX 


PAGE 
NUMBER 

EQUIP- 
MENT 

MANUFACTURER 

PAGE 
NUMBER 

EQUIP- 
MENT 

MANUFACTURER 

A3-    1 

AKD741 

ERICSSON 

A3 -26 

-    2 

-27 

AC  120 

OKI 

-    3 

ARD561 

ERICSSON 

-28 

-    4 

-29 

AC220 

OKI 

-    5 

FXB106U 

FUJITSU 

-30 

-    6 

-31 

AC220 

OKI 

-:•    7 

FSB304U-1 

FUJITSU 

-32 

-    8 

-33 

P8100 

PLESSEY 

-    9 

OAX-1 

HITACHI 

-34 

-10 

-35 

-  11 

AX2S 

HITACHI 

-36 

-12 

-37 

PL810 

PLESSEY 

-13 

CB240 

LITCOM 

-38 

-14 

-39 

-  15 

CB440 

LITCOM 

-40 

-16 

-41 

PL850 

PLESSEY 

-17 

CB500 

LITCOM 

-42 

-18 

-43 

-19 

NEPAX  100DB 

NIPPON 

-44 

-20 

-45 

-21 

NA4-09 

NIPPON 

-46 

-22 

-47 

-23 

AKD741 

NORTH  ELECTRIC 

-48 

-24 

-49 

-25 

ARD561 

NORTH  ELECTRIC 

-50 
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ERICSSON  AKD  741  (SOLD  BY  ARCATA)  VS  BELL  A3-1a 

BELL  ADVANTAGES: 

(1)  800A  is  electronic  -  theirs  is  X-bar  (30  years).  Ours  is  modern,  faster  connecting,  less 
troublesome,  easier  to  repair. 

(2)  We  offer  greater  trunk  capacity  -  (look  for  future  growth  requirements). 

(3)  800A  has  greater  inoutintercom  call  carrying  capacity. 

(4)  Can  have  2  consoles  (with  DBS)  on  756  (non  simultaneous).  Establish  the  need  for  2nd  position 
with  full  system  control  (DSS,  operator  trunks,  station  busy  lamps,  etc.). 

(5)  We  have  3  4  "0"  circuits,  they  have  one.  Stress  need  for  operator  access  for  message  taking,  call 
transfer,  out  calls  for  restricted  stations,  checking  for  messages,  attendant  conference,  etc.  (1 
circuit  is  not  enough). 

(6)  The  800A  has  3  simultaneous  add-on  circuits  (which  are  also  used  for  consultation  hold  and 
transfer).  They  have  only  two.  Circuits  remain  up  for  duration  of  call  on  add-on  and  consultation 
hold  and  become  free  for  re-ose  after  call  transferred. 

(7)  We  can  conference  4  stations  and  1  trunk.  They  3  and  1. 

(8)  We  and  they  have  DSS  but  they  use  25  buttons  to  access  50  stations.  To  do  it  an  interim  button 
is  pushed  to  access  26-50.  Failure  to  push  it  connects  the  attendant  and  party  to  a  wrong  station 
(1-25).  Also,  their  busy  lamps  do  not  remain  continually  lighted.  Ours  do  and  provide 
continuous  status. 

(9)  10  trunks  on  756  and  3  on  800A  can  be  camped  on.  We  do  not  know  how  many  they  can  camp 
on  at  1  time.  Help  us  find  out. 

(10)  We  have  more  consultation  hold  circuits.  (Same  used  for  addon  and  transfer.) 

(11)  The  AKD  741  does  A/Of  have  indication  of  camp-on.  We  do.  Sell  the  benefits. 

(12)  Our  station  in  trouble  isolates  itself  from  the  equipment.  Theirs  does  not  and  can  affect  total 
system  performance  until  found  and  fixed. 

(13)  The  756  can  have  station  DSS.  Sell  its  benefits  to  busy  executives  since  we  understand  the  AKD 
741  does  not  have  this  feature. 

(14)  Our  station  hunting  is  standard  and  plentiful.  They  offer  very  little.  Identify  the  need  for  station 
hunting  in  departments,  boss/secretary,  etc. 

(15)  Non-consecutive  hunting  offered  by  all  but  they  are  limited  by  quantity. 

(16)  800A  has  greater  capacity  for  call  transfer,  our  3  to  their  2.  (Same  circuits  are  used  for  add-on 
and  station  transfer.) 

NON-BELL  ADVANTAGES: 

(20)  Their  attendant  can  enter  a  busy  conversation  to  verify  if  busy.  We  could  offer  this  same  feature 
by  eliminating  privacy.  Merits  are  questionable. 

(21)  Trunks  and  camped-on  calls  revert  back  to  the  attendant  after  30-45  seconds.  Not  a  bad  feature 
but  do  ALL  attendant  held  trunks  and  camped-on  calls,  and  calls  not  answered  revert  back?  Does 
a  camped-on  stay  camped-on?  (No)  Does  an  unanswered  call  continue  to  ring  at  the  station? 
(Yes)  What  does  the  waiting  party  hear?  (ringing)  Does  the  operator  know  which  call  is  coming 
back?  And  how  does  the  call  return  to  the  console  —  over  attendant  trunks?  (This  we  do  not 
know  for  sure.) 

(22)  How  many  trunks  can  be  sequenced?  Why  doesn't  the  station  transfer  the  call? 

(23)  This  feature  is  the  same  as  No.  (20). 

(24)  Only  stations  ending  In  "0"  are  provided  with  this  feature.  Providing  It  eliminates  privacy  and 

(25)  Only  two  may  be  transferred  simultaneously  (same  circuits  used  for  add-on  and  dial  station 
transfer).  (Optional  with  us  on  800A.) 

(26)  Good,  if  the  customers  area  has  "dial  1"  access  before  making  MMU  calls,  or  if  toll  calls  require 
N.P.A.'s.  If  neither  of  the  above  apply,  the  station  users  can  dial  the  maximum  MMU  calls 
without  denial.  Dialing  the  long  distance  operator,  411  for  information,  or  911  for  emergency 
service  may  not  be  possible  because  their  equipment  may  recognize  the  second  digit  as  well  as,  or 
In  addition  to  the  first  digit.  See  PBX  Glossary  of  Terms  for  strengths  and  weaknesses.  ^y^ 
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A3-1b 

ERICSSON  AKO  741 


MIgr  i  Hoilll 

ERICSSON  AKO  741 

WE,  756A 

WE   800A 

Origin 

SWEDEN 

USA 

USA 

Control: 

ELECTROMECM 

RELAY 

ELECTRONIC-ID 

Switching 

CODE  SWITCH  f^ATRIX 

X  BAR 

FERREEDfJlATRIX  & 

X  BAR 

SOL  ID  STATE 

CAfACITY 

1         1         1 

— 

;      1      1 

Lin«M» 

50 

60 

80 

1 

TlunklMla 

14 

1 

10-20 

(21 

20 

1 

: 

LintiMii 
1  Inlirnil  Cllll 

6 
6 

16 

10 

1 

1 

6 

10 

1 

/Total  Cuii 

30 

1 

13 

30 

(3): 

/  Contoln 

1 

1 

2 

14) 

1 

1 

1 

ISimultintoutConioln 

- 

1 

1  1 

Sv>  Network  -  CCS 

- 

1 

6-9' 

1       j 

I 

Gridf  of  Sirvicf 

0? 

.02 

.02  j 

'    .i. 

#AttendinlCircuilt 

1 

3 

(6) 

* 

■    .1(5) 

FEATURES 

1 

;    1 

02 

C^3^'  T       ' 

•     (6) 

lAildOnContwJnetl 

- 

~T 

Attcndint  Conlirinci 

0 

0 

.    .(7) 

"M 

•     17)1 

Antndent  Boiy  Venticition 

S 

(20 

- 

-  1 

1 

Anendlnt  OSS/w  Buiy  Limpi 

S 

0 

18) 

0 

- 

18) 

Auto  RtuH  Attendant  (Rtvenion) 

S 

's" 

■r 

121 
(22 

- 

- 

- 

Anendant  Seq  Call  ISenil  Call) 

- 

-  1      1 

lAuto  Callback  -Station 

- 

- 

- 

1 

6uiv  Override  -  Anendant/wTona 

s 

(23 

- 

- 

! 

1       1 

Bwv  Overridl  -  Ei«/w  Tont 

s 

(24 

- 

- 

i 

1 

Call  Forward  8uiy  Una 

- 

- 

- 

1 

Call  forward  Don't  Annver 

- 

- 

- 

1 

Call  Reitriction- Out  Calll 

s 

s 

S 

1 

1 

._ 

/  Camp  On  -  Attendant 

S-  #IN 

0-1C 

• 

(9) 

0-3 

1 

(9): 

- 

1  Comoltation  Hold 

2 

- 

3 

1 

(10)' 

Dictation  Accan 

_0_ 

0 

0 

1 

Indication  of  Camp  On 

0 

(11) 

0 

' 

(11)1 

Line  Lockout 

- 

s 

""♦— 

s 

(12)' 

Mesaage  Regiateti 

0 

0 

1 

0 

Meuage  Waiting 

0 

0 

0  ,              T 

Paging  Acceu 

0 

0 

1 

0 ! 

i 

§  Power  Failure  Transfer 

S  #IN 

\ 

S-4  lines 

S.4  lines 

1 

Speed  Calling 

- 

- 

-  1    : 

■ 

... 

Station  OSS 

- 

0 

• 

1131 

-  1 

IStaHunt  ConMC    /GfoupiMaa 

0-2  9<l)sof  5or  1  of  10 

Sin  lO'sgrp    .   j(14i; 

Sunhmited 

(141 

1 

1 

/StaHuntNonConsec  fCtoupiMai 

-1 

S  in  lOsgri)    • 

(15) 

Sunlimiled 

116 

_| 

1 

Station  Trantfar  -  In  Calll 

S-2 

- 

0-3   1 

Station  Tramtet  -  Out  Catli 

S-2 

(26) 

- 

0-3   I 

. 

f  Total  Simultaneous  Tranifera 

2 

- 

3 

161 

Step  Call 

- 

- 

- 

Tie  Linet 

0 

0 

0 

Toll  Denial  (1&0I 

s 

126 

- 

0 
0 

Toll  Orvening 

0 

0 

TOUCH  TONE  Eouivalent 

0 

0 

0 

Trouble  Alarm! 

NA 

S 

s 

h    .. 

~ 

._. 

f  Trunk  Aniwer  Any  Stetion 

S-#INA 

ail 

O-unhmitcrJ 

1 





■ 

INA  Info.  Not  Available 


I  I  Refer  10  Nolei 
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ERICSSON  ARD  561  (SOLD  BY  ARCATA)  VS  BELL  A3-3a 

BELL  ADVANTAGES: 

(0)  800A  is  electronic  vs  their  Xbar  (30  years).  Ours  is  faster,  more  modern,  etc. 

(1)  The  770  and  NA409  have  greater  capacity  (trunks,  stations,  internal  calls). 

(2)  All  Western  Electric  systems  have  ample  operator  trunl<s.  The  ARD  561  comes  standard  with 
only  one  per  console.  More  can  be  added,  but  take  up  trunk  buttons.  Stress  need  for  more  in/out 
message  checking,  assistance,  etc.  Note:  Additional  "0"  trunks  are  one  way  only.  Dial  tone 
cannot  be  passed  over  them. 

(3)  Our  770  allows  up  to  24  addon  simultaneous  conferences.  Theirs  up  to  6  depending  on  size. 
Circuits  are  held  for  duration  of  conference.  Same  circuits  are  used  for  consultation  hold  and  dial 

(4)  We  extend  calls  at  the  touch  of  a  button.  They  must  key-pulse  the  complete  number  in.  (Greater 
chance  for  errors.)  Our  DSS  with  Touch  Tone®  offers  the  customer  a  choice. 

(5)  The  770  has  up  to  24  circuits  for  use  during  consultation  hold  compared  to  3-6  on  the  ARD  561. 
Stress  the  benefits  of  greater  capacity. 

(6)  Our  station  hunting  is  standard  and  plentiful,  theirs  is  extremely  limited.  Look  for  need  and  sell 
benefits. 

(7)  Call  transfer.  Again  more  capacity  on  the  770.  Same  circuits  are  used  for  addon  conference  and 
consultation  hold.  (What  good  are  futuristic  features  if  there  isn't  sufficient  capacity  to  use  them 
effectively?) 

NON  BELL  ADVANTAGES: 

(10)  The  attendant  can  interrupt  a  conversation  to  see  if  the  line  is  really  busy.  Will  the  customer  do 
■  without  privacy? 

(11)  Trunks  and  camped-on  calls  revert  back  to, the  operator  after  30-45  seconds  as  do  calls  that  have 
not  been  answered.  A  camped-on  call  when  reverted  back  does  not  stay, camped-on  and  must 
have  the  connection  reestablished.  Is  there  enough  capacity  in  the  system  to  cause  ALL  calls  to 
be  reverted  back?  Can  the  operator  handle  calls  bouncing  all  over  the  place  as  they  probably 
would  be  on  a  large  system? 

(12)  How  many  trunk  calls  can  be  placed  on  secvuencing?  Is  there  enough  capacity  to  do  the  job? 
Won't  station  transfer  eliminate  the  need  for  this?  Why  tie  up  the  operator? 

(13)  Only  one  or  two  call-back  circuits  per  machine.  Operation:  dialing  "3"  camps  a  station  onto 
another  station.  When  the  called  station  hangs  up  the  calling  station  is  rung  and  connected  to  the 
called  station.  The  calling  station  can  make  or  receive  other  calls.  What  will  using  the  code  "3" 
do  to  capacity  of  the  system?  Will  2  circuits  be  enough?  (Was  only  one  figured  into  the  pricing?) 

(14)  Is  busy  override  a  good  feature?  Is  the  customer  willing  to  sacrifice  privacy?  Will  interruption 
create  ill  will? 

(15)  Only  stations  ending  in  "0"  are  provided  this  option.  Eliminating  privacy  can  cause  ill  will  and 
lost  business.  Not  a  good  feature. 

(16)  An  advantage  because  it  is  a  standard  feature  with  them.  How  many  calls  may  be  camped  on?  All 
trunks? 

(17)  Only  3-6  may  be  transferred  simultaneously.  The  same  circuits  are  used  for  consultation  hold, 
call  transfer,  and  addon  conference.  (What  good  is  a  feature  if  there  is  not  sufficient  capacity  to 
use  it?)  (How  many  are  included  in  the  contract?)  Optional  with  us  except  on  756. 

(18)  Good,  if  the  customers  area  has  "dial  1"  access  before  making  MMU  calls,  or  if  toll  calls  require 
N.P.A.'..  If  neither  of  the  above  apply,  the  station  users  can  dial  the  maximum  MMU  calls 
without  denial.  Dialing  the  long  distance  operator,  411  for  information,  or  911  for  emergency 
service  may  not  be  possible  because  their  equipment  may  recognize  the  second  digit  as  well  as,  or 
in  addition  to  the  first  digit.  See  PBX  Glossary  of  Terms  for  strengths  and  weaknesses. 
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FUJITSU  FXB  106-U  (SOLD  BY  UBC)  VS  BELL  A3-5a 

BELL  ADVANTAGES: 

(1)  Electronic  System  -  Newer  and  better  than  X-Bar  (either  theirs  or  ours)  because  it  is  more 
compact,  faster  operating. 

(2)  The  number  of  simultaneous  internal  calls  varies  from  1  more  on  the  756  to  5  more  on  the 
800A.  This  is  a  100%  increase  in  potential  capacity. 

(3)  The  number  of  Total  Simultaneous  Calls  is  higher  than  our  756  but  in  the  800A  our  advantage  is 
4  additional  (13%  greater). 

(4)  When  comparing  the  756,  pay  special  attention  to  the  possible  requirements  for  2  (non- 
simultaneous)  consoles.  Only  the  756  will  do  this. 

(5)  Both  the  756  and  800A  have  far  more  attendant  trunks  than  the  FXB  106U  -  limited  operator 
access  can  seriously  hamper  the  station  user,  especially  if  there  is  a  large  number  of  restricted 
stations. 

(6)  Attendant  conference  -  self-explanatory.  We  offer  it  -  the  106-U  does  not  -  determine 
requirements  for  this  feature  and  sell  the  benefits. 

(7)  The  106-U  does  not  offer  DSS.  The  attendant  must  "dial"  the  desired  station.  She  has  visual 
indication  of  the  station  being  busy,  but  only  if  optional  equipment  is  provided.  The  busy  lamp 
field  does  not  stay  lighted. 

(8)  If  the  optional  charge  camp-on  feature  is  provided,  there  is  no  "tone"  given  to  the  busy  station. 
He  doesn't  know  a  call  is  waiting.  All  Bell  System  camp-on  equipment  provides  this  tone. 

(9)  No  line  lock  out  is  offered  on  the  106U.  This  means  that  if  a  station  line  goes  bad,  it  could  tie  up 
major  components  in  the  switcher,  thus  restricting  the  total  operation  of  the  machine. 

(10)  Self  explanatory  -  when  the  lighu  go  out,  so  does  the  entire  telephone  system,  but  not  with  Bell 
equipment. 

(11)  Only  the  756  offers  station  DSS  for  executive  single  pushbutton  access  to  dial  stations.  Sell  the 
benefits. 

(12-13)   Hunting  on  our  equipment  is  no  problem.  With  the  106U  the  customer  is  limited  to  two 

groups  of  five  station  lines  or  3  groups  of  3  station  lines.  They  cannot  hunt  to  non-consecutive 

lines.  Sell  our  strength. 
(14)  The  106-U  offers  trunk  answer  any  station  and  the  number  of  simultaneous  answers  depends  on 

the  system  capacity.  Our  756  is  limited  in  this  area,  but  the  800A  can  answer  as  many  calls  as 

there  are  trunks. 

NON-BELL  ADVANTAGES: 

(20)  The  106-U  has  an  advantage  capacity-wise  over  the  756,  but  is  very  close  to  the  800A  in  the 
number  of  simultaneous  add-on's.  KTS  type  add-on  provides  us  with  "unlimited"  capacity. 

(21)  Their  attendant  can  enter  a  busy  conversation  to  verify  if  busy.  We  could  offer  this  same  feature 
by  eliminating  privacy.  Merits  are  questionable. 

(22)  Same  situation  as  (21)  above. 

(23)  This  feature  eliminates  privacy  and  can  cause  rudeness,  lost  business,  and  low  morale. 
.  (24)  Same  as  (20)  above. 

(25-26)  In/Out  Call  Transfer  is  an  advantage  but  we  can  do  also  utilizing  a  special  assembly,  placing 
calls  through  the  attendant,  etc.,  on  756.  The  800A  offers  in/out  call  transfer. 

(27)  Good,  if  the  customers  area  has  "dial  1"  access  before  making  MMU  calls,  or  if  toll  calls  require 
N.P.A.'s.  If  neither  of  the  above  apply,  the  station  users  can  dial  the  maximum  MMU  calls 
without  denial.  Dialing  the  long  distance  operator,  411  for  information,  or  911  for  emergency 
service  may  not  be  possible  because  their  equipment  may  recognize  the  second  digit  as  well  as,  or 
in  addition  to  the  first  digit.  See  PBX  Glossary  of  Terms  for  strengths  and  weaknesses. 
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FUJITSU  FXB  304  U1  (SOLD  BY  UBOVS  BELL  A3-7a 

BELL  ADVANTAGES: 

(1)  Trunk  and  total  call  carrying  capacity  about  equal  with  our  NA  409,  but  the  770  surpasses  the 
304U  on  all  counts. 

(2)  The  access  to  the  attendant  is  greater  with  the  NA  409  and  very  much  greater  with  the  770. 
Look  for  areas  that  require  operator  assistance:  attendant  conference,  toll  call  control,  attendant 
station  transfer,  and  restricted  stations.  These  operations  require  attendant  trunks. 

(3)  Add-on  conference:  In  a  system  up  to  300  lines,  our  simultaneous  capacity  is  greater  on  both  the 
409  and  the  770.  At  400  lines,  the  304U  has  the  same  capacity  as  the  409,  but  misses  the  770 
by  300%.  Establish  the  need  for  greater  capacity  and  sell  the  benefits.  Remember,  our  KTS 
addon  provides  "unlimited"  capacity. 

(4)  The  Bell  equipment  can  establish  a  camp-on  for  each  incoming  trunk.  We  are  not  sure  how  many 
simultaneous  camp-ons  can  be  established  orr  the  304U.  (ask) 

(5)  Consultation  Hold  Is  offered  on  all  switches  but  at  maximum  the  304-U  only  meets  the  4-09  and 
doesn't  come  close  to  the  770. 

(6)  No  known  provision  for  power  failure  operation  on  the  304-U  unless  reserve  batteries  are 
provided.  An  obvious  Bell  advantage. 

(7)  Hunting,  both  consecutive  and  non-consecutive  is  limited  on  the  304-U  to  specific  groups  or 
combinations  of  groups.  But,  we  can  hunt  any  number  within  a  10's  group.  Look  for  present  and 
future  needs. 

(8)  See  (3)  and  (5)  above.  The  same  equipment  is  used  for  these  features  so  the  same  logic  applies. 
Will  a  maximum  of  6  be  enough? 

(9)  When  outgoing  transfer  is  added  to  the  FXB  304  U-l  the  total  trunk  capacity  of  the  system  is 
reduced  to: 

100  Lines  200-700  Lines 

Combination  Trunks  8  14 

Incombing  Trunks  8*  16* 

DCO  Trunks  Not  usable  Not  usable 

•IF   THE  CUSTOMER'S  INITIAL  OR  FUTURE  REQUIREMENTS  EXCEED  THE  ABOVE, 
OUTWARD  TRANSFER  CANNOT  BE  PROVIDED  (UNLESS  SPECIAL  TRUNK  FRAMES 
ARE  ADDED  AT  EXTRA  COST.) 
(10)  The  304-U  offers  trunk  answer  any  station  but  is  limited  to  6  at  any  one  time.  Our  equipment 
ranges  from  24  to  1  for  each  trunk  installed  (unlimited).  Sell  the  obvious  benefits. 

NON-BELL  ADVANTAGES: 

(17)  Attendant  busy  verification  could  be  a  useful  feature  but  remember,  there  is  no  way  to  exclude 
the  operator  from  any  call.  Sell  the  privacy  angle.  Also,  our  busy  lamp  field  provides  continual 
status  at  all  times. 

(18)  Good,  if  the  customers  area  has  "dial  1"  access  before  making  MMU  calls,  or  if  toll  calls  require 
N.P.A.'s.  If  neither  of  the  above  apply,  the  station  users  can  dial  the  maximum  MMU  calls 
without  denial.  Dialing  the  long  distance  operator,  411  for  information,  or  911  for  emergency 
service  may  not  be  possible  because  their  equipment  may  recognize  the  second  digit  as  well  as,  or 
in  addition  to  the  first  digit.  See  PBX  Glossary  of  Terms  for  strengths  and  weaknesses. 
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HITACHI  DAX-1  (SOLD  BY  TELECI  AND  UCS)  VS  BELL  A3-9a 

BELL  ADVANTAGES: 

(1)  Electronic  -  better  than  X-bar  (theirs  or  ours).  Faster,  quieter,  more  modern. 

(2)  Greater  CO.  Trunk  capacity  —  growth  consideration. 

(3)  Consoles  on  756  —  can  have  two  (non-simultaneous).  Stress  if  need  for  alternate  answering  is 
found.  Also,  both  have  DSS  capability. 

(4)  Greater  ability  to  reach  attendant  for  transfer,  message  taking,  help  for  restricted  stations,  etc. 

(5)  Addon  -  not  offered  on  DAX-1. 

(6)  No  conferencing  through  attendant  on  the  DAX-1. 

(7)  No  DSS  offered  -  uses  "Key  Pulse" 

(8)  Camp-on  (without  indication)  is  offered  but  the  number  of  calls  that  can  be  simultaneously 
camped-on  is  not  known  -  ours  is  W  on  the  756,  3  on  the  800A. 

(9-10)   Features  only  offered  by  Bell  —  both  could  be  quite  important  to  a  customer. 

(11)  In  the  DAX-1  system  —  the  line  lockout  feature  is  activated  only  if  the  station  handset  is 
removed  from  the  set  -  if  you  don't  know  the  line  is  in  trouble,  and  don't  lift  the  handset  your 
set  continues  to  tie  up  the  system. 

(12)  We  have  power  failure  transfer.  They  do  not.  They  must  install  optional  reserve  power  at  extra 
cost. 

(13-14)   Hunting  limited  to  6  groups.  The  number  of  lines  per  group  is  not  known  (this  is  an  option). 

NON-BELL  ADVANTAGES: 

(21)   Functions   like  attendant   override.  Attendant  can  tell   if  conversation  is  in  progress  -  but 

eliminates  privacy. 
(22-23)  Available  but  eliminates  privacy.  Would  you  like  your  call  interrupted? 

(24)  Speed  calling  is  a  good  feature  only  if  it  will  be  used  a  good  deal  of  the  time  by  one  or  more  key 
station  users  -  if  not,  why  pay  for  it.  (We  have  card  dialers  and  magicalls.) 

(25)  Good,  if  the  customers  area  has  "dial  1"  access  before  making  MMU  calls,  or  if  toll  calls  require 
N.P.A.'s.  If  neither  of  the  above  apply,  the  station  users  can  dial  the  maximum  MMU  calls 
vi/ithout  denial.  Dialing  the  long  distance  operator,  411  for  Information,  or  911  for  emergency 
service  may  not  be  possible  because  their  equipment  may  recognize  the  second  digit  as  well  as,  or 
In  addition  to  the  first  digit.  See  PBX  Glossary  of  Terms  for  strengths  and  weaknesses. 
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A3-9b 
HITACHI  DAX-1 
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HITACHI  AX2S  (SOLD  BY  TELECI  AND  UCS)  VS  BELL  A3-11a 

BELL  ADVANTAGES: 

(0)  The  770  offers  far  more  trunk  and  internal  call  capacity  than  any  other  premises  vehicle  now  in 
service  (except  for  the  701).  Look  for  need  and  sell  the  benefits. 

(1)  We  have  ability  to  provide  far  more  attendant  trunks.  Identify  need  for  operator  access  for 
message  taking,  call  transfers,  out  calls  for  restricted  stations,  message  checking,  attendant  con- 
ferences, etc. 

(2)  As  far  as  is  known,  the  AX2S  does  not  offer  attendant  conference  capability. 

(3)  No  DSS  on  the  AX2S  -  Operator  must  "key  pulse".  Stress  our  benefits. 

(4)  On  both  the  770  and  NA-409  the  attendant  camp  on  is  limited  only  by  the  number  of  Trunks. 
The  number  of  simultaneous  camp-ons  possible  with  the  AX2-S  is  not  known  but  most  foreign 
PABX's  do  not  offer  complete  simultaneous  camp-on  -  ask  the  interconnect  salesman  how 
many!  (And  what  does  the  contract  say?) 

(5)  We  can  offer  from  6  to  24  simultaneous  consultation  hold  operations  (depending  on  the  vehicle). 
We  don't  know  how  many  the  AX2-S  offers.  Look  for  need  and  stress  our  strength. 

(6)  This  feature  is  automatic  with  Bell  equipment.  On  the  AX2-S  you  must  remove  the  handset  to 
release  a  station  line  that  is  malfunctioning  (this  is  okay  if  you  know  the  line  is  out). 

(7)  Power  failure  transfer  is  dependent  on  reserve  battery  power  on  the  AX2S.  It's  standard  with 
Bell. 

(89)  With  AX2-S  hunting  is  an  option,  and  it  consists  of  three  lines  per  hunting  group  with  a 
maximum  16  groups  possible  (3  per  group)  (or  8  six  line  groups  can  be  provided  by  combining 
two  three  line  hunting  groups  together.)  We  have  greater  capacity.  (What  does  their  contract 
specify?) 

(10)  Number  of  simultaneous  transfers  on  the  AX2-S  is  not  known  but  our  vehicles  range  from  6  to 
24.  The  AX2S  does  NOT  have  out  call  transfer  -  we  do!  Stress  the  benefits. 

(11)  Our  trunk  answer  any  station  capability  is  from  24  to  one  for  every  trunk.  The  AX2-S  capability 
is  unknown.  (What  good  is  a  feature  if  there  is  not  sufficient  capacity  to  do  the  job?) 

NON-BELL  ADVANTAGES: 

(17)  Attendant  busy  override  -  eliminates  any  privacy  from  the  attendant. 

(18)  Executive  override  —  eliminates  privacy  plus  the  inadvisability  of  an  executive  overriding  a  busy 
station  and  sending  a  tone  into  the  middle  of  his  salesman's  sales  close. 

(19)  Call  forwarding  busy  line  -  our  hunting  capability  can  accomplish  practically  the  same  thing. 

(20)  Good  feature  if  the  customer  has  a  need.  If  not  why  pay  for  it!  If  he  really  wants  it,  sell  him  a 
Magical!  with  greater  capacity. 

(21)  Good,  if  the  customers  area  has  "dial  1"  access  before  making  MMU  calls,  or  If  toll  calls  require 
N.P.A.'s.  If  neither  of  the  above  apply,  the  station  users  can  dial  the  maximum  MMU  calls 
without  denial.  Dialing  the  long  distance  operator,  411  for  information,  or  911  for  emergency 
service  may  not  be  possible  because  their  equipment  may  recognize  the  second  digit  as  well  as,  or 
in  addition  to  the  first  digit.  See  PBX  Glossary  of  Terms  for  strengths  and  weaknesses. 


4245 


A3-11b 
HITACHI  AX2-S 
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A3-13 

LITCOM  AC120 
(Also  Called  CB240) 
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LITCOM  AC  220 

(Also  Called  CB440) 
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LITCOM  AC250 

(AIM  Called  CB500) 
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NIPPON  NEPAX  100DB  (SOLD  BY  ARCATA,  GCE,  LITCOM.  SCOTTBUTTNER, 

UCS)VSBELL  A3-19a 

BELL  ADVANTAGES: 

(0)  800A  is  electronic  -  theirs  is  xbar  (30  years  old).  Ours  is  faster,  quieter,  more  modern. 

(1)  Total  number  of  calls  greater  on  3  of  our  machines. 

(2)  DSS/Busy  field  offered  on  3  of  our  machines  and  optional  on  the  409. 

(3)  We  have  many  more  attendant  trunks  than  the  Nepax.  Our  smallest  has  a  200%  better  chance  for 
a  station  user  to  reach  the  operator.  Look  for  need  to  call  the  operator  (messages,  transfers,  etc.). 

(4)  Two  or  more  consoles  offered  on  the  756-770NA-409.  (The  2  on  756  are  non-simultaneous.) 

(5)  The  best  information  available  says  the  100-DB  cannot  handle  operator  conference  call 
situations.  This  could  be  a  big  plus  for  our  gear. 

(6)  We  can  provide  dictation  access  on  every  PBX  system.  Apparently  not  offered  on  the  NEPAX 
lOODB.  .  ^  .  . 

(7)  There  is  some  doubt  that  camp  on  is  offered  on  the  100  DB.  Not  so  with  our  equipment. 

(8)  The  indication  of  camp-on  can  be  provided  with  the  Bell  camp-on  feature  (on  756)  and  is 
provided  on  the  others. 

(9-10)  No  provision  for  the  lOO-DB  to  work  with  a  small  hotel/motel  requiring  message  waiting  and 
registers. 

(11)  See  (6)  above.  ,      „     .  ^    ^ 

(12)  Power  failure  transfer  is  a  must  on  dial  PBX's  and  the  NEPAX  doesn't  offer  it  as  a  standard 
feature  Only  as  an  extra  cost  option  with  reserve  battery  power. 

(13)  Station  hunting  is  also  an  option  on  the  NEPAX.  We  don't  know  what  the  limitations  are  but 
feel  their  capability  does  not  match  ours. 

(14)  Same  logic  as  (13)  above. 

NON-BELL  ADVANTAGES: 

(17)  The  100-DB  offers  attendant  override  but  remember  there  is  no  assured  pr/VacK  on  any  call  if 
this  feature  is  in  the  system.  ... 

(18)  Step  call  is  used  to  supplement  their  limited  hunting  but  only  if  the  desired  second  station  is  in 
the  same  10's  group.  If  not.  It  can't  be  used.  (Our  hunting  capabilities  are  an  obvious  advantage.) 

(19)  Good,  If  the  customers  area  has  "dial  1"  access  before  making  MMU  calls,  or  if  toll  calls  require 
N.P.A.'s.  If  neither  of  the  above  apply,  the  station  users  can  dial  the  maximum  MMU  calls 
without  denial.  Dialing  the  long  distance  operator,  411  for  information,  or  911  for  emergency 
service  may  not  be  possible  because  their  equipment  may  recognize  the  second  digit  as  well  as,  or 
in  addition  to  the  first  digit.  See  PBX  Glossary  of  Terms  for  strengths  and  weaknesses. 
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A3-19b 

NIPPON  NEPAX-100DB 
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NIPPON  NA4  09  (SOLD  BY  ARCATA,  LITCOM,  SCOTT-BUTTNER,  UCS) 

VSBELL  A3-21a 

BELL  ADVANTAGES  &  FEATURE  COMPARISONS: 

(1)  The  770  has  greater  capacity  than  either  the  Bell  or  non-Bell  Nippon  NA4-09. 

(2)  The  770  offers  more  attendant  trunks  than  the  non-Bell  Nippon.  Look  for  need  to  access  the 
attendant  for  messages  (in  or  out),  transfer  of  calls,  dialing  for  restricted  stations,  and  paging 
now  and  in  the  future. 

(3)  The  770  has  greater  station  add-on,  consultation  hold  and  transfer  capacity.  The  standard 
non-bell  Nippon  has  up  to  6  circuits  for  400  lines  whereas  our  770  can  offer  up  to  24.  These 
circuits  are  used  for  add-on,  consultation  hold  and  transfer  (on  transfer  the  circuit  frees  up  after 
call  transferred).  Look  for  need  to  add-on,  consultation  hold,  and  transfer  calls  now  and  in  the 
future.  After  all,  what  good  is  a  feature  if  there  is  not  sufficient  capacity  to  use  it' 

(4)  The  770  offers  OSS  —  our  version  of  the  409  does  not  normally,  however,  we  can  provide  it  if 
absolutely  necessary. 

(5)  All  in  trunks  can  be  camped  on  to  stations  on  our  Nippon  and  the  770.  The  non-Bell  Nippon 
may  have  the  same  capacity  but  what  does  the  contract  say? 

(6)  Station  hunting  is  offered  as  standard  on  their  series  100-200-300  packages,  but  is  optional  in  the 
basic  package.  It  is  usually  equipped  with  10  numbers  per  100  lines,  while  ours  has  much  more. 
In  addition,  the  770 can  hunt  nonconsecutively. 

NON-BELL  ADVANTAGES: 

(15)  Speed  calling  -  the  non  Bell  NA4-09  offers  abbreviated  dialing.  We  can  offer  one  number  dialers, 
magicalls,  and  card  dialers. 

(16)  Good,  if  the  customers  area  has  "dial  1"  access  before  making  (VIMU  calls,  or  if  toll  calls  require 
N.P.A.'s.  If  neither  of  the  above  apply,  the  station  users  can  dial  the  maximum  MMU  calls 
without  denial.  Dialing  the  long  distance  operator,  411  for  information,  or  911  for  emergency 
service  may  not  be  possible  because  their  equipment  may  recognize  the  second  digit  as  well  as,  or 
in  addition  to  the  first  digit.  See  PBX  Glossary  of  Terms  for  strengths  and  weaknesses. 

NOTE:  The  Bell  and  non-Bell  NA409's  are  basically  the  same  except  for  minor  modifications  we 
make  to  them,  (a)  For  example,  the  tone  of  the  bell  at  the  console  is  changed,  (b)  we'll  put  in 
what  the  customer  needs  in  the  way  of  attendant  trunks,  hunting  arrangements,  etc.,  that  may 
not  besncluded  in  the  price  of  the  non-Bell  proposal. 
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A3- 21b 

NIPPON  NA4-09  (Non-Bell) 
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NORTH  ELECTRIC  AKD  741  (SOLD  BY  UBC)  VS  BELL  A3  23a 

BELL  ADVANTAGES: 

(1)  800A  is  electronic  -  theirs  is  X-bar  (30  years).  Ours  is  modern,  faster  connecting,  less 
troublesome,  easier  to  repair. 

(2)  We  offer  greater  trunk  capacity  -  look  for  existing  need  and  future  growth. 

(3)  800A  has  greater  in-out-intercom  call  carrying  capacity. 

(4)  Can  have  two  consoles  (with  OSS)  on  756  (non-simultaneous).  Look  for  need  for  second 
position  with  full  system  control  (DBS,  operator  trunks,  etc.) 

(5)  We  have  3-4  "0"  circuits,  they  have  one.  Look  for  need  for  operator  access  for  message  takmg, 
call  transfer,  out  calls  for  restricted  stations,  checking  for  messages,  attendant  conference,  pag- 
ing, etc.  (one  circuit  may  not  be  enough). 

(6)  The  800A  has  three  simultaneous  add-on  circuits  (which  are  also  used  for  consultation  hold  and 
transfer).  They  have  only  two. 

(7)  We  can  conference  4  stations  and  one  trunk.  They  3  and  1. 

(8)  We  and  they  have  OSS,  but  they  use  25  buttons  to  access  50  stations.  To  do  it  an  interim  button 
is  pushed  to  access  26-50.  Failure  to  push  it  connects  the  attendant  and  party  to  a  wrong  station 
(1-25).  (Our  busy  lamps  show  status  at  all  times.  Theirs  does  not.) 

(9)  10  trunks  on  756  and  3  on  800A  can  be  simultaneously  camped  on.  We  do  not  know  how  many 
they  can  camp-on  at  one  time.  Help  us  find  out. 

(10)  We  have  more  consultation  hold  circuits.  (Same  used  for  add-on  and  transfer.) 

(11)  The  AKD  741  does  NOT  have  indication  of  camp  on.  We  do.  Sell  the  benefits. 

(12)  Our  station  in  trouble  isolates  itself  from  the  equipment.  Theirs  does  not  and  can  affect  total 
system  performance  until  found  and  fixed. 

(13)  The  756  can  have  station  DSS.  Sell  its  benefits  to  busy  executives  since  we  understand  theirs 
does  not  have  this  feature. 

(14)  Our  station  hunting  is  standard  and  plentiful.  They  offer  very  little.  Identify  the  need  for  station 
nunting  in  departments,  between  secretary  and  boss,  etc. 

(15)  Non-consecutive  hunting  offered  by  all  but  they  are  limited  by  quantity. 

(16)  800A  has  50%  greater  capacity  for  call  transfer,  our  3  to  their  2.  (Same  circuits  are  used  for 
add-on  and  station  transfer.) 

NON-BELL  ADVANTAGES: 

(20)  Their  attendant  can  enter  a  busy  conversation  to  see  if  busy.  We  could  offer  this  same  feature  by 
eliminating  privacy.  Merits  are  questionable. 

(21)  How  many  trunks  can  be  sequenced?  Why  can't  stations  transfer  the  call?  Good  only  if  attendant 
remembers  to  push  the  sequence  button. 

(22)  Only  stations  ending  in  "0"  are  provided  with  this  feature.  Providing  it  eliminates  privacy  and 
can  cause  rudeness,  lost  business,  and  low  morale.  How  would  you  like  someone  to  interrupt 

your  call?  j  j-  ■ 

(23)  Only  two  may  be  transferred  simultaneously  (same  circuits  used  for  add-on  and  dial  station 
transfer).  Provided  also  on  our  800A  and  with  greater  capacity. 

(24)  Good,  if  the  customers  area  has  "dial  1"  access  before  making  MMU  calls,  or  if  toll  calls  require 
N.P.A.'s.  If  neither  of  the  above  apply,  the  station  users  can  dial  the  maximum  MMU  calls 
without  denial.  Dialing  the  long  distance  operator,  411  for  information,  or  911  for  emergency 
service  may  not  be  possible  because  their  equipment  may  recognize  the  second  digit  as  well  as,  or 
in  addition  to  the  first  digit.  See  PBX  Glossary  of  Terms  for  strengths  and  weaknesses. 
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NORTH  ELECTRIC  ARD  561  (SOLD  BY  UBC)  VS  BELL  A3-25i. 

BELL  ADVANTAGES: 

(0)  800A  is  electronic  —  theirs  is  X  bar  type.  Ours  is  faster,  quieter,  more  modern. 

(1)  The  770  and  NA4  09  have  greater  capacity  (trunks,  stations,  internal  calls). 

(2)  All  Bell  systems  have  ample  operator  trunks.  The  ARD  561  comes  standard  with  only  one  per 
console.  More  can  probably  be  added,  but  take  up  trunk  buttons.  Identify  need  for  more  in/out 
message  checking,  paging  through  attendant,  assistance,  etc.  Note:  Additional  "0"  trunks  are  one 
way  only.  Dial  tone  cannot  be  passed  over  them. 

(3)  Our  770  allows  24  add  on  simultaneous  conferences.  Theirs  3-6  depending  on  size.  Circuits  are 
held  for  duration  of  conference.  Same  circuits  are  used  for  consultation  hold  and  dial  station 
transfer. 

(4)  We  transfer  calls  at  the  touch  of  a  button.  They  must  "keypulse"  the  complete  number  in. 
(Greater  chance  for  errors.)  Also,  their  busy  lamp  field  only  goes  to  180. 

(6)  Unlimited  calls  can  be  camped  on  with  the  770  and  NA409.  How  many  will  their  system  allow? 
Will  it  be  enough?  Sell  our  strength. 

(6)  The  770  has  24  circuits  for  use  during  consultation  hold  compared  to  the  3-6  on  the  ARD  661. 
Sell  the  benefits  of  greater  capacity. 

(7)  With  our  system  emergency  in  or  out  calling  is  assured.  Is  it  with  their  system?  Is  their  entire 
system  off  the  air  in  a  power  failure?  We  consider  communication  important  during  power 
failure.  Sell  the  benefits.  (Note:  Theirs  is  off  the  air  unless  reserve  battery  power  is  supplied.) 

(8-9)  Our  station  hunting  is  standard  and  plentiful,  theirs  is  extremely  limited.  Look  for  need  and  sell 
benefits  and  you  will  provide  better  service  now  and  in  the  future  than  the  ARD  561. 

(10)  Call  transfer.  Again  more  capacity  on  the  770.  (Same  circuits  are  used  for  add-on  conference  and 
consultation  hold.)  (What  good  are  futuristic  features  if  there  isn't  sufficient  capacity  to  use 
them  effectively?) 

(11)  We  offer  24  to  unlimited  simultaneous  answering  of  calls.  How  many  can  be  answered  at  one 
time  on  their  system?  Enough?  Our  systems  provide  more  today  as  well  as  tomorrow. 

NON-BELL  ADVANTAGES: 

(15)  The  attendant  can  interrupt  a  conversation  to  see  if  the  line  is  really  busy.  Will  the  customer  do 
without  privacy? 

(16)  Trunks  and  camped-on  calls  revert  back  to  the  operator  after  30  seconds  as  do  calls  that  have  not 
been  answered.  A  camped-on  call  when  reverted  back  does  not  stay  camped-on  and  must  have 
the  connection  reestablished.  Is  there  enough  capacity  in  the  system  to  cause  ALL  calls  to  be 
reverted  back?  Can  the  operator  handle  calls  bouncing  all  over  the  place  as  they  probably  would 
be  on  a  large  system?  Is  there  a  chance  poorer  service  could  result? 

(17)  How  many  trunk  calls  can  be  placed  on  sequencing?  Is  there  enough  capacity  to  do  the  job? 
Won't  station  transfer  eliminate  the  need  for  this?  Why  tie  up  the  operator? 

(18)  Only  one  or  two  callback  circuits  per  machine.  (Operation:  dialing  "3"  camps  a  station  onto 
another  station.  When  the  called  station  hangs  up,  the  calling  station  is  rung  and  connected  to 
the  called  station.  The  calling  station  can  make  or  receive  other  calls.  What  will  using  the  code 
(3)  do  to  capacity  of  the  system?  Will  2  circuits  be  enough?  (Was  only  one  figured  into  the 
pricing?  What  does  the  contract  say?) 

(19)  Is  busy  override  a  good  feature?  Is  the  customer  willing  to  sacrifice  privacy?  Will  interruption 
create  ill  will?  Only  stations  ending  in  "0"  are  provided  this  option.  Is  that  enough  today? 
Tomorrow? 

(20)  Eliminating  privacy  can  cause  ill  will  and  lost  business.  A  good  feature?  Is  the  "warning"  tone 
the  same  as  camp-on?  If  so,  how  will  this  affect  the  called  station?  (Is  someone  eavesdropping  or 
is  it  a  camped-on  call?) 

(21)  Only  3-6  may  be  transferred  simultaneously.  The  same  circuits  are  used  for  consultation  hold,  in 
call  transfer,  and  addon  conference.  (What  good  is  a  feature  if  there  Is  not  sufficient  capacity  to 
use  it?) 

(22)  Good,  if  the  customers  area  has  "dial  1"  access  before  making  MMU  calls,  or  if  toll  calls  require 
N.P.A.'s.  If  neither  of  the  above  apply,  the  station  users  can  dial  the  maximum  MMU  calls 
without  denial.  Dialing  the  long  distance  operator,  411  for  information,  or  911  for  emergency 
service  may  not  be  possible  because  their  equipment  may  recognize  the  second  digit  as  well  as,  or 
in  addition  to  the  first  digit.  See  PBX  Glossary  of  Terms  for  strengths  and  weaknesses. 
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OKI  AC120  (SOLD  BY  ARCATA,  LITCOM,  RCA,  SCOTTBUTTNER) 

VSBELL  A3  27a 

BELL  ADVANTAGES: 

(1)  800A  is  electronic  -  theirs  is  X-bar  (30  years).  Ours  is  modern,  faster  connecting,  less 
troublesome,  easier  to  repair. 

(2)  800A,  770,  and  NA409  have  greater  internal  call  and  total  call  carrying  capacity.  770  has  greater 
trunk  capacity.  Look  for  heavy  internal  and  trunk  calling. 

(3)  770  and  IMA4-09  will  operate  with  3  simultaneous  consoles,  if  required.  Theirs  only  2  and  NOT 
SIMULTANEOUSLY.  Look  for  need  for  2nd  position  with  total  system  control,  i.e.,  OSS,  busy 
lamps,  attendant  trunks,  etc. 

(4)  We  have  100%  to  800%  more  "0"  trunks  than  theirs.  Identify  need  for  operator  access  for 
message  checking,  checking  out  for  an  appointment,  attendant  conferences,  transfer  of  calls,  help 

•    to  a  restricted  station,  attendant  paging. 

(5)  Our  770  offers  24  simultaneous  add-on  conferences.  Their  capacity  is  2.  (Are  2  in  the  contract?) 
Will  their  machine  offer  sufficient  capacity  to  satisfy  current  and  future  needs?  (Same  circuits 
are  used  for  consultation  hold  and  station  transfer.) 

(6)  We  transfer  calls  at  the  touch  of  a  button.  They  must  Keypulse  in  the  complete  number.  Key 
pulse  may  provide  greater  chance  for  error.  (Our  console  with  Touch  Tone®  offers  both.) 

(7)  We  are  strong  in  this  area.  (The  770  and  NA4  09  offer  camp-on  of  every  trunk.)  Their  capacity  is 
not  known.  What  good  is  camp-on  if  sufficient  capacity  is  not  available' 

(8)  The  770  has  24  circuits,  the  800A  three,  and  the  NA4-09  six,  (or  use  during  consultation  hold. 
Their  capacity  is  two.  Is  it  sufficient  to  meet  customer  present  and  future  needs' 

(NOTE:  Same  circuits  are  used  for  add-on  and  station  transfer.) 

(9)  We  have  indication  of  camp-on.  They  do  NOT.  Sell  the  benefits  of  good  customer  service,  time 
and  money  saving,  total  system  effectiveness,  etc. 

(10)  When  the  power  fails  so  does  the  entire  system.  No  one  gets  in  or  out  or  in  between.  With  our 
system  emergency  in  and  out  calls  are  assured.  Not  so  with  theirs  unless  reserve  battery  power  is 
installed.  (SS) 

(11)  The  756  can  have  station  DSS.  Sell  busy  executives  the  benefits. 

(12)  Our  station  hunting  is  standard  and  plentiful.  Theirs  is  not.  Sell  the  benefits. 

(13)  We  can  station  hunt  to  non-consecutive  numbers.  They  can  not.  Sell  the  benefits. 

(14)  More  capacity  on  800A,  770  and  NA4  09.  They  have  up  to  2.  Same  circuits  are  used  for  add-on 
conference  and  consultation  hold.  (How  many  are  in  their  contract?) 

(15)  Trouble  alarms  tell  us  when  the  system  is  not  operating  properly.  On  their  system  the  customer 
and  the  repairman  find  out  the  hard  way. 

(16)  Trunk  answer  any  station  is  a  strong  feature  on  our  systems.  How  many  trunks  can  be  answered 
on  their  system  at  one  time?  What's  the  contract  say? 

NON-BELL  ADVANTAGES: 

(21)  Camped-on  calls  revert  back  to  the  attendant  after  30  seconds.  Not  a  bad  feature  but  do  ALL 
camped-on  calls  revert  back?  How  many?  The  call  will  have  to  be  re-camped  on  each  time.  (Our 
systems  provide  visual  status  at  all  times.  Theirs  does  not.) 

(22)  The  attendant  can  interrupt  a  call  with  this  feature,  regardless  of  its  confidential  nature.  Will  the 
customer  sacrifice  privacy?  Is  a  warning  tone  heard?  Can  the  system  be  set  up  to  provide 
complete  privacy? 

(23)  With  this  feature  privacy  is  eliminated.  How  many  stations  can  be  afforded  this  feature?  (only 
those  ending  in  "0"?)  A  warning  tone  announces  the  interruption  but  the  knowledge  that 
someone  can  interrupt  or  even  eavesdrop  on  conversations  may  not  generate  a  warm  feeling.  Is 
the  tone  the  same  as  camp-on  tone? 

(24)  Abbreviated  dialing  of  3  digits  to  reach  a  1 0-digit  number  can  be  provided.  What  is  the  capacity? 
Cost  to  add  or  change?  Who  has  access?  (We  have  card  dialers  and  magicalls.) 

(25)  They  can  transfer  out  calls  but  only  2  simultaneously?  Enough?  We  can  also  transfer  through  the 
attendant  or  with  add-on  conference  assembly.  (800A,  770,  and  NA4-09  offer  it  as  an  option.) 

(26)  A  call  to  station  26  which  is  busy  can  be  routed  to  28  by  dialing  8.  The  call  can  be  stepped  up  or 
down  providing  it  is  in  the  same  lO's  group.  Our  NA4  09  does  the  same  thing.  (Step  call  is  used 
to  supplement  their  limited  hunting  ability.) 

(27)  Good,  if  the  customers  area  has  "dial  1"  access  before  making  MMU  calls,  or  if  toll  calls  require 
N.P.A.'s.  If  neither  of  the  above  apply,  the  station  users  can  dial  the  maximum  MMU  calls 
without  denial.  Dialing  the  long  distance  operator,  411  for  information,  or  911  for  emergency 
service  may  not  be  possible  because  their  equipment  may  recognize  the  second  digit  as  well  as,  or 
in  addition  to  the  first  digit.  See  PBX  Glossary  of  Terms  for  strengths  and  weaknesses. 


4258 


A3-27b 
OKI  AC  120 


Mlgr&Madil. 

OKI  AC!  20 

WE.  756A 

WE.  BOCA 

WE    770A  II 

TELCO  NA4  09 

Origin: 

JAPAN 

USA 

USA 
ELECT 

USA 

JAPAN 

Control: 

ELECTRO/MECH 

RELAY 

ONIC  '(11 

RELAY 

RELAY  COrulMON 

Swilchmgv 

X  BAR 

X  BAR 

FERREED  MATRIX& 

X  BAR 

XBAH 

SOLID  STATE 

CAPACITY 

H/U 

Linei  M»i 

30 

42 

60 

72 

90 

60 

80 

40 

80 

160 

320 

400 

400 

600 

TrunkiMss 

7 

12 

15 

20 

20 

10-20 

20 

110 

52 

lin»iMj< 

3 

5 

5 

6 

6 

16 

10 

— 

121 

— 

bvC.S.E. 

(21 

18 

(21 

/  Inlernal  Cilll 

3 

5 

5 

6 

6 

6 

10 

•     (21 

32 

18 

•     (2l| 

i  Total  Calll 

10 

17 

20 

26 

26 

13 

30 

•      121 

y 

142 

70 

•     (21 

#Consolei 

2 

2 

2 

2 

2 

2 

1 

2 

2      3 

3 

3 

•13) 

3 

i    ■    1(31 

/  Simultaneoul  Conioitt 

1 

1 

1 

1 

1 

1 

1 

2 

2I    3 

3 

3 

■(3) 

3 

1   .     131 

Sv»  Network  -  CCS 

5.4 

59 

1    1 

determined  bv  C  S  E. 

5.4 

1       ■ 

Grade  ol  Servica 

.02 

.02 

02 

.02         i 

.02 

'       1 

1  Attendant  Circuiti 

2 

3 

I4i 

4 

•   1(4) 

10    10!  18 

IB 

18 

•(41 

6 

•    '(41 

FEATURES 

1       1 

;   1 

-J- 

_i  L 

#  Add  On  Conference! 

S-2 

- 

0-3 

1    ■   t|6) 

024 

151 

06 

1-1(51 

Anendant  Conference 

0 

0 

0 

0 

0 

1 

Anendant  Buly  Verilicalion 

S 

- 

- 

1 

- 

S 

Anendant  DSS/w  Buiy  Lampt 

- 

0 

161 

0 

•  liei 

0 

(6) 

0 

•   !(6) 

Auto  Recall  Attendant  f  Revenion) 

s 

. 

21 

- 

- 

- 

0 

i 

Attendant  Seti  Call  ISenal  Calll 

- 

- 

- 

- 

- 

f  Auto  Callback  -Station 

- 

- 

- 

- 

- 

1 

Buiy  Override  -  Anendant/w  Tone 

s 

(22 

- 

- 

_ 

- 

: 

ButY  Override  -  Eitc/w  Tont 

0 

. 

{23 

- 

- 

- 

- 

1 

Call  forward  Buiy  Line. 

_ 

- 

- 

- 

- 

Call  Forward-Oon'l  Amwtr 

- 

- 

- 

- 

- 

Call  Restriction  -  Out  Calll 

s 

s 

s 

s 

s 

1 

t  Camp  On  -  Anendant 

S#  INA 

aic 

(7) 

0-3 

(^unlimited 

171 

unlimited 

■     ;(71 

1  Coniullation  Hold 

&2 

_ 

3 

181 

24 

. 

(81 

6 

•   '(81 

Oiclatian  Accen 

n 

0 

0 

0 

0 

1 

Indication  of  Camp-On 

- 

0 

19) 

0 

191 

0 

(91 

0 

.  'Ol 

Line  Lockout 

0 

s 

S 

_ 

S 

! 

Message  Registers 

0 

0 

0 

0 

0 

' 

Message  Waiting 

0 

n 

0 

0 

0 

. 

Paging  Access 

0 

0 

0 

i 

0 

0 

1 

/  Power  Failtjre  Transfer 

_ 

S-4 

line 

no: 

S-4  lines 

no 

4 

8    16 

32 

40-(10i 

S 

no 

i 

1 

Speed  Calling 

0 

124 

- 

- 

1 

- 

- 

Station  OSS 

_ 

0 

.  i(ii 

-           1 

- 

- 

/SlaHunt-Cons«c    ^Groups-Max 

O-Sgrpsof  10 

SinlOsgrP 

4121 

S-unlimited 

(12 

S-inlO'sgrp 

(12 

S-uniimited 

1(12 

^SlaHunt  NonConsec  #  Groups-Max 

_ 

S-in  lO'sgrp 

S  unlimited  i 

(13) 

S-in  lO'sgrp 

- 

Station  Transfer  -  In  Calls 

S 

- 

0 

1 

0  1       1       i 

0 

Station  Transfer  -  Out  Calls 

s 

251 

- 

0 

0 

1       ' 

0 

iTJ) 

#  Total  Simultaneous  Transfers 

2 

- 

3 

(14: 

24 

1       1 

(14 

6 

Step  Call 

S 

126 

- 

- 

- 

1 

S 

i       i       i 

' 

1 

1       1       i 

Tie  Lines 

0 

0 

0 

1 

, 

0|       i 

I 

0 

i   1   ; 

Toll  Denial  II  &  0) 

S 

27 

0 

0     ! 

1 

0 

',\- 

_i  J 

— 

Toll  Oivenmg 

0 

n 

0|     !      !      i 

0                 1 

1 

TOUCH  TONE  Egonralent 

0 

0 

0   1       i 

0             III 

0 ! 

1   1   i 

Trouble  Alarms 

INA 

1 

s 

115 

s]     ' 

1    •   i"5 

S                  1        ■   •   1(15 

01  :   1 

,-;j 

f  Trunk  Answer  Any  Station 

S#  INA 

0-1 

r  1 

0  unlimited 

1—      '  <"^ 

0-m3«of24           •    116 

Suntimiied        I    • 

1(161 

; 

1 

1 

ill; 

i^ 

1 

1 

1 

1      1      1      1 

1 

1 

_ 

III 



1 

INA  Into,  Not  Aviilabli 


(  )  Rtfir  to  Nam 


4259 


OKI  AC  220  (SOLD  BY  ARCATA,  LITCOM,  RCA,  SCOTT  BUTTNER) 

VSBELL  A3-29a 

BELL  ADVANTAGES: 

(1)  770  has  greater  capacity  on  trunks,  internal  calling,  total  number  of  calls.  Look  for  heavy 
requirements  both  now  and  in  future  and  sell  the  benefits. 

(2)  We  have  greater  "0"  trunk  capacity.  However,  more  than  what  they  show  can  probably  be 
installed  in  place  of  regular  trunks.  Look  for  passing  of  dial  tone  to  restricted  stations  ...  can 
they  do  it? 

(3)  Our  770  offers  24  simultaneous  addon  conferences.  They  offer  a  maximum  of  6.  (How  many 
are  specified  in  the  contract')  Is  this  sufficient  capacity  to  meet  customer  needs?  (Same  circuits 
are  used  for  consultation  hold  and  station  transfer.) 

(4)  We  transfer  calls  at  the  touch  of  a  button  (and  have  visual  station  status  at  all  times).  They  must 
key-pulse  the  number  which  may  increase  the  chance  of  error.  They  may  offer  a  busy  lamp  field 
(optional).  Does  it  stay  lit  or  must  it  be  activated  by  the  push  of  a  button  each  time  for  status' 

(5)  The  770  and  NA409  offer  camp  on  of  every  trunk.  Does  theirs?  Is  capacity  enough'  What  good 
is  a  feature  if  there  is  not  sufficient  capacity  to  do  the  job? 

(6)  The  770  offers  up  to  24  simultaneous  consultation  hold  arrangements.  They  only  offer  up  to  6. 
(Same  circuits  are  used  for  add-on  conference  and  transfer). 

(7)  We  have  indication  of  camp-on.  They  do  NOT.  This  feature  is  one  of  the  most  important  offered 
because  it  saves  time  and  money  by  letting  called  parties  know  of  a  waiting  call.  Sell  the  benefits. 

(8)  When  the  power  fails,  so  does  their  entire  system.  No  one  gets  in  or  out  or  in  between.  Can  the 
customer  afford  this'  (Especially  in  an  emergency?) 

(9)  Our  station  hunting  is  standard  and  plentiful.  Theirs  is  not  but  we  do  not  know  actual  capacities. 
(Sell  the  need  and  capitalize  on  their  weakness.) 

(10)  We  offer  non-consecutive  hunting.  They  do  not.  Sell  the  benefits. 

(11)  24  simultaneously  on  770.  They  offer  up  to  6.  How  many  are  included  in  their  bid?  What  does 
the  contract  say?  What  does  the  customer  need  and  want  now  and  in  the  future? 

(12)  Trouble  alarms  tell  us  when  the  system  is  not  operating  propeny.  On  their  system,  the  customer 
and  repairman  find  out  the  hard  way. 

(13)  This  is  a  strong  feature  on  our  systems.  How  many  trunks  can  be  answered  on  their  system  at 
one  time?  What  does  the  contract  say? 

NON-BELL  ADVANTAGES: 

(20)  The  400  line  system  offers  4  consoles  to  our  3.  (This  is  only  an  advantage  if  the  need  exists). 

(21)  Camped-on  calls  revert  back  to  the  attendant  after  30  seconds.  Not  a  bad  feature  but  do  ALL 
camped-on  calls  revert  back?  How  do  they  revert  back?  Over  attendant  circuits?  (Also,  the  call 
will  have  to  be  re-camped  on  each  time.) 

(22)  The  attendant  can  interrupt  a  call  with  this  feature,  regardless  of  its  confidential  nature.  Will  the 
customer  be  willing  to  sacrifice  privacy?  Is  a  warning  tone  heard?  Can  total  privacy  be  provided 
if  the  customer  wants  it? 

(23)  Abbreviated  dialing  of  3  digits  to  reach  a  lOdigit  number  can  be  provided.  What  is  the  capacity? 
Cost  to  add  or  change?  Who  has  access?  We  offer  card  dialers,  magicalls,  etc. 

(24)  They  can  transfer  out  calls  but  only  up  to  6  simultaneously?  Enough?  We  offer  it  too  as  an 
option  and  with  greater  capacity.  What  does  the  customer  need  and  want  now  and  in  the  future? 

(25)  A  call  to  station  25  which  is  busy  can  be  routed  to  28  by  dialing  8.  The  call  can  be  stepped  up  or 
down,  but  only  if  it  is  within  the  same  10's  group.  This  is  the  competitive  answer  to  station 
hunting  limitations. 

(26)  Good,  if  the  customers  area  has  "dial  1"  access  before  making  MMU  calls,  or  if  toll  calls  require 
N.P.A.'s.  If  neither  of  the  above  apply,  the  station  users  can  dial  the  maximum  MMU  calls 
without  denial.  Dialing  the  long  distance  operator,  411  for  information,  or  911  for  emergency 
service  may  not  be  possible  because  their  equipment  may  recognize  the  second  digit  as  well  as,  or 
in  addition  to  the  first  digit.  See  PBX  Glossary  of  Terms  for  strengths  and  weaknesses. 

NOTE:  OKI  AC  220  equipment  Is  switched  loop  operation  only. 
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OKI  AC  250  (SOLD  BY  ARCATA,  LITCOM,  RCA,  SCOTTBUTTNER) 

VSBELL  A3  31a 

BELL  ADVANTAGES: 

(1)  770  has  greater  capacity  on  trunks,  internal  calling,  total  number  of  calls.  Look  for  heavy 
requirements  both  now  and  in  the  future  and  sell  the  benefits. 

(2)  We  have  greater  "0"  trunk  capacity.  However,  they  may  be  able  to  add  more  than  4  in  place  of 
regular  trunks.  Look  for  need  to  contact  atlrndnnt  for  messages,  transfers,  handling  of  calls  for 
restricted  stations,  attendant  paging,  etc.  (What  does  the  contract  say?) 

(3)  Our  770  offers  up  to  24  simultaneous  add  on  conferences.  They  offer  up  to  10.  (How  many  are 
in  their  bid?)  Is  there  sufficient  capacity  to  meet  customer  needs?  (Same  circuits  are  used  for 
consultation  hold  and  station  transfer.) 

(4)  We  transfer  calls  at  the  touch  of  a  button  (to  400  lines).  They  must  key-pulse  the  number  which 
may  increase  the  chance  for  error.  A  biisy  lamp  field  may  be  cffered  on  an  optional  basis.  Does  it 
Stay  lit  or  must  it  be  activated  each  time  by  the  push  of  a  button  to  obtam  status'  Our  770 
offers  status  at  all  times. 

(6)  The  770  and  NA4  09  offer  camp-on  of  every  trunk.  Does  theirs?  Is  capacity  enough?  What  good 
is  a  feature  if  there  is  not  sufficient  capacity  to  do  thn  job'  (What  does  the  contract  say') 

(6)  The  770  offers  up  to  24  simultaneous  consultation  hokl  arrangements.  They  offer  up  to  10. 
(Same  circuits  are  used  for  add  on  conference  and  transfer.) 

(7)  We  have  indication  of  camp-on.  They  do  NOT.  This  feature  is  one  of  the  most  important  offered 
because  it  saves  time  and  money  by  letting  called  parties  know  of  a  waiting  call.  Sell  the  benefits. 

(8)  When  the  power  fails,  so  does  their  entire  system.  No  one  gets  in  or  out  or  in  between.  Can  the 
customer  afford  this?  (Especially  in  an  emergency?) 

(9)  Our  station  hunting  is  standard  and  plentiful.  Theirs  is  not  but  we  do  not  know  actual  capacities. 
(What  is  needed  and  what  does  the  non-Bell  contract  say?) 

(10)  We  offer  non-consecutive  hunting.  They  do  not. 

(11)  Up  to  24  simultaneously  on  770.  They  offer  up  to  10  but  how  many  are  in  the  contract? 
Identify  the  advantages  of  greater  capacity  now  and  in  the  future. 

(12)  Trouble  alarms  tell  us  when  the  system  is  not  operating  properly.  On  their  system  the  customer 
and  repairman  find  out  the  hard  way  at  the  expense  of  the  customer. 

(13)  This  is  a  strong  feature  on  our  systems.  How  many  trunks  can  be  answered  on  their  system  at 
one  time? 

NON-BELL  ADVANTAGES; 

(20)  The  400  line  system  offers  4  consoles  to  our  3.  (This  is  only  an  advantage  if  the  need  exists.) 

(21)  Camped-on  calls  revert  back  to  the  attendant  after  30  seconds,  not  a  bad  feature  but  do  ALL 
camped-on  calls  revert  back'  How  many  are  in  the  contract?  (Also,  the  call  will  have  to  be 
re-camped  on  each  time.) 

(22)  The  attendant  can  interrupt  a  call  with  this  feature,  regardless  of  its  confidential  nature.  Will  the 
customer  be  willing  to  sacrifice  privacy'  Is  a  warning  tone  heard' 

(23)  This  feature  eliminates  privacy.  Hov/  many  stations  can  be  equipped  to  override?  (Only  those 
ending  in  "0"?)  A  warning  tone  announces  the  interruption,  but  the  knowledge  that  someone 
can  interrupt  or  even  eavesdrop  on  conversations  may  not  generate  a  very  warm  feeling. 

(24)  Abbreviated  dialing  of  3  digits  to  reach  a  10-digit  number  can  be  provided.  What  is  the  capacity? 
Cost  to  add  or  change?  Who  has  access'  We  provide  card  dialers,  magicalls,  etc. 

(25)  They  can  transfer  out  calls  but  only  10  simultaneously'  Enough?  We  also  offer  this  feature. 

(26)  A  call  to  station  26  which  is  busy  can  be  routed  to  28  by  dialing  8.  The  call  can  be  stepped  up  or 
down,  but  only  if  it  is  within  the  same  10's  group.  This  is  the  competitive  answer  to  station 
hunting  limitations. 

(27)  Good,  if  the  customers  area  has  "dial  1"  access  before  making  MMU  calls,  or  if  toll  calls  require 
N.P.A.'s.  If  neither  of  the  above  apply,  the  station  users  can  dial  the  maximum  MMU  calls 
without  denial.  Dialing  the  long  distance  operator,  411  for  information,  or  911  for  emergency 
service  may  not  be  possible  because  their  equipment  may  recognize  the  second  digit  as  well  as,  or 
in  addition  to  the  first  digit.  See  PBX  Glossary  of  Terms  for  strengths  and  weaknesses. 

NOTE:   OKI  AC  250  equipment  is  switched  loop  operation  only. 
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PLESSEY  PB  100  (SOLD  BY  SCOTT  BUTTNER)  VS  BELL  A3-33a 

BELL  ADVANTAGES: 

(1)  800A  is  electronic  —  theirs  is  X  Bar  (30  years).  Ours  is  modern,  quieter,  faster  connecting,  less 
troublesome,  easier  t&  repair. 

(2)  The  770  and  NA4  09  have  greater  capacity  (trunks,  stations,  internal  calling). 

(3)  The  756,  770,  NA4  09  provide  more  than  1  console.  Identify  need  for  second  position  with  full 
■>-  system  control  (DSS,  operator  trunks,  busy  lamps,  etc.) 

(4)  We  have  more  "0"  circuits,  they  have  only  2.  Identify  need  for  checking  in,  out,  for  messages, 
help  with  call  transfers,  out  calls  for  restricted  stations,  etc. 

(5)  770  offers  up  to  24  simultaneous  addon  conferences,  theirs  unknown.  Will  their  machine  offer 
sufficient  capacity  to  take  care  of  needs'  (Circuits  are  used  for  transfer  and  consultation  hold 
also.) 

(6)  We  offer  DSS  -  they  only  a  busy  lamp  field  that  does  NOT  stay  lit  all  of  the  time.  The  operator 
must  push  a  button  to  obtain  status  in  busy  lamp  field  and  then  route  the  call.  Our  busy  lamp 
field  provides  current  status  at  all  times.  On  ours  you  look  one  place  and  push  a  button. 

(7)  On  770  and  NA409,  camp  on  is  limited  only  to  the  number  of  trunks  installed.  How  about 
theirs?  Is  there  sufficient  capacity  to  do  the  job?  What  does  their  contract  say? 

(8)  The  770  has  up  to  24  circuits  for  use  during  consultation  hold.  How  about  theirs?  Is  sufficient 
capacity  available?  (Same  circuits  are  used  for  addon  and  transfer.) 

(9)  A  station  in  trouble  is  locked  out  of  the  equipment  on  our  system  so  it  does  not  tie  up  circuits. 
Theirs  does  not  which  could  cause  serious  failures. 

(10)  We  offer  station  DSS  on  the  756.  They  do  not.  (Busy  executives  may  need  DSS.) 

(1 1)  Our  station  hunting  is  standard  and  plentiful.  Theirs  is  not.  Sell  the  need  for  station  hunting  in 
departments,  between  executives  and  secretaries. 

(12)  We  and  they  can  hunt  non-consecutively,  however,  we  have  more  capacity. 

(13)  Call  transfer.  Again  more  capacity  on  the  770.  How  many  can  their  system  transfer  at  one  time? 
(Capacity  to  meet  requirements  is  essential.) 

(14)  Trunk  answer  any  station  is  a  strong  feature  on  our  systems.  How  many  trunks  can  be  answered 
by  their  system  at  one  time? 

NONBELL  ADVANTAGES: 

(15)  If  a  camped-on  call  is  not  handled  within  30  seconds  it  reverts  back  to  the  operator  and  is 
dropped  off  of  "camp-on".  How  does  it  revert  back  to  the  attendant'  If  over  an  attendant 
trunks,  there  are  only  two.  And  what  if  the  trunk  answer  any  station  feature  is  being  used?  Who 
picks  up  the  reverted  call? 

(16)  How  many  trunk  calls  can  bo  "sequenced"  at  one  time?  Why  can't  the  station  transfer  the  call' 
Why  tie  up  the  operator? 

(17)  Is  attendant  busy  override  a  good  feature?  Is  the  customer  willing  to  sacrifice  privacy?  Will 
interruption  create  ill  will? 

(18)  Their  indication  of  camp-on  repeats  itself  every  12  seconds.  Is  this  a  good  feature  or  will  it  cause 
ill  will? 

(19)  They  can  transfer  out-calls  but  how  many  simultaneously?  We  offer  it  too  but  with  greater 
capacity. 

(20)  Good,  if  the  customers  area  has  "dial  1"  access  before  making  MMU  calls,  or  if  toll  calls  require 
N.P.A.'s.  If  neither  of  the  above  apply,  the  station  users  can  dial  the  maximum  MMU  calls 
without  denial.  Dialing  the  long  distance  operator,  411  for  information,  or  911  for  emergency 
service  may  not  be  possible  because  their  equipment  may  recognize  the  second  6\q\\  as  well  as,  or 
in  addition  to  the  first  digit.  See  PBX  Glossary  of  Terms  for  strengths  and  weaknesses. 
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PBX  -  PABX  GLOSSARY  OF  TERMS 


ADD-ON-CONFERENCE 

Allows  a  station  user  to  add  another  station  within  the  same  PBX  or  CENTREX  system  to  an  existing  incoming 
or  outgoing  exchange  network  call  for  a  3  party  conference,  without  attendant  assistance.  Normally  this 
feature  uses  the  same  circuits  as  consultation  hold  and  station  transfer. 

NOTE:  Additional  Bell  capacity  may  be  obtained  by  providing  Bell  KTS  add-on. 

ATTENDANT  CONFERENCE 

Allows  the  attendant  to  establish  a  conference  connection  between  central  office  trunks  and  internal  stations. 
Limitations  exist  as  to  the  number  and  type  of  trunks  and  stations  that  can  be  connected  simultaneously. 

ATTENDANT  BUSY  VERIFICATION 

A  digit  display  unit  is  used  to  display  busy  extension  codes  and  to  associate  an 
extension  that  has  made  an  out  going  call  with  the  outgoing  trunk,  A  busy 
lamp  field  provides  similar  status. 

NOTE:  More  sophisticated  systems  utilize  an  electronic  "syllabic    T 
indicator"  which  recognizes  presence  of  speech  on  a  trunk  • 

without  call  interruption. 

ATTENDANT  DSS  e/w  BUSY  LAMP  FIELD 

An  attendant  console  feature  that  provides  for  a  pushbutton  and  lamp  to  be  associated  with  each  extension. 
It  allows  an  attendant  to  complete  a  call  to  a  station  by  operating  the  push-button  associated  with  that  station. 
In  addition  the  attendant  is  supplied  with  one  source  station  status. 

•  ••••••••a  NOTE;  Translucent  "Status  Rings"  in  a  variety  of  colors  may  be  placed 

•  ••••••  J  J  J  over  Bell  System  DSS  buttons  to  indicate  station  status.  I.E.  Red  means 

•  •••••••••  (Jo  not  disturb,  blue  —  ill,  orange-out  on  break,  yellow  -  vacation,  etc. 


AUTOMATIC  RECALL  ATTENDANT  -  (REVERSION) 

Automatically  alerts  the  attendant,  after  a  prescribed  time  period,  usually  15-60  seconds,  to  a  camped-on  or 
unanswered  call  completed  through  the  console  so  that  a  status  report  may  be  given  to  the  calling  outside 
party.  Bell  refers  to  this  feature  as  "timed  reminder." 

NOTE:  Additional  considerations  are  as  follows: 

-  On  non-Bell  Systems  the  call  may  continue  to  ring  at  an  unanswered 
station  even  though  it  has  reverted  back  to  the  attendant.  (The  caller 
will  usually  continue  to  hear  ringing  tone  and  may  not  be  aware  of  the 
"reversion"  until  the  attendant  answers.  If  the  attendant  is  busy  the 
caller  may  receive  less  than  satisfactory  service). 

-  On  non-Bell  systems  a  reverted  camped-on  call  will  usually  not  stay 
camped-on.  With  Bell  it  will  and  if  the  called  station  becomes  free 
during  "reversion",  he  will  be  connected  to  the  reverted  call. 

—  All  trunks  may  or  may  not  be  equipped  for  "reversion". 

—  The  reverted  call  may  return  to  the  attendant  on  the  same  incoming 
trunk,  an  attendant  truck,  or  a  special  circuit.  The  attendant  may  or  may 
not  know  the  status  of  the  returning  call  (whether  new  or  reverted,  who 
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it  is,  or  who  it  was  for). 

—  If  there  is  more  than  one  attendant  position,  the  original  attendant 

may  not  get  the  reverted  call. 


«i> 


ATTENDANT  SEQUENCE  CALL  (SERIAL  CALL) 

When  a  party  on  an  incoming  call  wants  to  speak  to  more  than  one  PABX 

subscriber,  the  attendant  can  arrange  to  have  the  incoming  party 

automatically  returned  to  the  attendant  position  after  each  call  is 

completed. 

This  feature  is  manually  activated  by  the  attendant  when  the  incoming  caller  informs  her  that  he  wishes  to 

speak  with  more  than  one  internal  party.  (On  an  Ericsson  ARD  561  an  "S"  button  is  activated  by  the 

attendant  before  the  call  is  passed  to  the  station  user). 

This  feature  works  by  holding  a  trunk  circuit  and  signaling  the  attendant  through  a  recall  circuit  after  a 

station  hangs  up  from  an  incoming  trunk  call. 

AUTOMATIC  CALL-BACK  -  STATION 

Allows  the  station  user,  when  he  encounters  an  internal-station  busy  signal,  to  dial  a  single-digit  number  and 
hang  up.  When  calling  and  called  parties  become  free,  both  are  automatically  rung  and  connected. 
NOTE:  While  activated,  this  feature  does  not  prevent  the  calling  station  from  either 
Initiating  or  receiving  calls.  The  station  "camp-on"  may  time  out  after  a  pre-determined 
period  of  time.  (1  5  minutes) 

BUSY  OVER-RIDE  ATTENDANT  WITH  TONE 

Permits  the  attendant  entry  into  an  existing  busy  connection  and  usually  provides  a  warning  tone  to  that 
conversation  to  indicate  third-party  entry.  (However,  certain  systems  may  not  provide  a  warning  tone.  For 
those  that  do,  the  tone  may  be  the  same  as  "camp-on"  indication). 

BUSY  OVER-RIDE  -EXECUTIVE  (WITH  TONE) 

Preselected  stations  may  be  provided  this  feature  to  enable  them,  upon 
encountering  busy  signal  on  a  call  to  an  internal  station,  to  dial  a  single 
digit  (or  activate  a  special  pushbutton)  and  gain  access  to  the 
existing  conversation  taking  place.  On  some  systems  a  warning 
tone  may  not  be  heard.  Both  interrupted  parties  hear  the  over 
ride  except  on  a  select  few  sophisticated  systems  where  the  outside 
party  is  excluded  from  the  conversation. 

NOTE:  On  many  non-Bell  systems  only  those  stations  ending  in 

"O"  have  the  ability  to  over  ride.  (AKD741 ,  ARD  561 ,  etc.) 

CALL  FORWARDING  -  BUSY  LINE 

This  service  feature  automatically  re-routes  calls  to  the  attendant  or  a  predesignated  station  when  the  called 
station  is  busy. 

CALL  FORWARDING  -  DON'T  ANSWER 

Automatic  re-routing  to  the  attendant  or  a  pre-designated  station  occurs  when  a  given  station  doesn't  answer 
within  a  prescribed  time  interval,  (the  exact  interval  depends  on  the  type  of  switching  system  and  is 
approximately  30  seconds). 
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CALL  RESTRICTION  ON  OUTGOING  CALL 

This  service  feature  denies  selected  stations  within  the  PBX  or  CENTREX  system  the  ability  to  place  outside 
calls  and/or  certain  miscellaneous  trunk  calls  without  the  assistance  of  the  attendant. 

CAMP-ON-ATTENDANT 

An  incoming  outside  call  which  the  attendant  attempts  to  complete  to  a 
busy  station  line  within  the  system  is  automatically  placed  in  a  special 

"waiting"  mode  until  the  desired  station  becomes  idle.  Qi TN 

The  called  station  is  then  automatically  rung  and  connected  to  the 
incoming  call  without  additional  operator  assistance. 

CONSULTATION  HOLD 

By  depressing  the  switchhook  (Bell),  dialing  a  code,  or  pushing  a  button  the  incoming  or  outgoing  central 
office  call  is  automatically  placed  on  "hold"  and  the  station  is  given  PBX  system  dial  tone.  Upon  receiving  dial 
tone,  the  station  user  proceeds  to  establish  connection  with  another  internal  station.  After  speaking  with  the 
consulted  station,  the  original  station  can  return  tothe  central  office  call,  add-on  conference  or  transfer  it  to 
another  station. 

NOTE:  On  most  systems  only  one  of  the  parties  may  be  "outside"  the  PBX  or  CENTREX 

system. 

Some  non-Bell  systems  are  restricted  to  incoming  call  consultation  hold. 

Certain  non-Bell  vendors  offer  this  feature  as  a  substitute  for  regular  hold.  However,  using  It 

in  this  manner  can  tie  up  the  switcher  because  normally  the  same  internal  circuits  are  used  for 

other  system  features. 

DICTATION  ACCESS  (AND  CONTROL) 

Allows  station  users  to  have  dial  access  to  centralized  dictating 
equipment  and  to  maintain  telephone  dial  control  of  all  normal 
dictation  system  features. 

INDICATION  OF  CAMP-ON 

This  service  feature  provides  an  audible  signal  to  a  busy  called  station  to  indicate  that  an  Incoming  call  is 
camped  on.  On  Bell  Systems,  subsequent  bursts  of  tone  are  applied  each  time  the  attendant  leaves  the 
waiting  connection  after  reverifying  the  callers  desire  to  wait. 

LINE-LOCKOUT 

The  switching  equipment  will  automatically  disconnect  a  line  ^ 

from  the  PBX  network  if  the  station  handset  Is  off  hook  and  ^  y 

dial  pulses  are  not  received  after  a  prescribed  period  of  time.  E  '  '     ■        > 

Without  this  feature,  the  "off  hook"  station  will  continue  Bk 

to  "tie  up"  that  portion  of  the  switching  equipment  it  is  ™ 

using. 

In  some  instances,  an  off-hook  signal  called  "howler  tone,"  is  applied  to  the  line  to  attract  the  attention  of 
the  station  user. 

NOTE:  Line  lockout  should  not  be  confused  with  the  attendant  LOCKOUT  feature  which 
denies  the  attendant  the  ability  to  reenter  an  incoming  central  office  call,  unless  recalled  by 
the  station  user. 


4271 


AS -4 


MESSAGE  REGISTERS 

Completed  calls  from  each  telephone  on  the  PBX-PABX  to  the  central  office  are  registered  on  message 
meters.  Non-Bell  vendors  may  provide  registers  which  arc  activated  by  (1 )  Our  central  office  signal  (same  way 
ours  are)  thru  an  interconnect  device  or  (2)  thru  a  timeout  relay  which  strokes  a  tally  after  8-10  seconds. 
NOTE:  Using  method  (2)  the  message  register  will  tally  all  local  calls  including  "911",  411, 
etc.  In  a  Hotel-Motel  system  a  guest  could  be  charged  for  an  uncompleted  call  or  one  that 
normally  can  be  made  at  no  extra  cost  (i.e.  911,  41 1). 

MESSAGE  WAITING 

If  a  called  party  is  out,  the  attendant  takes  the  message  and  operates  a  switch  on  a  message  waiting  turret.  A 
lamp  flashes  on  a  message  waiting  telephone  in  the  called  party's  room  or  at  his  desk  to  notify  him  that  the 
attendant  has  a  message. 

PAGING  ACCESS 

Permits  attendants  and  station  users  to  dial  access  customer-owned 
loudspeaker  paging  equipment  for  the  purpose  of  voice  paging. 
Attendants  may  also  access  the  voice  paging  equipment  directly 
through  a  jack  or  key  on  the  attendant  position,  depending  on 
the  switching  system. 

POWER  FAILURE  TRANSFER 

Provides  automatic  transfer  of  central  office  lines  to  predetermined 

stations  during  a  power  failure  when  reserve  power  is  not  provided 

with  the  PBX  system.  This  facility  usually  excludes  special  trunk 

circuits  such  as  WATS,  Foreign  Exchange,  etc.  Some  manufacturers 

provide  only  a  limited  number  of  trunks  (in  many  cases,  only  one) 

as  a  standard  facility,  with  an  additional  number  being  available  on  an  optional  basis.  In  these  cases,  where  the 

maximum  capabilities  are  known,  appropriate  notation  is  provided.  Generally,  central  office  trunks  serving  PBX 

systems  are  of  the  "ground-start"  variety,  and  in  these  situations,  the  predetermined  transfer  stations,  if  they 

are  to  originate  outgoing  calls  during  such  a  power  failure,  must  be  equipped  with  a  ground  button  in  order  to 

obtain  central  office  dial  tone.  If  power  failure  transfer  is  not  provided,  battery  reserve  power  should  be. 

NOTE:  SEE  TOUCH-TONE  EQUIVALENT  if  system  is  equipped  with  TOUCH-TONE. 

SPEED-CALLING  (OR  ABBREVIATED  DIALING) 

Specific  3-digit  codes  are  assigned  to  frequently  called  seven  or  ten  digit  central  office  numbers.  When  the 
3-digit  code  is  dialed  at  the  PABX,  the  central  office  number  is  outpulsed  automatically.  Capacity,  restriction 
as  to  who  has  access,  and  the  method  of  inputing  new  or  changing  old  numbers  should  be  a  prime 
consideration  of  this  feature.  (Our  single  digit  dialers,  card  dialers,  and  magicalls  may  provide  the  customer 
with  better  service.) 

STATION  DIRECT  STATION  SELECTION 

A  station  user  can  place  a  call  to  any  one  of  a  given  number  of  preselected  station  lines  by  depressing  a  single 

pushbutton  on  his  station  associated  with  each  station  number  to  be  included  in  this  arrangement. 

The  complete  telephone  number  is  transmitted  automatically  by  the  equipment.  (Available  on  our  756  PBX 

systems). 

STATION  HUNT-CONSECUTIVE 

This  service  feature  allows  an  incoming  call  to  be  directed  to  alternate  consecutively  numbered  stations  w^hen 
the  called  station  is  busy.  On  most  cross  bar  or  stcp-by-step  systems  the  consecutive  numbers  must  be  within 
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the  same  10's  group.  On  some  electronic  systems  the  consecutive  numbers  can  continue  on  indefinitely. 
NOTE:  Most  Bell  systems  are  not  limited  in  the  quanity  of  hunting 
arrangements  that  can  be  provided.  Most  non-Bell  systems  are. 


STATION  HUNT-NON-CONSECUTIVE 

This  service  feature  allows  an  incoming  call  to  be  directed  to  alternate  non-consecutively  numbered  stations 
when  the  called  station  is  busy.  On  most  Bell  and  non-Bell  cross  bar  or  step-by-step  systems  the  nonconsecutive 
numbers  must  be  within  the  same  10's  group.  On  some  electronic  systems  the  nonconsecutive  patterns  can  be 
shotgunned  throughout  the  system. 

NOTE;  Again,  most  Bell  systems  are  not  limited  in  the  quantity  of  hunting  arrangements  that 

can  be-provided.  Most  non-Bell  systems  are. 

STATION  TRANSFER  -  IN  CALLS 

A  station  user  can  transfer  only  incoming  central  office  calls  to  another 
station  within  the  system  without  attendant  assistance.  This  is 
accomplished  by  utilizing  the  consultation  hold  and/or  add  on 
conference  features  and  then  either  hanging  up  (Bell),  dialing  a 
digit  such  as  "1 ",  or  pushing  a  separate  button. 
This  worthwhile  feature  is  only  profitable  to  a  customer  if  he 
has  a  need  or  want  for  it  and  if  the  system  has  the  capacity 
to  satisfy  his  present  and  future  requirements. 

STATION  TRANSFER  -  OUT  CALLS 

A  station  user  can  transfer  outgoing  central  office  calls  to  another  station  within  the  system  without  attendant 
assistance,  (works  the  same  as  station  transfer  in  calls).  This  feature  can  affect  the  total  trunk  capacity  of  non- 
Bell  systems  (in  some  cases,  reduce  it  by  half). 

NOTE;  On  our  systems,  in  call  transfer  must  be  provided.  On  most  Bell  and  non-Bell  systems 

only  one  party  may  be  outside  the  PBX  system. 

#  TOTAL  SIMULTANEOUS  TRANSFERS 

An  important  consideration  when  comparing  Bell  and  non-Bell  systems.  Will  there  be  enough  capacity  to 
satisfy  the  customers  current  and  future  needs?  Most  of  our  systems  "out-power"  non-Bell  in  this  area. 

STEP  CALL 

A  method  of  using  abbreviated  dialing  when  dialing  a  busy  number  and  the  calling  party  wishes  to  speak  with 
another  station  having  only  a  different  units  digit  number.  This  feature  accepts  dialing  the  new  units  digit 
directly  over  the  busy  signal  without  the  necessity  of  hanging  up.  For  example;  if  called  station  225  is  busy, 
by  dialing  the  additional  digit  "8",  connection  is  established  to  station  228.  This  is  sometimes  referred  to  as 
"Call  Advance"  and  is  used  by  the  attendant  to  pass  incoming  calls. 

TIE  LINES 


A  service  that  provides  one  or  more  one-or-two-way  circuits  interconnecting 
two  PBX  or  CENTREX  systems.  The  tie  line  can  be  either  rinedown, 
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automatic,  or  dial  repeating  and  may  be  dial-selected  by  station  users, 
and  either  dial-selected  or  manually  selected  by  attendants,  depending  on 
the  switching  system  and  arrangement  chosen. 

TOLL  DENIAL  (1  or  0) 

This  form  of  call  restriction  is  offered  in  two  ways: 

(1 )     In  areas  where  1  or  0  access  codes  are  necessary  to  place  calls 
outside  the  local  calling  area,  the  restrictor  is  programmed  to 
read  the  first  digit  dialed.  If  the  first  digit  dialed  is  1  or  0  (from 
a  restricted  station),  the  call  is  diverted  to  the  attendant,  a  busy 
tone,  or  a  prerecorded  message. 


( 


TOLL 


(2)     In  areas  where  access  codes  are  not  necessary  the  restrictor  is 

^  programmed  to  read  the  first  and/or  second  digit  dialed.  If 

either  of  those  digits  is  a  1  or  0  the  call  is  diverted  as  (1 )  above. 
NOTE:  Type  (2)  allows  calls  within  an  area  code  but,  calls  cannot  be  dialed  to  foreign  area 
codes.  The  second  digit  in  all  area  codes  is  1  or  0.  Limiting  calling  within  an  area  code  does 
not  preclude  the  possibility  of  unauthorized  lengthy  multi-message  unit  calls. 

ALSO:  Additional  attendant  trunks  should  be  provided  where  this  type  of  denial  is  offered 
to  allow  the  placement  of  long  distance  and/or  multi-message  unit  calls  through  the  attendant. 


TOLL  DIVERTING 

This  form  of  toll  denial  recognizes  prefixes  or  area  codes,  or  prefixes  within  area  codes,  and  allows  or  denies 
the  call.  Those  denied  are  diverted  to  the  attendant,  tone,  or  a  recording.  Diverting  is  provided  on  a  system 
or  station  basis.  Some  toll  diverters  recognize  only  3  digits  (prefixes  only)  while  others  recognize  up  to  7 
digits  and  can  restrict  prefixes  within  an  area  code  as  well  as  full  area  codes,  (our  Stromberg  and  North 
Electric  diverters  have  this  capability). 

TOUCH-TONE   EQUIVALENT 

This  feature  provides  the  same  tone  frequencies  as  TOUCH-TONE   .  Registered  Service  Marks  are  used  by 
various  manufacturers: 


TOUCH-TONE  (Bell  System) 
TONE-DIAL  (Stromberg-Carlson) 
KEY-CALL  (North  Electric) 
TOUCH-CALL  (Automatic  Electric) 
DIGI-TONE  (Northern  Electric) 
KEY-TONE  (Norelco) 
TEL-TOUCH  (ITT) 

NOTE:  Systems  installed  with  TOUCH-TONE  to  dial  pulse  converters  to  provide  TOUCH- 
TONE  equivalent  in  a  non-TOUCH-TONE   prefix  must  have  power  failure  transfer  station 
•  lines  equipped  with  rotary  dial  sets  or  they  won't  work  during  a  power  failure. 

TROUBLE  ALARMS 

These  are  visual  indications  on  the  attendant  position  which  signal  a  fault  in  the  system.  Many  of 
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the  larger  systems  provide  two  such  visual  indications,  one  a  "major"  alarm  and  the  other  a 
"minor"  alarm.  This  feature  is  often  associated  with  an  audible  signal  and  a  signal  "cut-off" 
switch  at  the  attendant  position.  All  Bell  Systems  have  trouble  alarms  to  quickly  identify 
potential  problems. 

TRUNK  ANSWER  FROM  ANY  STATION 

Incoming  exchange  network  calls,  normally  directed  to  the  attendant,  activate  a 

common  alerting  signal  on  the  customer's  premises  when  the  attendant  positions 

are  in  night  service.  These  calls  may  then  be  answered  by  any  station  user  in  the  iH^ 

PBX  or  CENTREX  system  who  dials  a  special  code  from  any  station.  KSm 
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EQUIPMENT  TYPES 


INTRODUCTION  -  Why  You  Need  To  Know 

If,  in  the  course  of  a  direct  confrontation,  a  non-Bell  Dalesman  states  that  his  equipment  employs  Reed  Relay 

Matrix  Switching,  or  Crosspoint  Matrix  Switching,  or  Relay  Switching  -  so  what? 

Should  you  really  care?  You  bet!  Because  it  is  your  responsibility  to  help  keep  the  customer  from  becoming 

confused.  This  portion  of  your  Comparison  Guide  is  designed  to  take  some  of  the  "mystery"  out  of  switching 

and  its  terminology. 

What  should  you  do,  though,  if  a  non-Bell  salesman  does  throw  out  the  statement  that  his  equipment  is  better 

because  it  is  "Ferreed  Matrix"  switched,  or  "Crosspoint"  switched? 

Answer  his  statement  with  a  question.  There  are  many  different  terms  for  similar  switching  arrangements,  how 

does  yours  work?  Once  he  has  explained  how  it  works  you  will  find  it  falls  under  one  or  a  combination  of  the 

following  basic  switching  arrangements  that  we  will  describe  to  you. 

Actually,  connections  may  be  made  utilizing  different  types  of  equipment  but  today  it  is  usually  crossbar  or 

electronic.  FOR  EXAMPLE;  Reed  Relay  Matrix,  Crossreed,  and  Ferreed  Matrix  Switching  is  the  type  of 

switching  basically  used  in  the  800A  and  801 A  machine.  Crosspoint  (crossbar)  switching  is  the  type  used  in 

the  756,  770,  and  757  machines. 

Now,  let's  take  a  basic  look  at  the  types  of  switching  arrangements  available. 

SWITCHING  ARRANGEMENTS 

There  are  3  basic  types  of  switching  arrangements: 

1)  MANUAL  CONTROL - 
An  attendant  receives  a  signal  from  a  station  and  manually  makes  the  connection. 

2)  PROGRESSIVE  SWITCHING  (Direct  Control)  - 
Progressive  switching  or  direct  control  switching  is  a  means  of  control  over  an  automatic 
telephone  system  in  which  the  dial  pulses  from  the  calling  telephone  directly  control 
the  switches  which  establish  the  desired  connection.  Step-by-step  equipment  is  an 
example  of  progressive  switching  using  direct  control. 

3)COMMON  CONTROL  SWITCHING  - 

Common  control  is  a  form  of  control  in  automatic  telephone  systems  in  which  dial  pulses  from  the  calling 
telephone  (constituting  the  address  of  the  called  phone)  are  registered,  analyzed,  and  re-sent  in  the  form  of 
a  routing  code  to  operate  switches  as  required  to  establish  the  desired  connection.  The  common  control 
equipment  is  occupied  only  during  the  time  a  connection  between  two  subscribers  is  being  constructed  and 
not  during  the  resulting  conversation. 

The  two  types  of  common  control  are  Electro-mechanical  and  Electronic. 
The  Electro-Mechanical  Common  Control  utilizes  electro-mechanical  relays  in  the  decision  making  process  of 
controlling  the  call  and  the  Electronic  Common  Control  utilizes  solid  state  diodes.  Both  perform  the  same 
function  but  electronic  is  faster  and  quieter  and  is  being  used  more  often  in  the  newer,  more  sophisticated 
systems. 

Examples  of  Electro-Mechanical  Control  are: 

756  OKI  AC1  20,  220,  250 

757  PlesseyPBlOO 

770  Hitachi  DAX-1,AX2-S,AX3-S 

NA4-09  Ericsson  AKD74I,ARD561 

Examples  of  Electronic  Solid  State  Control  are: 
SOOA  Executone  1000 

801  Pulse  PABX 

812  T/R32 


Step-by-Step 


39-887   O  -  74  -  pt.  6  -  29 
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The  types  of  "switches"  operated  by  the  common  control  unit  are: 

CROSSBAR - 

Mechanical  movement  of  horizontal  bars  is  necessary  to  establish  a  connection.  Movement  of  the  bars 
controlled  by  electromagnetic  equipment  establishes  proper  electrical  paths  through  the  switching  equipment. 
Examples  are:  The  756,  757,  770;  Hitachi  DAX-1 ,  AX2-S;  OKI  AC1  20,  220,  250;  etc. 
NOTE:  Other  names  for  crossbar  type  switching  are: 

— Crosspoint 

-Code  Switch  (similar  to  Crossbar  but  a  little  smaller) 


ELECTRON  ICSEMISOLID  STATE  - 

Calling  path  is  picked  electronically  and  electro-magnets  complete  contact  for  completion  of  calls.  Limited 
mechanical  movement  is  required  to  complete  the  connection.  Examples  are:  The  800A,  801 ,  and 
Stromberg-Carlson  Crossreed  400  and  800. 

NOTE:  Other  names  for  electronic-semi-solid  state  are: 

—  Glassreed  

—  Reed  Relay  Matrix  T~*-  "-^ 

—  Crossreed 

—  Ferreed  Matrix  Glass-reed  switch 


ELECTRONIC-SOLID  STATE  - 


Has  no  mechanical  parts  to  wear  out.  Machine  is  programed  in  its 
magnetic  memory  to  carry  out  its  functions.  Instantly  directs  the 
directs  the  handling  of  all  calls  upon  completion  of  dialing. 
Examples  are:  The  ESS1 01 ,  Executone  1 000,  Northern  Telecom 
Pulse,  and  T/R  32. 
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ALPHABETICAL  LIST  OF  ALL  PBX's  -  BY  MANUFACTURER 


MANUFACTURER  &  MODEL 

LINE  CAPACITY 

A.E.I.  TELECOMMUNICATIONS  (CANADA), 

LTD. 

Type  85 

100 

Type  51 C  Cord 

Unlimited 

Type  97  Cordless 

Unlimited 

BUDAVOX 

RA-8-2 

6 

RA-15-2 

12 

RA-24-2 

20 

CA-22 

20 

CA-42 

80 

CA-102 

300 

•    L  M.ERICSSON 

AMD-503 

3 

AMD-512 

5 

AMD-516 

6 

AMD-518 

10 

ARD-520 

10 

ARD-526 

16 

AKD-741/3 

50 

AKD-561/2 

270  . 

CP-100F-1 

1000 

CP-100F-2 

1000 

•    FUJITSU 

FXB-106U 

80 

FXB-304U  (150-line  arrangement) 

150 

FXB-304U  (400-line  arrangement) 

400 

FXB-506U 

800 

GTE  -  AUTOMATIC  ELECTRIC 

25M 

25-30 

408 

40 

40KS 

40 

40M 

40 

80A 

80 

80KS 

80 

80M 

80 

100 

500 

'Sold  in  our  area 

4278 


MANUFACTURER  &  MODEL 

LINE  CAPACITY 

GTE  -  AUTOMATIC  ELECTRIC  (cont'd) 

. 

301 

2000 

311 

10000 

320 

Unlimited 

•   HITACHI,  LTD. 

DAX  1  (attended) 

80 

DAX  1  (unattended) 

80 

AS2S 

600 

AX3S 

4800 

•ITT  -  COMMUNICATIONS  EQUIPMENT  &  SYSTEMS 

Pen  to  mat  600T 

200 

Pentomat  200T 

400 

TE-400 

400 

TE-400A 

400 

Pentomat  200T  (Hotel) 

436 

TE-400G 

•   800 

TE-400H 

800 

TE-400P 

800 

Pentomat  1000T 

9000 

INFORMATION  DYNAMICS  CORPORATION 

IDX-230A 

30 

IDX-230B 

30 

IDX-290 

270 

LITCOM  DIVISION  -  LITTON  SYSTEMS,  INC. 
CB-120 
CB-220 
CB-250 


90 
400 
600 


MEISEI 


Mini-Max 

Max-B 

Max-S 


27 
80 
80 


•   NIPPON  ELECTRIC  COMPANY,  LTD. 
NEPAX  100  A  type 
NEPAX  100  D(B)  type 
NA4-09 

NA4-09  -  Hotel/Motel,  Package  I 
NA4-09  -  Hotel/Motel,  Package  II 
NG403 

'Sold  In  our  area 


100 
100 
400 
400 
600 
4500 
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MANUFACTURER  &  MODEL  LINE  CAPACITY 

NORELCO  (PHILIPS) 

EBX15  15 

UH  30  30 

UH  45  45 

UH  300  300 

UH  900  900 

•  NORTH  ELECTRIC 

AKD-741  50 

ARD-561  270 

NX-2  3000 

NX- ID  20000 

NORTH  ELECTRIC  CO.,  LTD. 

SE-1  36 

SG-1  80 

SE-2  200 

•  OKI 

AC- 120  90 

AC-150  120 

AC-220  400 

AC-250  600 

•  PLESSEY  COMMUNICATION  SYSTEMS  CORPORATION 

810  90 

PB  100  100 

820  400 

850  600 

RELIABLE  COMMUNICATIONS  PRODUCTS  CO.,  INC. 

CB-12  62 

CE-10  100 

CG-19  100 

STROMBERG-CARLSON 

Series  20  25 

Series  10  (Hotel/Motel)  35 

F-50A  50 

F-80A  80 

Series  30  HR  100 

Series  30  FR,GR  100 

CROSSREED400A  400 

CROSSREED  800  800 

CROSSREEDPABXE  10000 

Type  H  Unlimited 

Sold  in  our  area 


4280 

MANUFACTURER  &  MODEL  LINE  CAPACITY 


TELE-NORM  CORPORATION 
11-D 


25 


11-F  50 

WESCOM,  INC. 

501  (Business)  120 

501  (Motel)  120 

WESTERN  ELECTRIC  COMPANY.  INC.  (Bell  System) 

658A  40 

756A  60 

805A  59 

800A  80 

801A- Heavy  Traffic  180 

757A  200 

801  A- Light  Traffic  270 

801 A  -  Medium  Traffic  270 

101  ESS  (2A)  364 

770A  -  Heavy  Traffic  400 

101  ESS  (3A)  820 

812  1800 

101  ESS  (4A)  4000 

701 B  Unlimited 


'Sold  in  our  area 
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LIST  OF  ALL  PBX's  -  BY  LINE  SIZE 


MANUFACTURER 


MODEL 


LINE  CAPACITY 


1  TO  40  LINES 

Ericsson 

AMD-503 

3 

Ericsson 

AMD-512 

5 

Budavox 

RA-8-2 

6 

Ericsson 

AMD-516 

6 

Ericsson 

AMD-518 

10 

Ericsson 

ARD-520 

10 

Budavox 

RA-15-2 

12 

Norelco 

EBX15 

IS 

Ericsson 

ARD-526 

16 

Budavox 

CA-22 

20 

Budavox 

RA-24-2 

20 

GTE-Automatic  Electric 

25M 

25 

Stromberg-Carlson 

Series  20 

25 

Tele-Norm 

11-D 

25 

Meisei 

Mini-Max 

27 

Information  Dynamics 

IDX-230A 

30 

Information  Dynamics 

IDX-230B 

30 

Norelco 

UH30 

30 

Stromberg-Carlson 

Series  10  (Hotel/Motel) 

35 

Northern  Electric 

SE-1 

36 

GTE-Automatic  Electric 

40B 

40 

GTE-Automatic  Electric 

40KS 

40 

GTE-Automatic  Electric 

40M 

40 

Western  Electric 

558A 

40 

41  TO  80  LINES 

Norelco 

Ericsson 

North  Electric 

Stromberg-Carlson 

Tele-Norm 

Western  Electric 

Western  Electric 

Reliable  Communications 

Budavox 

Fujitsu 

GTE-Automatic  Electric 

GTE-Automatic  Electric 

GTE-Automatic  Electric 


UH45 

AKD-741/3 

AKD-741 

F-50A 

11-F 

805A 

756A 

CB-12 

CA-42 

FXB-106U 

80A 

80KS 

BOM 


45 
50 
50 
50 
50 
59 
60 
62 
80 
80 
80 
80 
80 


'Sold  in  our  area 
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MANUFACTURER 

41  TO  80  LINES  (cont'd) 

Hitachi 

Hitachi 

Meisei 

Meisei 

Northern  Electric 

Stromberg-Carlson 

Western  Electric 

81  TO  200  LINES 

Litcom 

Oki 

Plessey 

A.E.I. 

Nippon 

Nippon 

Plessey 

Reliable  Communications 

Reliable  Communications 

Stromberg-Carlson 

Stromberg-Carlson 

Oki 

Wescom 

Wescom 

Fujitsu 

Western  Electric 

ITT 

Northern  Electric 

*  Western  Electric 

201  TO  400  LINES 
'  Ericsson 

Information  Dynamics 
'  North  Electric 

Western  Electric 

Western  Electric 

Budavox 

Norelco 

*  Western  Electric 

*  Fujitsu 
ITT 


MODEI^                         LINE  CAPACITY 

DAX  1  (attended) 

80 

DAX  1  (unattended) 

80 

Max-B 

80 

Max-S 

80 

SG-1 

80 

F-80A 

80 

800A 

80 

CB-120 

90 

AC-120 

90 

810 

90 

Type  85 

100 

NEPAX  100  A  Type 

100 

NEPAX  100  D(B)  Type 

100 

PB  100 

100 

CE-10 

100 

CG-19 

100 

Series  30  HR 

100 

Series  30  FR.GR 

100 

AC- 150 

120 

501  Business 

120 

501  Motel 

120 

FXB-304U 

150 

801  A-  Heavy  Traffic 

180 

Pentomat  600T 

200 

SE-2 

200 

757A 

200 

ARD-561/2 

270 

IDX-290 

270 

ARD-561 

270 

801A- Light  Traffic 

270 

801 A  -  Medium  Traffic 

270 

CA-102 

300 

UH300 

300 

101  ESS  (2A) 

364 

FXB-304U 

400 

Pentomat  200T 

400 

'Sold  In  our  area 
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MANUFACTURER 

MODEL                           LINE  CAPACITY 

201  TO  400  LINES  (cont'd) 

ITT 

TE-400 

400 

ITT 

TE-400A 

400 

Litcom 

CB-220 

400 

Nippon 

NA4-09 

400 

Nippon 

NA4-09  Hotel/Motel  Pkg. 

1         400 

Oki 

AC-220  AA 

400 

Okl 

AC-22b  AC 

400 

Plessey 

820 

400 

Stromberg-Carlson 

CROSSREED  400A 

400 

Western  Electric 

770A  -  Heavy  Traffic 

400 

401  TO  600  LINES 

ITT 

Pentomat  200T  (Hotel) 

436 

GTE- Automatic  Electric 

100 

500 

Hitachi 

AX2S 

600 

Litcom 

CB-250 

600 

Nippon 

NA4-09  Hotel/Motel  Pkg. 

II       600 

Oki 

AC-250 

600 

601  TO  1000  LINES 

ITT 

TE-400G 

800 

ITT 

TE-400H  (Hotel) 

800 

ITT 

TE-400P 

800 

Stromberg-Carlson 

CROSSREED  800 

800 

Western  Electric 

101  ESS  (3A) 

820 

NoreIco 

UH900 

900 

Ericsson 

CP-100  F-1 

1000 

Ericsson 

CP-100  F-2 

1000 

1001  TO  UNLIMITED  LINES 

Western  Electric 

812 

1800 

GTE-Automatic  Electric 

301 

2000 

North  Electric 

NX-2 

3000 

Western  Electric 

101  ESS  (4A) 

4000 

Nippon 

NG403 

4500 

Hitachi 

AX3S 

4800 

ITT 

Pentomat  1000T 

9000 

GTE-Automatic  Electric 

311 

10000 

Stromberg-Carlson 

CROSSREED  PABXE 

10000 

North  Electric 

NX-ID 

20000 

A.E.I. 

Type  51 C 

Unlimited 

A.E.I. 

Type  97 

Unlimited 

GTE-Automatic  Electric 

320 

Unlimited 

Stromberg-Carlson 

TypeH 

Unlimited 

Western  Electric 

701 B 

Unlimited 

'Sold  in  our  area 
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LOCAL  KTS  VENDOR  CROSSHATCH  CHART -WHO  SELLS  WHAT 


TYPE  OF   EQUIPMENT 

AND 

PLACE  OF . 

MANUFACTURE 

CAPACITY 

VENDORS 

6z 
6Z 

(A 

Z 

o 

< 

Z 

o 
o 

ec 

UJ 

5 

< 

;: 

z 
o 
o 

3 

6 

IT 

1° 

°^ 

8 

3 

a. 

ARCATA  CUSTOM    KEY 

(SAME  AS  TIE-NITSUKO) 

(JAPAN) 

10 

30 

2- 

X 

NIPPON    12   LINE 
(JAPAN) 

12 

30 

4' 

X 

IWASAKI   10-30 
(JAPAN) 

12 

30 

4' 

(NOT  SOLD  LOCALLY) 

IWATSU   10-30 
(JAPAN) 

10 

30 

2" 

(NOT  SOLD   LOCALLY) 

SHIMCOM  10-30 
(JAPAN) 

10 

30 

2* 

X 

TIE/NITSUKO  10-30 
(JAPAN) 

10 

30 

2- 

X 

X 

X 

X 

X 

TIE  20-40 
(JAPAN) 

20 

40 

3- 

X 

X 

X 

X 

X 

STROMBERG-CARLSON 
(USA) 

(SIMILAR  TO  BELL) 

X 

X 

X 

X 

X 

X 

I.T.T. 
(USA) 

(SIMILAR  TO  SELL) 

X 

X 

X 

X 

X 

X 

NORTH-ELECTRIC 
(USA) 

(SIMILAR  TO  BELL) 

X 

AUTOMATIC  ELECTRIC 
(USA) 

(SIMILAR  TO   BELL) 

X 

VOYCALL  (Now  owned 
(USA)        by  Areata) 

(TO   BE  PROVIDED) 

X 

•  Additional  intercom  paths  may  be  added,  but  CO.  line  capacity  Is  reduced. 
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KTS  — COMPARISON  OF  EQUIPMENT 


KTS 

MANUFACTURER  & 
MODEL/ORIGIN 

ARCATA 
CUSTOM  KEY 

T.I.E. 

NITSUKO-1030 

JAPAN 

1^1 

2 

o 

Z 

o 

STROMBERG 
CARLSON 
I.T.T.                  C 
NORTH             in 
EUEC.                > 
AUTO. 
ELECTRIC 

00 

CO.   LINES -MAX 

12(1) 

12(1) 

12(1) 

10 

10 

20 

Oelor- 

STATIONS -MAX 

30 

30 

30 

30 

30 

40- 

40" 

AUTO  BUTTON  RESTORAL 

$• 

S" 

INA 

.- 

INA 

s- 

... 

AUTO   PRIVACY 

S' 

s- 

INA 

0 

0 

s- 

0 

BELL  VOL.  CONTROL 

INA 

INA 

INA 

INA 

INA 

S* 

3- 

CAMP-ON    (INTER-COM) 

.-- 

... 

... 

... 

--. 

INA 

0- 

CHOICE  OF  TELEPHONES 

... 

... 

... 

... 

_.- 

... 

0- 

DICTATION  ACCESS 

INA 

INA 

INA 

INA 

INA 

INA 

> 

0- 

HANDS  FREE  INTER-COM 

s 

-ONE-WAY 

s- 

0 

INA 

0 

0 

$• 

■D 

0 

-TWO-WAY 

... 

—  . 

INA 

INA 

INA 

0- 

«■ 

0- 

HEADSET  JACK 

INA 

INA 

INA 

INA 

INA 

INA 

1 

0- 

HOLD 

s 

s 

S 

s 

s 

S 

s 

s 

INTERCOM   PATHS 

3(1) 

4(1) 

4(1) 

4 

4(2) 

3 

Q. 

Any  #  ' 
Requiredll) 

MULTI-LINE  CONF. 

0 

0 

INA 

INA 

INA 

s- 

£ 

0 

MUSIC  ON  HOLD 

0 

0 

0 

0 

0 

0 

>• 

0 

MESSAGE   WAIT 



... 

... 

„. 

--_ 

s 

0 

NO   COST  COLOR 

INA 

INA 

INA 

INA 

INA 

s- 

i 

s- 

PAGING  ACCESS 

0 

0 

INA 

0 

0 

0 

s 

0 

PRE-SET  INTERCOM 
CONFERENCE 

0 

0 

INA 

INA 

0 

0 

^ 

0 

STATION  CONFERENCE 

0 

0 

0 

0 

0 

s- 

e 

0 

SPEAKERPHONE   IN   SET 

— 

... 



... 

... 

0 

1 

0 

STATION   DSS-INTERCOM 

— . 

... 

... 

... 

— 

0 

0 

TOUCHTONE  OR  EQUIV. 

0 

INA 

INA 

0 

INA 

0 

0 

TOLL  RESTRICTION 

0 

INA 

INA 

INA 

INA 

0 

-- 

ZONE  PAGING 

0 

0 

INA 

0 

0 

0 

0 

Each  Intercom  Path  reduces  C 
Each  Intercom  over  2  reduces 
Advantage 


O.  Line  Capacity  by  1- 
the  CO.  Line  Capacity 


byl. 
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Exhibit    15. — Bell    Laboratories    Final    Report    on    "Short    Range    Customer 
Switching  Study"  {Excerpts) 

Short  Range  Customer  Switching  Study 

•  •       .  •  *  *  *  * 

View  of  Proposed  Product  Line 

Each  TELCO  was  asked  to  comment  on  the  AT&T  PBX  planning  letterB, 
which  described  the  proposed  801A,  805A,  and  growable  network  800A  PBXs, 
and  presented  plans  for  rerating  the  701B,  756A,  and  757A  PBXs  A&M-only. 
The  TELCOs  felt  that  it  would  be  a  mistake  to  A&M  the  700-series  PBXs  be- 
cause the  SOO-series  PBXs  were  more  expensive.  Not  all  TELCOs  were  com- 
pletely familiar  with  the  proposed  product  line  and  the  comments  on  it  were 
generally  sketchy.  Having  been  burned  too  often,  the  TELCOs  simply  do  not 
believe  AT&T/BTL  price  and  availability  estimates.  This  credibility  gap  re- 
sulted in  little  attention  being  paid  to  the  aforementioned  planning  letter  and 
therefore  a  lack  of  familiarity  with  the  proposed  product  line. 


Exhibit  10. — A.T.  d  T.  Study  on  Hotel /Motel  Systems 

System  Wide  Hotel/Motel  Study — May  1970 

market  and  service  plans  customer  telephone  services  section 

RELA.SON  For  a  Study  of  the  Hotel/Motel  Industry 

[Material  deleted.  ] 

The  industry  has  expressed  dissati-sfaction  with  the  Bell  System  in  past 
years.  They  have  complained  that  we  have  ignored  their  problems,  discrimi- 
nated against  them  with  the  rates  we  charge  for  guest  service  and  commission 
treatment,  and  we  are  not  providing  them  with  modern  communications  etjuip- 
ment.  They  are  becoming  more  cognizant  of  these  factors  as  outside  suppliers 
and  consultants  are  constantly  bringing  it  to  the  industry's  attention. 

Industry  Comments 

[Material  deleted.] 

The  major  areas  of  complaint  were  directed  toward  our  high  cost  of  service, 
commission  treatment,  out  moded  PBX  dial  equipment  without  modern  con- 
soles and  equipment  cabinets  that  required  a  minnium  amount  of  floor  space. 

[Material  deleted.] 


Exhibit  17. — Correspondence  Betiveeu   ARCATA  Coiiimuniratiom^.   Weyerharu- 
ser  Co.,  and  Pacific  Northwest  Bell  Re  Cost  for  Purchase  of  Cable/ Hardicare 

ARCATA  Communications,  Inc., 

February  11.  19~1. 
Mr.  Robert  W.  St.  Pierre, 
Weyerhaeuser  Company, 
Perkins  Building, 
Tacoma.  Wash. 

Dear  Bob  :  This  is  to  explain  our  delay  in  providing  you  with  our  proposals 
for  telephone  system  insi;allations  at  the  Springfield/Cottage  Grove,  Oregon  fa- 
cilities. You  had  requested  our  proposals  by  February  15  but  we  have  been  un- 
able to  comply  for  the  following  reason.s — 

Per  established  procedures  with  Pacific  Northwest  Bell  (and  other  telephone 
companies  throughout  the  country),  we  requested  costs  for  existing  cable  from 
S.  G.  Ridings  (PNB's  Marketing  Supervisor)  via  telephone  on  January  20.  We 
advised  Mr.  Ridings  that  we  needed  this  information  no  later  than  February 
10  and  he  assured  us  that  he  could  foresee  no  problems  in  meeting  this  time- 
ing  requirement. 
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On  January  25,  I  met  PNB's  S.  R.  Pigott  in  your  offices  and  he  advised  that 
he  was  handling  the  foregoing  matter — assuring  that  he  would  see  that  the 
timing  requirement  was  met. 

On  January  26,  I  confirmed  the  foregoing  via  letter  to  Mr.  Pigott. 

On  February  !).  Mr.  Pij^'ott  delivered  a  letter  of  that  date  (addressed  to  you)  — 
stating  that  s\  $1.000.0(>  charfre  would  he  as.sessed  by  PXB  for  their  efforts  in 
determining  the  price  for  which  they  would  be  willing  to  sell  the  existing 
cable  (to  you)  at  the  two  Oregon  facilities.  This  letter  indicated  that  a  copy 
was  directed  to  me. 

On  February  11,  I  received  my  copy  of  the  foregoing  letter — forwarded  from 
PNB's  Headquarters,  821  Second  Avenue,  on  February  10. 

We  should  explain  that  this  is  the  first  instance  of  PNB's  request  for  a  fee- 
to  determine  the  selling  price  of  existing  cable  to  Areata ;  and,  this  is  the 
first  instance  of  an  Areata  request  resulting  in  a  reply  to  our  client.  Further, 
we  have  received  pricing  for  other  PNB  customers'  cable,  from  PNB,  after 
PXBs  letter  of  February  9  to  you,  with  no  suggestion  that  a  fee  would  be  in- 
volved for  their  determination  of  cable  prices. 

Obviously,  it's  difficult  to  understand  the  Utility's  logic  in  any  phase  of  this 
matter — 

Our  completelv  normal  request  to  PNB  resulted  in  a  reply  to  you. 

You  are  asked  to  pay  $1,000.00  to  PNB  for  their  determination  of  their  sell- 
ing price  for  the  cable. 

Prior  and  subsequent  to  the  foregoing.  PNB  quoted  selling  prices  of  cable  to 
Areata — with  no  fee  involvement — for  clients  whose  telephone  system  impor- 
tance to  Bell/A.T.&T.  is  negligible,  compared  to  Weyerhaeuser. 

The  total  illogic  of  the  foregoing  is  compounded  by  the  facts  that  A)  Weyer- 
haeuser paid  PNB  sizable  installation  costs  for  the  cable  involved — presumably 
for  the  cost  to  PNB  for  labor  and  cable  at  the  time  of  installation,  B)  PNB's 
established  policy  (prior  to  F.C.C.'s  interconnect  ruling)  was  to  not  remove  ex- 
isting cable  (no  salvage  value  and  cost  of  labor  for  removal),  and  C)  PNB's 
policy  (since  F.C.C.'s  interconnect  ruling)  is  to  remove  cable  and/or  sell  exist- 
ing cable.  The  latter  can  only  result  in  increased  operating  costs  for  PNB 
and/or  requests  to  the  Utility  Commission  for  rate  increases  for  PNB — to 
offset  their  labor  costs  in  removing  existing  cable  which  has  no  real  salvage 
value. 

We  view  this  matter  as  mo.st  serious  and  are  reviewing  it  with  our  attor- 
neys for  possible  action  in  this  regard. 

We  are  unable  to  provide  you  with  the  requested  proposals  for  the 
Springfield/Cottage  Grove  facilities  at  the  desired  timing,  due  to  the  Utility's 
actions  relative  to  the  existing  cable.  We  must  request  an  extension  to  at  least 
March  15  to  permit  us  to  handle  the  matter  with  PNB.  Your  cooperation  will 
be  most  appreciated. 

Yours  very  truly, 

R.  J.  MOOBE, 
Regional  Vice  President. 
Pacific  Northwest  Bell, 
Seattle,  Wash.,  February  9,  1911. 
Mr.  R.  W.  S.  Pierre. 

Manager,    Telecommunications    Engineering,    Weyerhaeuser   Company,    Perkins 
Building,  Tacoma,  Wash. 

Dear  Bob:  A  recent  meeting  was  attended  by  representatives  of  Weyerhaeu- 
ser, Areata  and  PNB  at  which  possible  changes  in  your  communications  serv- 
ices at  your  Springfield  and  Cottage  Grove  plants  were  di.scussed.  At  the 
meeting  it  was  requested  that  PNB  provide  data  regarding  the  value  of  the 
inside  telephone  wiring  facilities  serving  these  plants. 

In  times  past  we  had  very  few  requests  for  information  of  this  type,  and  we 
used  to  obtain  and  furnish  it  to  our  customers  without  extra  charge.  Now-, 
however,  due  to  the  nun:ber  of  similar  requests  and  to  the  amount  of  work  in- 
volved in  making  these  wiring  inventories,  we  have  found  it  necessary  to  bill 
our  customers  for  the  actual  costs  of  such  inventories. 

We  estimate  that  the  cost  of  making  the  requested  survey  will  be  $1,000.  We 
anticipate  that  the  results  could  be  provided  to  you  by  February  16,  1971,  if 
the  survey  were  commenced  today. 
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If  you  agree  to  this  proposal,  please  sign  below,  and  we  shall  bill  you  for 
the  actual  costs  for  this  survey. 
Sincerely, 

S.   R.   PiGOTT. 

ARCATA  Communications,  Inc., 

February  26,  1911. 
Mr.  S.  G.  Ridings, 
Pacific  Northwest  Bell, 
Seattle,  Wash. 

Dear  Stan  :  This  is  in  regard  to  our  recent  request  (to  you)  for  costs  for 
our  purchase  of  cable/hardware  at  Weyerhaeuser's  facilities— Springfield  and 
Cottage  Grove,  Oregon. 

You  and  your  Steve  Pigott  assured  me  that  you  would  comply  with  this 
completely  normal  request  and  assured  me  that  I  would  be  provided  with  the 
requested  costs  prior  to  February  15,  1971. 

As  vou  know,  your  Steve  Pigott  delivered  a  letter  of  February  9,  on  that 
date,  directly  to  our  mutual  client,  who  had  made  no  request  for 
cable/hardware  costs.  I  received  my  copy  of  this  letter  several  days  later. 

In  Pigott's  letter  of  February  9,  it  was  asked  that  Weyerhaeuser  agree  to 
pay  your  firm  an  estimated  $1,000.00  for  your  efforts  in  determining  your  sell- 
ing price  for  this  cable/hardware:  in  fact,  it  was  asked  that  Weyerhaeuser 
sign  a  copy  of  this  letter  to  validate  their  agreement  to  pay  $1,000.00  for  in- 
formation that  they  did  not  request. 

This  is  to  document  our  formal  protest  to  your  firm's  handling  of  this  mat- 
ter and  to  advise  that  we  are  reviewing  the  situation  most  seriously. 

Regardless  of  the  foregoing,  we  must  advise  you  that  your  request  for  pay- 
ment of  any  fee  on  this  basis  requires  your  written  advice  as  regards  your 
policies/procedures  in  determining  selling  prices  for  cable/hardware — 

Is  pricing  based  on  your  inventory  of  cable/hardware  materials  only — includ- 
ing depreciation  from  the  date  of  installation? 

If  the  foregoing  is  not  true  (although  other  than  this  would  be  difficult  to 
understand),  please  advise  your  exact  policy  for  determining  the  prices. 

Due  to  your  delays  and  non-compliance  with  our  prior  requests  in  this  spe- 
cific application,  we  insist  that  you  provide  us  with  the  requested  pricing  pol- 
icy (in  detail)  no  later  than  March  8,  1971.  Please  direct  your  letter  to  me  at 
the  following  location — 

Areata  Communications,  Inc..  120  Montgomery  Street,  Suite  1725,  San  Fran- 
cisco. Calif. 

Apparently  it's  necessary  that  I  remind  that  this  request  is  from  Areata 
Communications,  Inc.  and  your  reply  must  be  directed  to  Areata  Communica- 
tions. Inc. 

Yours  very  truly, 

R.   J.   MOORE. 

Vice  President. 


Exhibit   1H.— Letter  From   Radar  Electric   Co.    to  Pacific  Northwest   Bell   Be 
Consumer  Information  Pamphlet  on  Interconnect 

Radar  Electric  Co.,  Inc., 
Seattle,  Wash.,  September  lit,  1973. 
Pacific  Northwest  Bell. 
1101  Fourth  Avenue, 
Seattle,  Wash. 

Dear  Sirs:  We  received  your  Consumer  Information  pamphlet  8/73  along 
with  our  (large)  telephone  bill. 

It  appears  to  me  that  it  would  be  much  better  for  the  nation  and  possibly 
better  for  the  phone  company  if  you  would  get  off  the  absolute  monopoly  kick 
and  quit  attempting  to  make  it  impossible  for  anyone  to  compete  equipment 
wise  with  the  telephone  company. 

The  pamphlet  you  sent  out  seemingly  as  a  consumer  service  is  nothing  but  a 
poorly  disguised  "effort  to  limit  or  stop  competition.  The  lame  excise  that  other 
peoples  equipment  would  seriously  effect  service  is  at  best  a  lame  excuse. 
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Some  agency  such  as  the  F.C.C.  could  easily  set  standards  to  be  adhered  to 
in  compatable  equipment. 

Your  effort  to  scare  people  away  from  competitive  equipment  may  well 
one  day  be  the  basis  of  a  logical  ruling  to  limit  the  telephone  company  to  lines 
only  and  dis-allow  the  phone  company  from  sale  or  rental  of  etiuipment. 

Until  recent  court  decisions  the  phone  company  has  had  no  competition. 
Your  rates  have  been  determined  by  the  amount  you  spent  for  a  percentage  re- 
turn on  your  investment. 

The  importance  of  this  mode  of  communication  and  the  financial  costs  to  the 
consumer  as  well  as  poor  service  demands  this  strangle  hold  monopoly  be  bro- 
ken. 

Sincerely ; 

W.  McPherson. 

Enclosure. 

PACIFIC    NOKTHWEST  BELL 

Consumer  Information 

Before  you  install  any  telephone  equipment  of  your  own,  do  one  thing 
Call  on  us  before  you  make  an  expensive  mistake 

You  may  have  seen  advertisements  for  telephones  that  you  can  buy  at  a 
store,  take  home  and  simply  plug  in. 

It's  not  that  easy.  And  buying  a  telephone  of  your  own  could  be  just  the  be- 
ginning of  an  exiiensive  mistake. 

Every  customer-providetl  telephone,  every  piece  of  telephone  equipment  in- 
stalled or  interconnected  with  our  network,  must  either  be  modified  and  in- 
stalled bv  us  or  provided  with  a  special  connecting  arrangement  by  us.  \\e 
must  do  this  to  protect  the  integrity  of  the  telephone  network.  It's  basically  a 
(luestion  of  compatibility.  A  telephone  that  is  not  compatible  with  the  system 
can  seriously  affect  the  service  of  thousands  of  other  telephone  users. 

If  vou  have  any  questions  about  connecting  a  telephone  to  the  Bell  System 
network,  call  on  us  at  your  Pacific  Northwest  Bell  business  office.  A  service 
representative  will  l)e  happy  to  explain  the  charges  and  procedures  to  be  fol- 
lowed. 

Things  you  should  know  before  you  "install"  your  own  telephone 

First,  please  remember  that  if  you  buy  a  telephone,  we  must  either  replace 
the  working  parts  with  our  standard  parts  before  we  can  connect  it  with  the 
network,  or  we  mu.st  install  a  special  interconnecting  device  between  your  new- 
phone  and  the  network. 

There  is  a  one-time  charge  for  putting  our  standard  parts  in  a  customer-pro- 
vided phone.  It  can  range  from  $10  to  $25  depending  on  whether  or  not  we 
need  to  make  .special  modifications.  If  it  is  to  be  used  as  an  extension  tele- 
phone, a  monthly  charge  of  $1.25  plus  a  one-time  service  connection  charge  of 
$20  will  also  be  applied.  If  we  have  to  install  a  special  interconnecting  device 
there  will  be  a  one-time  charge  ranging  from  $20  to  $30  depending  on  the  type 
of  device  needed,  plus  a  monthly  charge  of  from  504  to  $6.50. 

Remember,  too.  that  your  purchase  of  a  telephone  will  not  reduce  what  you 
are  legally  obligated  to  pay  for.  It's  actually  an  additional  expenditure. 

Before  you  buy,  or  install  any  telephones,  please  call  on  us  first. 

If  you've  already  connected  something  to  the  telephone  system.  .  , 

It  is  illegal  to  connect  any  sort  of  telephone  equipment  to  the  Bell  System 
network  without  first  making  arrangements  with  the  telephone  company. 

If  you  have  installed  equipment  of  your  own  without  a  special  telephone 
company  connecting  arrangement,  please  disconnect  it.  If  you  want  it  rein- 
stalled legally,  call  our  business  office  and  a  service  representative  will  be  glad 
to  help  you. 

If  you  have  any  questions  about  what  you  can  and  cannot  legally  connect  to 
the  telephone  system,  please  call  on  us. 

You'll  find  the  business  office  listed  in  the  Call  Guide  .section  in  the  front  of 
your  telephone  directory. 
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Exhibit  10. — Letter  From   Langford  Interconnect  Telephone  Co.  to  TsIATA  Re 
Customer  Problems  With  Long  Distance  Calls 

Longford  Interconnect  Telephone  Co., 

Portland,  Oreg.,  December  11,  1973. 
Mr.  James  F.  Holmes, 
North  American  Telephone  Association, 
Washington,  D.C. 

Dear  Mr.  Holmes  :  I  wish  to  report  herein  an  incident  which  occurred  here 
in  Portland,  Oregon  today. 

Our  good  customer.  Norm  Thompson  Outfitters,  is  presently  having  problems 
with  disconnects  on  long  distance  telephone  calls;  primarily  calls  to  and  from 
places  east  of  the  Mississippi  River. 

Mr.  Max  Morris  of  Norm  Thompson  reported  this  to  Pacific  Northwest  Bell 
this  morning,  talking  to  a  Ms.  Sue  Ferguson,  the  Bell  Communications  Consul- 
tant. 

Mr.  Morris  was  told  by  Ms.  Ferguson,  "you  should  put  in  P.N.B.  equipment 
and  then  see  if  you  still  have  the  disconnect  problems."' 

Our  technician  was  on  Norm  Thompson's  premises  this  morning  and  satisfied 
himself  that  the  disconnect  problems  on  long  distance  calls  were  not  ours.  He 
so  advised  the  customer. 

Quite  frankly,  the  customer  is  upset  and  it  is  our  candid  opinion  that  this  is 
the  type  of  incident  in  which  Senator  Hart's  group  will  be  very  interested. 

You  see.  Bell  will  say  things  like  this,  but  will  not  write  anything  down  and 
will  deny  later  what  was  actually  said. 
Yours  very  truly, 

Malarkey  Wall, 

Vice  President. 


Exhibit  20. — Michigan  Bell  Telephone  Manual  on  Rates  (Excerpt) 

INTRODUCTION 

Purpose  of  the  training  program. 

To  equip  contact  people  to  explain  to  customers  why  the  rate  case  and  what 
it  consists  of. 

To  equip  contact  people  to  intelligently  discuss  the  impact  of  the  rate  case 
on  specific  customers. 

PBX  and  key  equipment  restructuring  concepts  are  completely  foreign  to  our 
contact  force. 

Knowledge  of  the  new  restructuring  concepts  is  essential  for  "smart  selling" 
in  the  interim  between  filing  of  the  ratt  case  and  the  rate  order. 

Knowledge  of  restructuring  concepts  could  provide  our  contact  people  with 
an  edge  in  competitive  encounters. 

Knowledge  of  the  rate  case,  particularly  restructuring,  is  essential  for  the 
customer  contact  program  that  is  proposed. 

Overview  of  what  the  training  will  entail. 

Why  we  are  going  to  Lansing. 

Rate  case  details. 

Restructuring. 

The  impact  of  restructuring  on  the  market. 

How  to  reprice. 

Selling  considerations. 

Customer  contact  program.* 

Market  coverage.* 

KEY  SET  &  call  DIRECTOR  LOSSES 

We  currently  lose  up  to  50  percent  of  key  systems  without  a  chance  to  com- 
pete. That  part  of  the  market  that  is  most  vulnerable  today,  will  receive  a 
rate  decrease  under  restructuring.  Contact  with  those  customers  who  are  get- 
ting decreases  should  improve  our  opportunities  to  compete  and  to  win.  Even 
our  head-to-head  win  percentage  should  be  improved. 


*  Covered  with  sales  managers  and  DSM's  only. 
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Exhibit  21.— (Vo.SfWf/  RcnuirL-  of  U.  I.  Ronuic'^  at  A.T.  d-  T.  PrcsidcHf'.s  Confer- 
ence in  Phoenix,  Aris.,  November  12,  1910 

COMPETITION 

This  discussion  left  me  very  uncomfortable  and  I  hope  it  did  for  you  too. 

We  should  he  uncomfortable  about :  performance ;  quality  of  our  contact  peo- 
ple :  our  prices  compared  with  that  of  others ;  and  the  slowness  of  our  innova- 
tive efforts  in  this  area — starting  with  BTL. 

Are  we  organized  right? 

Are  we  using  the  talent  in  the  data  field  which  we  developed  at  Cooperstown 
at  a  very  high  cost:  Use  it  even  tho  it  requires  higher  management  levels  in 
the  data  tield. 

Exhibit  '2^1.— Excerpt  from  A.T.  d  T.  Publication  Re  Functions  of  A.T.  d  T.  Mar- 
keting Organisation 

A.T.  &  T., 
November  15,  1973. 

Perspective:  Whalen  Describes  Functions  of  A.T.  &  T.  Marketing  Organiza- 
tion 

Recently,  AT&T  Chairman  John  deButts  asked  Kenneth  Whalen,  then  presi- 
dent of  Michigan  Bell,  to  come  to  AT&T  as  VP-Marketing  and  "Assure  effective 
leadership  of  the  Bell  System's  market  development  and  customer  sales  efforts." 

He  said  he  wanted  Mr.  Whalen  to  organize  a  structure  which  would  "assure 
an  alert,  coordinated  response  in  competiticm  and  to  the  increasingly  sophisti- 
cated requirements  of  customers."  Mr.  deButts  also  said  he  wanted  the  Bell 
System's  marketing  resources  mobilized  to  bring  its  technology  to  bear  on 
changing  bu.siness  conditions. 

This  week  Whalen  appointed  a  fourth  director  in  the  new  marketing  depart- 
ment, and  ((Utlined  his  concept  of  how  the  group  will  work. 

UNIFIED    MARKETING    APPROACH 

"We're  going  to  take  a  unified  approach  to  marketing  from  customer  need 
through  finished  product,  and  then  we're  going  to  market  that  product,  or 
service,  aggressively,"  Whalen  said. 

"In  (ttiier  words,  we're  going  to  find  ")ut  what  people  really  want  and  need, 
in  the  business  terminal  market,  then  get  it  to  them." 

Here  is  hf)w  the  new  marketing  department  is  set  up : 

The  market  management  organization  under  Archie  McGill  (see  separate 
story)  will  be  responsible  for  developing  comprehensive  marketing  plans  that 
will  achieve  si>ecific  profitability  goals  and  meet  specific  needs  of  individual 
market  segments.  McGill  will  also  assure  that  technical  evaluations  of  general 
trade  business  terminal  equipment  are  made  for  u.se  in  the  product  line  when 
appropriate. 

PRODUCT    MANAGEMENT    GROUP 

The  product  management  group  headed  by  Ed  Goldstein  will  be  responsible 
for  seeing  that  equipment  and  pricing  policies  meet  the  recommendations  of  the 
market  management  group  for  evaluating  non-Bell  equipment  in  the  business 
terminal  market,  and  for,  in  general,  implementing  the  product  and  pricing  needs 
identified  by  the  market  management  group. 

AN    EFFECTIVE    SALES    FORCE 

The  sales  development  group  under  Frank  McDermott  will  make  sure  the  sales 
force  is  effective  and  fully  competitive.  The  main  measurement  will  be  how 
revenue  objectives  are  met.  The  job  will  include  eliminating  unnecessary  ad- 
ministrative detail  from  the  salesman's  job,  developing  programs  on  recruitment 
and  training,  and  providing  promotional  information  to  the  salesman. 


39-887   O  -  74  -  pt.  6  -  30 
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The  marketing  services  group  under  Tliomas  Gibbons  has  the  department's 
support  job.  This  group  will  handle  product  and  market  research,  develop  com- 
petitive data  bases  for  the  Bell  companies,  and  coordinate  advertising  and  sales 
promotion  programs. 

The  development  of  a  marketing  strategy  will  be  accomplished  by  examining 
groups  of  industries  arranged  according  to  similarities  in  their  usage,  move- 
ment and  equipment  needs. 

The  first  three  market  groupings,  or  segments,  picked  for  stud.v  and  evalua- 
tion are : 

1.  Medical  institutions,  large  hotels  and  hotel  chains  and  small  to  medium- 
sized  hotels  and  motels. 

2.  Medical  and  profe.ssional  firms,  automotive  dealers,  clubs,  churches  and 
non-profit  organizations. 

3.  Major  manufacturers,  mass  merchandising  retailers  and  medium  to  small 
department  and  variety  stores. 

The  main  responsibility  for  the  study  of  each  group,  or  segment,  will  be  given 
to  a  task  force  with  specialists  on  pricing,  products  and  competition. 


REAL  NEEDS  OF  CUSTOMERS 

The  task  force  studing  each  group  will  look  for  the  real  needs  of  the  cus- 
tomer, the  profit  potential  from  that  part  of  the  market,  and  the  strength  of  the 
competition. 

Once  the  study  of  each  segment,  or  market  group  is  completed,  then  a  market- 
ing strategy  will  be  developed  with  a  detailed  marketing  plan  for  that  segment 
of  the  market.  The  plan  will  include  such  things  as  product  line,  pricing  policy, 
advertising  and  sales  promotion  tools  and  sales  programs. 

And  Whalen  makes  it  clear  that  marketing  considerations  will  play  a  big  role 
in  setting  priorities  for  the  development  and  production  of  telecommunications 
equipment  and  services. 

MEETING  ALL  CHALLENGES 

"Our  aim  is  to  make  sure  that  our  marketing  effort  provides  clear  evidence  to 
employees,  customers,  shareholders  and  others  that  we  will  not  give  up  any 
market  in  which  we  can  provide  superior  service  profitably." 

Looking  to  the  future,  Whalen  stressed  great  confidence  "in  the  proven  ability 
of  the  operating  companies  together  with  Bell  Labs  and  Western  Electric  to 
meet  any  and  all  challenges  in  the  telecommunications  field." 
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Exhibit  '23r— Section  From  Bell  Sales  Manual  Re  Toll  Diverting  Equipment 

[From  Bell  Sales  Manual,  vol.  1,  September  1964] 

TOLL   DIVKRTING 

Description 

Toll  diverting  equipment  is  a  means  of  rearranging  central  office  circuits  so 
"A"  hoard  toll  and  long  distance  calls  will  be  placed  through  a  P.B.X.  attendant 
and  not  dialed  direct  by  station  users  having  access  to  central  office  lines. 

Market   Considerations 

All  dial  P.B.X.  customers  served  from  dial  exchanges  except  750A  or  755A 
installations. 

Tliis  is  a  vast  market  however,  the  telephone  salesman's  job  is  to  sell  service. 
not  discourage  it.  Toll  diverting  in  effect  will  discourage  toll  usage,  therefore 
diverting  equipment  should  he  .sold  on  a  demand  basis  only. 

Customer  Appeals 

NONE — Demand  business  only. 

Characteristics 

Toll  diverting  is  an  optional  feature  which  can  be  provided  for  dial  P.B.X. 
cu.stomers. 

There  are  two  types  of  diversion  available  depending  on  the  central  office  call- 
ing area  involved. 

One  type  diverts  "O"  and  "LD"  traffic  while  the  other  can  be  arranged  to 
divert  certain  dialed  direct  calls  in  addition  to  "O"  and  "LD"  traffic.  At  the 
customer's  request  the  sale.sman  can  arrange  to  have  whatever  "charged"  dial 
direct  calls  diverted  that  he  wishes. 

Equipment 

A  toll  diverting  trunk  in  terminated  in  a  trunk  jack  in  the  switchboard  on  the 
customer's  premise. 

Central  offices  must  be  uKxlified  and  equipped  to  handle  diversion. 

P.B.X.  trunk  equipment  is  modified  to  accept  diversion  by  CO.  equipment. 

Consult  Engineering  coordinates  whenever  diverting  is  furnished. 

Operation 

When  diverting  equipment  is  employed — 

—Station  user  dials  access  code  then  "O",  "211"  or  other  long  distance  codes 
used,  over  a  direct  dial  access  trunk 

—The  call  goes  through  CO.  equipment  and  back  to  the  P.B.X.  attendant 

— Appears  on  the  answering  jack  provided  for  the  toll  diverting  trunk 

— Attendant  advi.ses  station  user  to  hang  up  and  originate  call  through  attend- 
ant by  dialing  her  or  "O"  without  first  dialing  the  trunk  access  code 

The  second  type  of  diversion  equipment  operates  identical  to  the  al<ove  except — 

— Certain  dial  direct  codes  can  be  allowed 

— Depends  on  selection  by  customer 

Tlier(>  is  usually  a  price  differential  in  the  two  types  offiered — check  your  tariff. 


Exhibit  24. — Remarks  of  J.  W.  Scfmefer  and  J.  D.  Custy 

CONCLUSIONS 

I  would  like  to  sum  up  with  a  few  miscellaneous  comments  and  conclusions 
about  some  of  the  subjects  covered  this  morning.  But  first,  I'd  like  to  take  a  look 
with  you  at  a  figure  (1)  which  illustrates  the  development  costs  in  recent  years 
for  customer  switching.  The  clear  area  on  the  vertical  bars  shows  the  costs  of  the 
ESS  101  development  and  the  various  shaded  areas  represent  the  cost  of  the  more 
conventional  PBXs,  key  systems,  and  a  small  amount  of  private  telephone  work 
which  was  included  in  the  same  accounting  category.  It  can  be  .seen  that  this  kind 
of  work  has  increased  in  cost  by  a  ratio  of  5  to  1  during  the  last  decade. 

The  amount  of  PBX  work  being  done  at  the  beginning  of  the  1960's  was  largely 
a  holding  action  and  consisted  of  a  little  current  engineering.  Most  of  the  effort 
was  on  key  systems  and  private  telephone  systems.  It  grew  rapidly  in  the  early 
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'GO'S  and  had  a  minor  peak  at  the  time  the  800A  was  being  designed.  In  the  last 
part  of  the  decade,  it  began  to  climb  at  a  rapid  rate.  This  chart  shows  that  West- 
ern Electric  Company  has  invested  a  substantial  amount  of  money  in  customer 
switching  development.  It  might  be  considered  a  bargain  from  their  viewpoint 
since  in  1970  approximately  $60  worth  of  product  will  be  sold  for  each  develop- 
ment dollar  spent.  If  one  were  to  include  the  installation  and  maintenance  of 
this  kind  of  equipment,  approximately  $170  is  spent  for  each  development  dollar. 
The  portion  labeled  "Western  Electric"  that  existed  through  1969,  refers  to  the 
so-called  53  lAccount  work  performed  at  Kearny  and  Hawthorne.  As  you  know, 
when  we  moved  to  Denver,  this  work  was  reabsorbed  into  the  Laboratories,  and 
there  is  no  such  area  shown  for  1970. 

We  are  entering  the  era  of  competition  with  a  lot  going  for  us.  We  have  a  tre- 
mendous advantage  by  being  a  part  of  the  Bell  System.  Customers  naturally  turn 
to  Bell  for  service  and  will  tend  to  continue  to  do  so  even  when  there  are  other 
choices.  This  is  partly  out  of  habit,  partly  because  they  like  to  have  a  single  sup- 
plier for  their  communications  needs,  and  also  because  we  still  have  a  reputation 
for  good  service. 

On  the  other  hand,  we've  got  some  problems  we  must  solve  if  we  are  to  keep 
the  major  part  of  this  market.  Most  of  you  were  here  a  month  ago  when  we  de- 
scribed how  our  unstructured  procedures  in  the  development  process  caused 
excessive  development  intervals  in  the  data  part  of  our  business.  These  long  in- 
tervals also  beset  the  PBX  development,  but  it  is  relatively  less  important  here 
since  PBX  development  projects  tend  to  be  much  longer  in  time  due  to  their 
complexity. 

The  development  process  for  PBXs  has  a  different  problem.  Apparently  our 
current  procedure  is  incapable  of  determining  the  Operating  Company  needs— 
both  the  quantity  of  equipment  needed  and  the  service  features  desired.  We  are  all 
familiar  with  Emil  Deutschle's  charts  that  so  graphically  show  that  forecast 
needs  have  consistently  fallen  far  .short  of  the  actual  orders  that  materialize. 
This  is  so  even  when  these  forecasts  are  made  as  late  as  August  of  the  year 
under  consideration. 

The  mechani-sm  we  use  to  arrive  at  operating  characteristics  also  is  not  doing 
the  job.  The  process  now  seems  to  result  in  the  summation  of  everybody's  desires, 
rather  than  the  hard  compromises  between  features  and  costs  so  necesvsary  for  a 
sueessful  product.  We  are  continually,  told  by  our  Operating  Company  contacts 
that  we  are  building  Cadillacs  when  they  want  Fords.  Some  of  the  companys 
have  demonstrated  their  convictions  by  buying  other  PBXs  that  have  much  less 
capability  than  we  have  been  given  to  understand  were  their  actual  requirements. 

The  traffic  requirements  we  design  are  not  for  measured  usage,  but  rather  a 
statistical  record  of  the  sizes  of  the  systems  that  have  been  installed.  There  is 
little  idea  whether  there  is  extra  capacity  provided  or  not.  Even  though  the  cost 
of  the  PBX  is  very  sensitive  to  its  traffic  capacity,  the  tariff  structure  does  not 
recognize  any  difference.  Even  though  this  is  an  important  parameter  in  cost,  the 
rigid  tariff  structure  doesn't  let  the  customer  benefit  from  light  use.  This  fact 
accounts  for  many  of  the  lost  sales  we've  experienced. 

We  are  now  feeling  the  pain  resulting  from  years  of  too  little  design  effort  on 
conventional  type  PBXs.  We  are  now  trying  to  make  up  for  the  lost  time  with 
rapid  development  of  equipment  to  fill  the  gaps  in  our  product  line.  As  you  have 
heard  today,  we  will  soon  have  plugged  the  major  holes  as  we  understand  them, 
i.e.,  as  our  procedures  for  generating  requirements  have  specified  the  Operating 
Company  needs.  But  even  now,  we  do  not  have  a  program  to  develop  a  light 
traffic  niachine  suitable  for  the  hotel-motel  market  and  other  low  usage  applica- 
tions. A  good  many  of  the  sales  of  foreign  machines  are  just  for  this  purpose. 

These  and  other  problems  are  the  reasons  that  caused  the  new  Cu.stomer  Prod- 
ucts Council  to  be  formed.  It  is  too  early  to  see  how  effective  this  new  mechanism 
will  be  in  solving  some  of  the  recognized  shortcomings  in  our  current  procedures. 

Another  white  hope  for  our  salvation  is  the  so-called  Denver  concept.  We  are 
all  pinning  our  faith  on  its  success.  Our  top  management  deserves  a  lot  of  credit 
for  the  decisive  manner  in  which  the  recommendations  of  the  Tri-Company  Com- 
mittee headed  by  Morry  Tanenbaum  were  authorized.  But  what  has  been  done  so 
far  is  only  the  beginning.  Certainly  the  Operating  Companies  have  not  yet  felt 
any  benefit.  The  toughest  part  is  still  ahead.  It  remains  to  be  seen  whether  those 
of  us  down  the  line  will  really  implement  the  approved  philosophy.  Will  the  repre- 
sentatives located  at  Denver  really  be  given  the  authority  to  make  the  concept 
effective.  This  is  a  necessary  condition  if  Denver  is  to  become  the  customer  switch- 
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ing  center  of  the  Bell  System.  The  Chief  Engineers  of  the  Oi>erating  Companies 
should  look  to  Denver  for  its  answers  in  customer  switching  problems,  rather 
than  the  many  locations  that  they  currently  must  depend  uix)n  for  the  various 
kinds  of  information  that  they  require. 

If  the  concept  of  Denver  is  fully  consummated  in  fact,  and  the  Customer 
Products  Council  fulfills  its  potential,  we  shall  be  able  to  satisfy  nearly  all  of 
the  Operating  Companies'  needs  and  still  enjoy  the  tremendous  advantages  of 
xcale  and  other  tanj-ible  benefits  of  being  a  part  of  the  Bell  System. 

We  have  made  a  good  start  in  .solving  these  problems  of  customer  switching. 
But  now  is  no  time  to  falter.  We  need  the  internal  fortitude  to  lock  arms,  push 
ahead  and  finish  the  job. 

WECO    STATUS 

J.    D.    CUSTY. 

♦  ♦♦**** 

Let's  now  examine  another  element  of  uncertainty  in  our  planning — non-Bell 
PBXs.  (Vu-Graph  8).  Things  are  just  now  beginning  to  come  into  focus  on  the 
competitive  picture.  We  saw  these  things  less  sharply  last  year  but  they  were  in 
the  picture  even  then.  We  knew  that  under  "Carterfone"  our  PBX  position  would 
be  challenged  by  a  variety  of  American,  European  and  Japanese  manufacturers — 
all  qualitv  companies. 

We  are  only  now  beginning  to  .see  the  first  manifestations  of  their  effort.  The 
challenge  conies  in  two  forms:  direct  interconnection  of  customer-owned  gear 
and  Telco  purchases  of  outside  supplier  equipment.  Let's  examine  a  partial  list 
of  TT.S.  firms  which  have  interconnected.  (Vu-Graph  0)  From  Armstrong  Rubber 
in  Connecticut  and  Mobil  Oil  in  New  York  to  a  Holiday  Inn  in  Seattle  and  Conti- 
nental Can  in  California.  Through  March,  a  total  of  about  2900  interconnecting 
units  had  been  provided  by  the  Bell  System,  of  which  over  500  were  applied  to 
PBX  trunks.  AT&T  feels  that  these  numbers  are  very  conservative,  and  we  now 
speculate  the  interconnection  of  about  30.000  lines  in  1970.  The  numbers  cer- 
tainly are  not  significant  in  themselves,  but  we  feel  they  sound  an  obvious  warn- 
ing note — the  foot  is  in  the  door,  and  the  competition  is  gearing  up. 

The  interconnection  supplier  sells  to  a  layman,  of  course,  but  we're  also  aware 
of  svstems  of  sufficient  quality  to  interest  many  of  the  Or)erating  Companies.  This 
happens  to  be  a  Japanese  Electric  NA4-09.  (Vu-Graph  10).  I  can  assure  you  it 
is  a  quality  product,  priced  significantly  lower  than  our  equipment.  This  and 
other  products  will  sell  to  Bell  System  companies  to  the  tune  of  over  250  systems 
this  year,  based  on  our  own  estimates  in  Denver.  The  single  cabinet  shown  here 
provides  Series  ,300  service  for  100  lines.  It  does  have  a  significant  traffic  limita- 
tion and  a  group  of  less  serious  miscellaneous  drawbacks,  but  it  has  definite 
appeal  in  the  low  traffic  market. 

This  is  what  we  now  offer  in  the  same  market  (Vu-Graph  11).  Up  to  as  many 
as  8  of  these  7">7A  cabinets  at  over  twice  the  price  for  the  same  100-line  service. 
Our  planning  will  meet  this  challenge,  and  indeed  it  must,  for  if  we  did  not  an- 
swer this  basic  question,  our  final  judge — the  customer — would  answer  for  us. 

Senator  H.\rt.  "We  will  now  hear  from  the  distinguished  Senator 
from  Arkansas.  Senator  IMcClellan,  a  member  of  the  subcommitee, 
for  the  purpose  of  introducing  the  next  witness. 

The  Senator  from  Arkansas. 

Senator  McClfxl.vx.  Thank  you  very  much,  Mr.  Chairman. 

I  regret  that  I  cannot  stay.  Although  a  member  of  this  subcom- 
mittee, I  am  also  chairman  of  the  Appropriations  Committee  and 
one  of  its  subcommittees  is  having  an  important  hearing  at  this 
hour,  and  I  feel  I  must  leave  and  go  there.  I  have  heard  this  witness 
testify  before.  I  am  familiar  with  much  of  the  information  that  he 
will  be  giving  you.  and  certainly,  I  am  familiar  with  his  back- 
ground, and  I  would  like  to  make  these  remarks  for  the  record. 

Mr.  Hugh  R.  Wilbourn,  Jr.,  who  is  president  and  chairman  of  the 
board  of  the  Allied  Telephone  Co.  of  Little  Rock,  Ark.,  was  elected 
first  vice  president  of  the  Independent  Telephone  Association  in  Oc- 
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tober  of  1973,  and  he  has  been  active  in  the  association  for  many 
years,  having  served  on  its  board  of  directors  since  1968  and  its  ex- 
ecutive committee  since  1970. 

Mr.  Chairman,  I  would  like  now  to  depart  from  this  memorandum 
I  have  here,  more  or  less  a  prepared  statement,  and  for  the  record 
state  that  Mr.  Wilbourn  is  a  native  of  Arkansas,  and  what  I  could 
say  about  him  is  really  truly  an  American  success  story.  In  1947  he 
had  been  with  the  Bell  Telephone  Co.  for  many  years,  and  then  he 
and  another  party  organized  a  little  company  and  started  in  con- 
tracting work,  I  believe.  He  then  conceived  the  idea  of  getting  into 
the  telephone  business  and  he  came  to  the  little  town  of  Sheridan, 
Ark.,  where  I  was  born,  and  bought  his  first  exchange.  He  had  275 
telephones  plus  a  toll  line  from  that  little  town  to  Pine  Blutfs,  Ark., 
the  nearest  town  of  any  size.  Now,  that  was  in  1947.  The  little  ex- 
change had  4  employees  at  that  time,  and  it  had  the  275  subscribers. 
Today  it  has  nearly  8,000,  and  from  that  beginning  Mr.  Wilbourn 
and  his  associates  have  moved  from  this  one  exchange  to  where  they 
have  today  130  exchanges  in  Arkansas,  Missouri,  Oklahoma,  and 
Texas,  I  believe.  They  now  have  1,000  employees.  I  do  not  know 
what  he  paid  for  the  little  company  down  there,  but  now  they  have 
assets  of  more  than  $100  million  and  they  have  not  275  telephones, 
but  136,000  telephones. 

I  may  say,  Mr,  Chairman,  for  the  record,  that  Mr.  Wilbourn  and 
his  company  in  the  area  where  he  now  serves  at  least  have  done  for 
rural  America  in  that  area,  in  the  communications  service,  about  the 
same  thing  that  rural  electrification  has  done  for  rural  America  in 
that  area  in  power  and  electric  service.  It  is  truly  an  American  suc- 
cess storv. 

:Mr.  Wilbourn  attended  Wichita  Baptist  University  and  began  his 
telephone  career  with  Southwestern  Bell  Telephone  Co.  in  1934, 
spending  10  years  in  all  phases  of  plant  operation.  In  1943  he  and 
Mr.  Miller  formed  the  company  that  developed  into  the  Allied  Tele- 
phone Co.,  undertaking  construction  projects  and  engineering  opera- 
tions for  independent  telephone  companies  and  Southwestern  Bell 
Telephone  Co.  until  1958.  In  1947  they  acquired  the  Grant  County 
Telephone  Co.,  to  which  I  have  referred,  Avith  275  telephones.  It  now 
has  about  3,000  subscribers.  This  was  the  beginning  of  the  present 
Allied  Telephone  System.  Today  they  serve  more  than  136,000  tele- 
phones in  6  States. 

Mr.  Wilbourn,  who  serves  as  chairman  of  the  USITA's  legislative 
committee  and  is  a  member  of  the  association's  communications  and 
political  action  committee,  is  a  former  president  of  the  x^rkansas 
Telephone  Association,  where  he  served  on  the  board  for  15  years. 
He  is  past  president  of  the  Organization  for  the  Protection  and  Ad- 
vancement of  Small  Telephone  Companies.  He  is  most  familiar  with 
the  Bell  System  and  our  Nation's  entire  telephone  network.  He  has 
worked  in  "most  phases  of  telephone  operations  from  climbing  poles 
and  stringing  wire  to  running  a  company  with  total  assets  of  $114 
million. 

He  is  married  to  the  former  Mary  Ellen  Shaw,  has  four  children 
and  nine  grandchildren.  His  many  business  commitments  do  not  pre- 
vent him  from  taking  a  keen  interest  in  the  National  Council  of  the 
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Boy  Scouts  of  America,  where  he  served  on  the  board  of  trustees, 
and  the  Public  Baptist  Church,  where  he  has  been  a  member  of  the 
board  of  deacons  for  tlie  last  19  years. 

Mr.  Chairman,  the  I^.S.  Independent  Telephone  Association  repre- 
sents 95  percent  of  the  more  than  23  million  telephones  served  by 
the  1,760  independent  telephone  companies  throughout  the  country. 
The  people  of  Arkansas,  Mr.  Chairman,  are  proud  of  the  achieve- 
ments of  this  small  business  and  particularly  the  contribution  that  it 
has  made  through  the  leadership  and  the  direction  of  Mr.  Wilbourn 
and  his  associates  and  the  contribution  it  has  made  to  the  progress 
of  our  State. 

I  thank  you  for  hearing  him.  I  regret  I  cannot  remain,  but  as  I 
said  to  you,  I  am  fully  familiar  with  what  his  testimony  will  be, 
and  of  course  I  will  see  it  in  the  record.  I  trust  and  I  know  this 
committee  will,  in  considering  the  legislation  before  it  and  other 
matters  within  its  jurisdiction  and  responsibility,  give  due  weight  to 
Mr.  Wilbourn's  testimony. 

Thank  you  very  much,  Mr.  Chairman.  I  regret  I  must  go. 

Senator  Hart.  I  regret  both  you  and  Senator  Hruska  have  to  go. 
I  can  understand  why  even  the  chairman  of  the  Appropriations 
Committee  would  fight  to  find  the  time  to  introduce  a  constituent 
whose  story  is  as  exciting  as  that  one. 

Thank  you. 

Senator  McClellax.  Thank  you  very  much. 

Senator  Hart.  ^Ir.  Wilbourn,  you  may  proceed, 

STATEMENT  OF  HUGH  R.  WILBOURN,  JR.,  FIRST  VICE  PRESIDENT, 
U.S.  INDEPENDENT  TELEPHONE  ASSOCIATION,  CHAIRMAN  OF 
THE  BOARD,  ALLIED  TELEPHONE  CO.,  ACCOMPANIED  BY  WIL- 
LIAM C.  MOTT,  EXECUTIVE  VICE  PRESIDENT.  U.S.  INDEPENDENT 
TELEPHONE  ASSOCIATION 

Mr.  Wilbourn.  Thank  you,  Mr.  Chairman. 

I  would  like  for  the  record  to  also  thank  Senator  McClellan  for 
taking  his  busy  time  in  coming  down. 

Mr.  Chairman,  I  would  like  to  introduce  for  the  record  Adm.  Wil- 
liam C.  Mott,  w^ho  is  the  executive  vice  president  of  the  U.S.  Inde- 
pendent Telephone  Association. 

Senator  Hart.  Mr.  Mott. 

Mr.  Wilbourn.  I  do  not  suppose  you  have  had  any  witness  before 
this  committee  with  more  experience  in  Bell  System  monopoly 
watching  or  anyone  who  could  match  the  long  history  of  antitrust 
surveillance  which  those  I  represent,  living  and  dead,  have  spot- 
lighted on  the  business  methods  of  A.T.  &  T.  Any  witnesses  who 
have  thus  far  appeared  before  you  are  Johnny-come-latelies  when  it 
comes  to  banding  together  to  do  battle  with  any  tendency  of  the 
Bell  System  to  monopolize,  to  restrain  trade,  or  to  do  anything 
which,  in  our  opinion,  infringes  on  the  rights  of  the  independent  tel- 
ephone industry.  We  have  been  in  this  watchful  posture  for  77 
years.  Indeed,  our  association  was  formed  to  prevent  Bell  from  ac- 
quiring a  complete  monopoly  over  the  telephone  business  in  this 
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country  which  it  was  trying  mightily  to  achieve.  We  do  not  intend 
to  relax  our  vigilance  to  prevent  monopolistic  practices  of  the  Bell 
System  now,  or  in  the  future. 

With  that  for  openers,  with  the  added  fillip  that  my  own  company 
has  hauled  one  of  the  Bell  companies  and  its  parent  into  Federal 
court  for  what  we  believed  to  be  a  transgression  against  our  right  to 
operate  our  business  in  a  certain  way,  let  me  tell  you  who  I  am  and 
whom  I  represent, 

[Mr.  Wilbourn's  prepared  statement  appears  as  exhibit  1.] 

Mr.  WiLBouRX.  My  name  is  Hugh  R.  Wilbourn,  Jr.,  of  Little 
Rock,  Ark.  I  am  president  and  cliairman  of  the  board  of  Allied  Tel- 
ephone Co.  and  I  am  first  vice  president  of  the  U.S.  Independent 
Telephone  Association. 

For  purposes  of  brevity,  in  this  late  afternoon,  I  will  omit  reading 
background  information  on  both  of  these  organizations,  along  with 
some  other  parts  of  the  prepared  statement  which  you  have  before 

you. 

I  should  mention  that  the  independent  industry  consists  of  some 
1,700  non-Bell  operating  telephone  companies  serving  more  than  25 
million  phones — one  out  of  every  six  in  the  country.  In  the  Nation, 
we  serve  slightly  more  than  50  percent  of  all  service  areas,  a  point 
that  might  be  more  meaningful  to  you,  Mr.  Chairman,  if  you  would 
glance  at  the  two  maps — one  of  my  native  State  of  Arkansas,  and 
the  other  of  your  State  of  Michigan. 

Turning  first  to  my  State,  you  will  note  that  the  independent,  or 
non-Bell,  companies  serve  about  two-thirds  of  the  geographic  area 
of  the  State.  Bell  is  represented  by  the  shaded  area,  and  the  inde- 
pendents are  in  black.  Historically,  the  Bell  System  developed  the 
big  cities  of  America — in  your  State,  cities  such  as  Detroit,  and  in 
mine.  Little  Rock — leaving  the  countryside  to  the  independents. 
That  is  why  we  independents  serve  two-thirds  of  the  State  of  Ar- 
kansas and  50  percent  of  the  State  of  Michigan. 

It  is  important  to  note.  Mr.  Chairman,  that  the  Congress  of  the 
United  States  had  and  still  has  a  big  hand  in  bringing  good  tele- 
phone service  to  the  rural  people  of  America.  Back  in  1949  the  Con- 
gress decided  that  farmei*s  and  other  rural  people  were  entitled  to 
good  telephone  service  at  reasonable  rates.  You  gentlemen  or  your 
forebears  passed  the  telephone  amendment  to  the  Rural  Electrifica- 
tion Act  which,  by  providing  very  low  interest  loans,  in  effect  subsi- 
dized telephone  rates  in  the  countryside. 

Naturally,  any  action  on  the  part  of  anyone,  and  that  includes  this 
committee,"  which  would  defeat  the  intent  of  the  Congress  in  bring- 
ing telephone  service  at  reasonable  rates  to  the  rural  areas  of  this 
country  would,  and  should,  be  vigorously  opposed  by  companies 
which  serve  those  areas  and  by  the  people  served.  Some  of  the  ac- 
tions this  subcommittee  might  contemplate  would  make  it  more  dif- 
ficult to  serve  the  rural  areas  of  America,  and  we  hope  to  be  able  to 
demonstrate  why  that  is  so. 

Mr.  Chairman,  let  me  be  quite  frank  in  stating  that  while  we  are 
sometimes  suspicious  of  Bell  motives,  we  are  arm's-length  partners 
with  the  Bell  System  in  providing  what  most  objective  observers 
rate  as  the  best  telephone  service  in  the  world.  Naturally,  the  eco- 
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nomic  liealtli  of  all  partners  in  a  joint  enterprise — even  though  they 
deal  at  arm's  length — is  mutually  interdependent.  For  example, 
roughly  50  percent  of  the  revenue  of  our  independent  industry 
comes  from  toll  revenues  generated  jointly  with  Bell, 

May  I  stop  just  a  moment  from  the  prepared  speech  and  look  to 
the  Michigan  map.  I  am  sure,  Mr.  Chairman,  that  somewhere  up 
there  you  know  two  towns  that  are  very  small ;  and  the  toll  route  be- 
tween those  towns  might  only  require  8  or  10  circuits,  while  the  toll 
route  between  here  and  New  York  requires  thousands  of  circuits. 
Yet.  the  calling  rate  for  the  toll  service  is  figured  on  averaging,  and 
therefore  the  rate  for  the  two  small  towns  basically  will  be  the  same 
as  it  would  be  between  two  large  towns  of  the  same  distance — taking 
in  mind  that  the  intrastate  and  interstate  rates  are  regulated  differ- 
ently. 

Senator  Hart.  As  long  as  you  left  the  testimony  there  for  a  min- 
ute, let  me  find  out  something  about  this  Michigan  map. 

I  see  in  your  map  of  Arkansas  phone  service,  every  county  either 
has  independent  or  Bell  service.  In  Michigan — and  I  hope  I  am  mis- 
reading the  map — it  would  look  as  though  there  are  about  a  dozen 
counties  that  do  not  have  any  service. 

What  is  the  white? 

Mr.  WiLBoiTRx.  I  am  going  to  suggest  now  that  they  are  unallo- 
cated territory.  I  do  not  know  about  Michigan.  Admiral  ? 

Mr.  MoTT.  That  is  a  Michigan  Public  Service  Commission  map, 
sir;  and  on  that  map  it  shows  that  they  are  unassigned.  I  do  not 
know  whether  that  means  that  they  might  be  co-ops,  and  therefore 
unregulated,  or  whether  it  is  territory  that  just  has  not  been  as- 
signed. But  we  will  be  glad  to  provide  an  explanation  for  the  record 
of  those  white  splotches  in  the  Michigan  map. 

Mr.  Ciii'MBRis.  I  was  worried  about  that,  myself,  when  I  saw  it 
yesterday. 

Mr.  WiLBouRN.  Now,  in  explanation  of  the  Arkansas  map,  if  I 
may  say,  I  should  say  that  Bell  got  credit  for  all  of  the  unallocated 
territory  and  it  has  shown  up  as  shaded.  There  is  a  lot  of  that  terri- 
tory that  really  should  have  been  unallocated,  which  makes  it  look 
like  Bell  is  about  equal,  really,  to  the  independents. 

Senator  Hart.  As  long  as  we  are  at  this  interruption,  let  us  take  a 
brief  recess.  That  is  a  signal  for  a  live  quorum,  which  will  precede  a 
rollcall  vote;  after  which  I  shall  return. 

Mr.  WiLBOURX.  All  right,  sir. 

[A  brief  recess  was  taken.] 

Senator  Hart.  The  committee  will  be  in  order. 

If  Mr.  Wilbourn  will  resume. 

Mr.  WiLBOURX.  Mr.  Chairman,  I  did  find  out  that  the  white  is  un- 
allocated territory  in  Michigan. 

Senator  Hart.  Unallocated  ? 

Mr.  WiLBOURX.  Unallocated,  right;  and  on  the  Arkansas  map 
there  was  none  shown. 

Senator  Hart.  But  all  given  to  Bell  ? 

Mr.  WiLBOURX.  It  was  all  given  to  Bell,  accidentally,  I  assure 
you.  It  really  has  not  been  given  to  them,  but  it  is  shown  on  there  as 
belonging  to  them. 
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Mr.  CiiuMBRis.  ]Mr.  Chairman,  while  we  are  on  this  point,  I  un- 
derstand that  about  20  percent  of  the  area  of  the  United  States  is 
unallocated;  so  it  is  not  just  Michigan. 

Senator  Hart.  What  does  that  mean  ? 

Mr.  MoTT.  Unfranchised  is  the  technical  term  to  describe  it.  Of 
course  there  is  a  lot  of  area  in  this  country,  Mr.  Chairman,  that  is 
inhabited  only  by  jackrabbits  and  roadrunners.  There  just  is  not 
anybody  there. 

Senator  Hart.  You  are  not  looking  at  that  Michigan  map,  are 
you  ? 

[General  lauijhter.] 

Mr.  ISIoTT.  Oh,  no,  sir;  but  you  know,  there  were  a  lot  of  lumber 
barons  who  came  up  there  and  cut  down  all  of  the  trees  and  left 
nothing  but  slash.  I  am  sure  if  you  had  been  in  the  Senate  that 
would  not  have  happened. 

Senator  Hart.  I  do  not  know  how  to  respond  to  this  very  sensitive 
question  so  I  will  not  say  anything. 

Mr.  WiLBOURX.  I  would  like  to  repeat  the  statements  that,  for  ex- 
ample, roughly  50  percent  of  the  revenue  of  our  independent  indus- 
try comes  from  toll  revenues  generated  jointly  with  Bell,  And  of 
course,  all  of  the  companies  join  Bell  all  over  the  Nation. 

Obviously  any  reduction  in  our  toll  revenues  as  a  result  of  the 
shrinkage  of  the  total  Bell-independent  toll  pot  would  have  a  serious 
effect  on  the  ability  of  our  companies  to  render  adequate  local  serv- 
ice without  raising  residential  rates.  We  see  such  an  adverse  result 
flowing  from  the  artificially  contrived  competition  introduced  by  the 
Federal  Communications  Commission  into  private  line  intercity 
competition,  the  so-called  specialized  common  carriers.  If  toll  reve- 
nues decline  residential  rates  must  go  up.  It's  as  simple  as  the  see- 
saw, a  fact  which  some  economic  theorists  and  Federal  regulators 
seem  unable  to  grasp. 

For  instance,  at  Shenandoah  Telephone  Co.,  because  of  a  heavy 
construction  budget  to  serve  a  rapidly  expanding  area,  the  manage- 
ment in  1973  thought  it  would  have  to  request  the  Virginia  State 
Corporation  Commission  for  an  increase  in  local  residential  rates.  It 
is  the  only  place  a  company  like  Shenandoah  can  turn  when  it  needs 
more  money  to  finance  its  service  and  construction  needs.  There  is  no 
other  way  it  can  increase  revenues,  as  it  has  no  control  over  toll 
rates  or  revenue. 

Fortunately  for  its  subscribers,  no  local  rate  increase  was  needed 
in  1973,  and  "none  seems  likely  in  1974.  The  reason  is  a  $100,000  in- 
crease in  toll  revenues  for  Shenandoah  as  a  result  of  study  and  ne- 
gotiations undertaken  by  the  IT.S.  Independent  Telephone  Associa- 
tion with  the  A.T.  &  T.',  the  Bell  System  parent.  The  total  amount 
of  increase  agreed  upon  for  our  so-called  average  settlement  compa- 
nies, of  which  Shenandoah  is  one,  was  $35  million.  Just  to  think 
about  negotiating  toll  settlements  with  25  Bell  companies,  not  to 
mention  Long  Lines  and  other  communications  entities,  boggles  the 
mind.  In  fact,  for  the  1,700  independent  companies  you  would  be 
creating  a  chamber  of  negotiating  horrors. 

There  you  have  it,  the  effect  of  loss  of  toll  revenue  should  be  no 
mystery  to  anyone.  Nor  should  the  loss  of  revenue  which  results  from 
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the  incursion  of  entrepreneurs  who  sell  terminal  equipment  to  busi- 
ness subscribers,  another  form  of  competition  introduced  by  the  Car- 
terfone  decision  of  the  Federal  Communications  Commission. 

In  neither  one  of  tliese  decisions  of  the  FCC,  in  the  case  of  spe- 
cialized common  carriers  or  in  the  case  of  terminal  equipment, 
Carferfone,  did  the  Commission  make  any  kind  of  economic  impact 
study.  Legislation,  Senate  bill  3580  has  now  been  introduced  by  Sen- 
ator Magnuson  and  referred  to  the  Committee  on  Commerce  which 
would  require  a  statement  of  economic  impact  whenever  it  appeared 
that  any  decision  of  the  FCC  would  have  the  eifect  of  raising  local 
telephone  rates. 

Mr.  Chairman,  you  see  the  heart  of  our  complaint  is  that  the  busi- 
nesses which  buy  interconnection  equipment  and  those  hardware 
merchants  who  sell  it  to  them  have  no  interest  in  the  residential  sub- 
scriber and  no  obligation  to  serve  him.  The  same  goes  for  the  spe- 
cialized common  carriers.  They  do  not  really  care  what  happens  to 
the  residential  subscriber's  rates.  So  it's  big  business  these  decisions 
favor,  not  the  little  guy  or  the  little  old  lady  in  tennis  shoes. 

Make  no  mistake  about  it,  Mr.  Chairman,  interconnection  of  ter- 
minal equipment  into  the  telephone  business  with  the  resultant  loss 
of  revenue  to  the  telephone  company  will  inevitably  and  inexorably 
raise  residential  rates.  So  will  loss  of  revenue  from  the  Bell-inde- 
pendent toll  pot  as  a  result  of  the  introduction  of  specialized  com- 
mon carriers.  That's  a  flat  statement,  but  we  see  no  other  alternative. 
Our  association  has  embarked  on  extensive  ecoriomic  impact  studies 
to  demonstrate  the  unhappy  facts. 

Why  do  you  suppose  the  National  Association  of  Regulatory  Util- 
ity Commissioners  is  so  concerned  about  the  economic  impact  of 
competition  as  presently  authorized?  This  organization  represents 
the  State  commissions,  which  arc  a  lot  closer  to  the  people  than  Fed- 
eral regulators  or  Federal  economic  theorists. 

Ben  Wiggins,  chairman  of  the  Georgia  Public  Service  Commission 
as  well  as  the  president  of  the  National  iVssociation  of  Regulatory 
Utility  Commissioners,  pointed  out  last  month  that  the  State  regu- 
lators of  America  for  some  time  now  have  been  concerned  that  these 
new  federally  sponsored  competitive  policies  wall  result  in  sharply 
increased  costs  for  domestic  telephone  service.  He  added  that  the 
States  are  concerned  that  the  other  side  of  this  coin  would  be  lower 
costs  and  higher  profits  for  the  businesses  and  affluent  users  of  the 
nationwide  telecommunications  network. 

Said  Islr.  Wiggins : 

In  short  we  fear  that  the  average  consumer  may  end  up  paying  much  higher 
home  telephone  bills  in  order  that  business  users  may  make  higher  profits. 

I  woidd  like  to  answer  the  three  specific  questions  being  investi- 
gated by  this  committee:  Should  the  Bell  System  be  broken  up? 
Should  the  Federal  Government  create  new  competition  in  the  tele- 
communications business;  and  finally  are  we  competing  fairly  in  the 
terminal  equipment  market? 

The  independent  telephone  industry's  answer  to  the  first  two  ques- 
tions is  a  flat  but  reasoned  "No.''  Our  answer  to  the  third  question  is 
that  Bell  and  independent  companies  are  competing  fairly  but  in 
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earnest,  and  this  is  what  the  liarchvare  merchants  object  to.  We  be- 
lieve they  want  their  Federal  Government  to  create  and  foster  arti- 
ficial competition.  While  we  do  not  believe  competition  is  in  the  pub- 
lic interest,  as  long  as  we  must  compete  we  will  compete  in  fact  and 
not  just  in  name. 

We  are  convinced  that  no  segment  of  our  society  would  benefit 
from  the  proposal  to  hack  the  Bell  System  to  pieces  with  a  legisla- 
tive sword.  From  an  economic  viewpoint  this  proposal  is  as  trau- 
matic as  was  King  Solomon's  crafty  proposal  that  an  infant  of  dis- 
puted parentage  be  cut  in  twain  in  the  interests  of  justice. 

Mr.  Chairman,  let  me  emphasize  that  the  success  of  the  Bell 
System,  and  the  quite  parallel  success  of  the  independent  operating 
telephone  companies,  is  a  success  of  our  unique  system  of  private  en- 
terprise joined  with  public  regulation. 

The  regulated  monopoly  telephone  industry  has  done  a  better  job 
for  the  public  than  most  firms  in  the  open  competitive  market. 
While  the  cost  of  all  goods  and  services  in  this  country  soared  50 
percent  in  the  years  between  1960  and  1973  the  cost  of  local  tele- 
phone service  went  up  only  24  percent,  and  the  cost  of  long-distance 
service  stayed  practically  the  same. 

With  this  record  of  success  why  does  the  telephone  industry  face 
the  threat  of  a  breakup  at  the  behest  of  this  committee  and  a  band 
of  business  firms  with  sales  charts  in  their  eyes? 

Actually,  I  cannot  believe  that  the  purposes  of  this  inquiry  have 
any  support  from  the  American  public.  As  a  resident  of  Little  Rock, 
out  in  the  heartland  of  our  country,  it  seems  strange  to  me  that  at  a 
most  crucial  time  in  our  history,  congressional  committees  should  be 
considering  breaking  up  the  one  great  system  of  public  service 
which  is  universally  acclaimed  as  the  most  successful  private  busi- 
ness in  the  world,  by  all,  that  is,  except  a  few  who  want  a  protected 
piece  of  the  action. 

I  think  the  burden  of  proof  is  on  anyone  who  wants  to  make  basic 
changes  in  our  communications  industry  to  show  that  such  changes 
actually  would  benefit  the  public. 

The  economic  consequences  of  breaking  up  the  Bell  System  would 
be  so  great  that  they  are  difficult  to  analyze.  However,  even  a  simple 
review  shows  great  economic  damage  and  injustice. 

No  benefit  to  the  customers  of  the  Bell  companies  can  be  shown  as 
a  result  of  restructuring,  but  there  would  be  a  threat  of  lowered 
service  standards  and  higher  rates. 

For  the  independent  companies,  the  breakup  of  the  Bell  complex 
would  add  greatly  to  the  complexity  of  settlement  agreements  on 
long-distance  revenues  and  other  areas  in  which  working  arrange- 
ments must  be  agreed  upon.  We  oppose  any  such  action  as  detrimen- 
tal to  our  stockholders  and  our  customers. 

Divestiture  of  Western  Electric  would  create  tremendous  problems 
for  the  many  independent  manufacturers  of  telephone  equipment 
which  serve  the  independent  telephone  companies.  As  a  general  rule, 
independent  telephone  companies  cannot  purchase  equipment  from 
Western  Electric,  but  with  the  divestiture  Western  Electric,  with  its 
economies  of  scale,  could  become  a  formidable  competitor  for  the 
smaller  manufacturers.  In  such  a  situation  many  of  the  smaller  sup- 
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pliers  would  be  driven  out  of  business.  Thus,  breaking  up  the  Bell 
System  would  start  a  whole  chain  of  economic  impacts,  all  of  which 
should  be  taken  into  account  by  this  committee. 

This  committee  also  is  reviewing  the  advisability  of  fostering 
competition  in  the  form  of  sale  of  terminal  equipment  and  offering 
of  private-line  intercity  service. 

Our  independent  companies  and  our  customers  will  suffer  if  the 
use  of  customer  provided  telephone  equipment  becomes  widespread. 
The  reason  is  simple.  To  achieve  the  social  goal  of  universal  service 
the  telephone  companies  always  have  averaged  their  rates  so  that 
customers  within  a  given  exchange  area  pay  the  same  rate,  regard- 
less of  the  population  density  of  their  particular  area.  This  practice 
has  helped  make  it  possible  to  bring  the  benefits  of  modern  commu- 
nications to  our  rural  areas. 

Also,  we  have  used  a  value  of  service  concept  under  which  busi- 
ness firms  paid  more  because  the  service  had  a  commercial  value  for 
them.  In  effect,  business  service  has  subsidized  residential  customers, 
helping  to  make  possible  the  low-cost  universal  service  praised  be- 
fore this  committee  by  Tom  Whitehead  of  the  Office  of  Telecommun- 
ications Policy.  Other  nations  such  as  Great  Britain  have  the  same 
kind  of  subsidization. 

The  more  we  compete  with  the  unregulated  hardw^are  merchants 
for  the  equipment  needs  of  business  firms  the  more  we  must  shift  to 
the  cost-related  pricing  of  our  services.  Inevitably  we  believe  this 
means  higher  prices  for  the  homeowners,  the  small  business  firm,  the 
poor,  and  the  elderly. 

The  courts  already  have  challenged  the  offhand  assumption  by  the 
Federal  Communications  Commission  that  competition  in  the  tele- 
phone industry  automatically  and  per  se  benefits  the  public.  In  a 
landmark  decision  last  May  the  U.S.  Court  of  Appeals  for  the  Dis- 
trict of  Columbia  remanded  a  case  to  the  FCC  with  specific  instruc- 
tions that  it  must  prove  the  benefit. 

The  final  point  being  considered  by  your  committee  is  the  issue  of 
so-called  dirty  tricks  supposedly  employed  by  the  telephone  compa- 
nies against  the  interconnect  suppliers.  It  seems  to  me  that  your 
committee's  diligent  search  for  such  tricks  has  turned  up  little  inso- 
far as  the  record  shows  except  a  few  complaints  that  Bell  has  shown 
business  purchase  preferences  to  companies  which  do  business  with 
Bell  rather  than  to  companies  which  do  not  do  business  with  Bell. 

This  concludes  my  discussion  of  the  issues  raised  by  this  commit- 
tee. I  would  like  to  add  only  that  the  telephone  industry  is  com- 
pletely confident  that  its  historic  and  present  position  is  in  the  pub- 
lic interest. 

We  are  convinced  that  the  Federal  Communications  Commission 
has  not  yet  developed  sufficient  facts  to  be  a  competent  judge  of  the 
true  interests  of  the  public.  We  believe  that  the  ultimate  solution  of 
the  controversy  must  be  made  in  Congress  through  the  comprehen- 
sive study  of  our  national  telecommunications  needs  and  the  formu- 
lation of  a  national  telecomnnmications  policy. 

I  thank  you  for  your  courtesy  in  hearing  me  today. 

Senator  Hart.  In  the  introduction  by  Senator  McClellan  and 
again  in  your  prepared  testimony,  I  think  all  of  us  were  struck  by 
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the  solid  growth  whicli  you  achieved  in  a  relatively  very  few  years. 
I  am  speaking  now  of  your  company,  not  the  association. 

Out  of  curiosity  more,  I  suppose,  than  relevance  to  the  bill,  how 
was  that  achieved  ? 

Mr,  WiLBouRX.  By  working  100  hours  a  week. 

Senator  Hart.  Well 

Mr,  WiLBouRx,  It  has  just  been  a  fantastic  thing,  Senator,  We 
did  put  in  lots  of  hours. 

Senator  Hart.  Oh,  I  have  no  doubt. 

Mr.  WiLBOuRx.  But  tlie  economy  in  our  area  in  Arkansas  was 
good  to  us.  Arkansas  has  been  growing  during  the  last  few  years. 
The  number  of  telephones  in  Arkansas  per  100  figure  was  maybe  25 
back  in  the  early  days,  and  today  it  is  getting  up  into  the  national 
average.  The  national  average,  I  believe,  that  was  used  today  was 
something  like  95  telephones  per  100  people.  And  so  Arkansas  has 
been  growing  during  this  period,  and  we  were  able  to  acquire  some 
of  the  neighboring  smaller  independents.  Of  course,  we  were  about 
as  small  as  you  could  be.  But  we  were  able  to  acquire  some  others 
and  eventually  the  people  that  we  did  contract  work  for  through  the 
early  years  of  our  business,  who  were  ready  to  sell  due  to  either  age 
or  taxes  or  for  whatever  reason,  called  us  and  we  were  able  to  go 
back  and  negotiate  a  purchase,  particularly  in  Arkansas. 

Senator  Hart.  Would  acquisition  of  your  company  by  the  Bell 
System  make  good  sense  ? 

Mr.  WiLBOURX.  Oh,  no,  sir. 

Senator  Hart.  Why  not  ? 

Mr.  AViLBouRx.  Well,  if  you  are  looking  to  acquisition  by  all  com- 
panies by  the  Bell  System,  my  answer  is  a  flat  "No.''  My  company  is 
not  for  sale.  It  is  a  iDusiness ;  it  is  a  good  business ;  it  has  been  good 
to  us;  and  we  think  we  are  doing  a  good  job  serving  the  people  in 
the  areas  that  we  serve. 

Senator  Hart.  Mr.  O'Leary  ? 

Mr.  O'Leary.  Do  you  think  you  do  as  good  a  job  as  the  Bell  Sys- 
tem? 

Mr.  WiLBOURX.  I  will  say  that  in  some  areas  we  probably  do  a 
better  job  than  the  Bell  System,  and  they  probably  do  a  better  job 
then  we  in  some  areas.  I  think  it  really  depends  on  the  growth  pat- 
tern in  a  particular  area  and  what  is  going  on  in  that  area. 

We  have  service  problems,  and  tlien  we  go  in  and  correct  them; 
and  they  have  service  problems  and  they  go  in  and  correct  them.  It 
is  a  never-ending  thing  to  furnish  good  service. 

Mr.  O'Leary.  Does  your  company  manufacture  its  own  equip- 
ment ? 

Mr.  WiLBOi'Rx.  No,  sir. 

Mr.  O'Leary.  And  from  how  many  different  suppliers  do  you  pur- 
chase equipment  ? 

Mr.  WiLBOURX.  Well,  for  all  types  of  equipment,  probably  from 
30  or  40  suppliers.  Switching  gear  we  purchase  from  Stromberg- 
Carlson,  Northern  Electric,  North  Electric,  I.T.  &  T. ;  anybody  that 
makes  it,  we  buy  it.  So  we  use  some  from  everybody. 

Mr.  OTjeary.  And  you  are  satisfied  with  the  quality  of  that  equip- 
ment? 
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Mr.  WiLBOTRx.  Oil.  yes,  sir.  .  „  •  ^         i     u„ 

Mr.  O'Leary.  Interconnect  companies  sell  equipment  made  by 
those  same  manufacturers;  do  they  not? 

Mr.  WiLBouRX.  Yes,  sir. 

Mr.  O'Leary.  And  when  you  utilize  that  equipment  m  your  sys- 
tem you  are  not  required  to  install  a  protective  device. 

Mr.  WiLBouRX.  That  is  correct.  .      ,       -r  , 

INIr.  O'Leary.  Does  it  not  seem  somewhat  unfair  that  if  a  customer 
purchases  the  verv  same  equipment,  say  I.T.  &  T.  equipment  or 
Stromberg-Carlsoii  equipment,  that  he  is  required  to  interpose  an  in- 
terface device  in  order  to  protect  the  network? 

Mr.  WiLBouRX.  If  it  were  not  attached  to  the  network  it  would 
not  make  anv  difference.  But  when  you  attach  something  to  the  net- 
work, then  somebodv  has  got  to  assume  the  responsibility  of  mam- 
tainintr  that  network,  and  when  you  let  everybody  hook  on.  you  are 
passing  that  responsibility  to  everyone  and  not  the  telephone  coni- 
pany,  and  we  would  not 'allow  that  under  any  condition,  unless  it 
were  imposed  on  us.  ,    ,  i 

Mr.  Hellermax.  Mr.  Wilbourn,  would  you  explain  what  happens 
when  you  are  involved  in  separation  discussions  on  toll  revenue  divi- 
sion with  Bell  and  you  do  not  agree  with  the  dollar  amount  that  you 
think  vou  are  entitled  to?  .         /.        i      • 

Mr.'WiLBOURx.  Well,  of  course,  the  basic  negotiations  for  the  in- 
dependent industry  are  done  between  the  U.S.  Independent  Tele- 
phone Association  and  A.T.  &  T.,  and  then  there  is  a  basic 
agreement  i-eached.  and  then  the  various  Bell  companies  negotiate 
the  minor  differences,  so  to  speak,  with  the  companies. 

]\Ir.  MoTT.  Our  agreement  with  the  Bell  System  is  advisory  only. 
It  is  not  binding  on  anv  one  of  our  members,  and  in  point  of  fact, 
:Mr.  Hellerman,  some  of  our  members  have  not  been  satisfied  with 
the  agreement,  have  not  been  satisfied  with  what  they  could  negoti- 
ate with  the  local  Bell  System,  and  have  canceled  the  contracts  and 
taken  the  case  to  court,  this  has  happened  many  times  in  the  inde- 
pendent industry  around  the  country.  They  just  say,  "No;  we  are 
not  satisfied,  we' do  not  think  we  are  getting  what  we  should  be  get- 
ting,'' and  they  withhold  the  toll  and  hold  it  in  escrow  and  take  the 
Bell  System  to  court. 

Mr.  HELLER]\rAX.  Who  puts  the  money  in  escrow? 

Mr.  :Mott.  The  independent  company.  They  collect  the  toll. 

Mr.  Hellerjiax.  AYhat  is  the  amount  of  the  I 'SIT A  annual 
budget  ? 

Mr.  :Mott.  About  $-2  million. 

Mr.  Hellermax.  Referring  to  a  speech  which  was  made  by  Wel- 
don  W.  Case,  president  of  USITA,  it  indicates  that  half  of  USITA's 
advertising  budget  is  going  to  be  used  in  direct  support  of  telephone 
companies'  efforts  to  compete  with  interconnect  suppliers. 
What  does  that  mean  ? 

Mr.  Mori-.  Well,  it  just  simply  means  that  we  want  to  awaken  our 
people  to  the  competition  that' is  coming  down  their  way,  and  we 
want  to  awaken  the  public  to  it.  I  would  be  glad  to  make  copies  of 
all  of  those  advertisements  available  for  the  record.  I  do  not  think 
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you  will  find  anything  in  them  that  in  any  way  violates  the  anti- 
trust laws  or  is  discriminatory. 

Mr.  Hellermax.  I  am  looking  at  an  article  from  Telephony  mag- 
azine, April  8,  I  believe,  of  this  year.  It  quotes  Jim  Naylor,  "Let's 
stamp  out  interconnect,"  and  statements  to  that  effect. 

Mr.  MoTT.  I  am  sorry  that  Jim  Naylor  is  not  here  today  to  defend 
himself.  He  is  lecturing  at  Michigan  State  University  today  to  one 
of  the  seminars  that  is  held  in  that  great  institution. 

But  his  response  to  that  was  simply  that  it  did  not  represent  the 
full  text  of  the  statement.  AVlien  I  asked  him  about  it  he  said  that 
the  full  text  of  the  statement  Avas  something  like  this:  That  if  this 
effort  to  inject  competition  into  traditionally  regulated  monopoly 
markets  is  not  in  the  public  interest,  then  let  us  stamp  out  intercon- 
nect— which  is  far  different  from  the  way  it  was  reported. 

As  you  know,  news  people  are  apt  to  report  things  in  a  truncated 
fashion.  Since  I  sat  down  here,  I  read  the  account  in  the  Evening 
Star  tonight  as  to  what  our  witness  had  said,  and  so  on  and  so 
forth.  But  of  course,  the  evening  Star  reporter  departed  these  prem- 
ises at  11  o'clock  this  morning.  So  it  is  a  little  difficult  to  tell  how 
the  news  will  report  any  given  statement.  INIr.  Naylor  denies  that  he 
made  that  flat  statement. 

Mr.  Hellerman.  Mr.  Wilbourn,  how  concerned  are  you  with  the 
impact  of  competition  on  your  Allied  Telephone  Co? 

Mr.  Wilbourn.  That  is  why  I  am  here  today,  because  I  am  con- 
cerned that  the  impact  eventually  will  reach  the  small  companies. 
Basically,  it  has  not  reached  them  yet.  But  it  will  reach  them  if  it 
continues  as  it  is  now. 

Mr.  Hellerman.  Do  you  think  if  it  does  reach  you  it  will  have  an 
adverse  impact  on  your  earnings  per  share? 

Mr.  Wilbourn.  Yes,  sir;  I  certainly  do.  I  think  it  will  have  more 
impact  on  the  raising  of  rates  to  our  residential  and  our  rural  sub- 
scribers. 

Mr.  Hellerman.  Do  you  also  believe,  though,  that  there  will  be  a 
lessening  of  your  capital  requirements  if  your  customers  start  ac- 
quiring their  own  terminal  equipment  ? 

Mr.  Wilbourn.  Well,  even  if  there  was,  we  are  earning  on  those 
capital  requirements  today  and  those  earnings  are  a  part  of  our 
below-the-line  figure,  and  I  certainly  do  not  want  to  give  up  any  of 
them,  because  that  is  what  helps  make  this  company  healthy. 

Mr.  Hellerman.  In  the  A.T.  &  T.  1973  Annual  Report  to  Share- 
holders, Mr.  deButts  used  approximately  one-half  of  his  letter  to 
shareholders  discussing  competition,  and  I  think  that  letter  w^ent 
well  over  10  pages.  In  looking  over  your  1973  annual  report  I  do  not 
notice  any  reference  or  concern  for  anticipated  problems  as  a  result 
of  the  Carferfone  decision,  or  competition,  or  specialized  common 
carriers. 

Would  you  care  to  comment  ? 

Mr.  Wilbourn.  That  is  correct,  because  up  to  now  that  has  not  af- 
fected us.  And  again,  the  reason  I  am  here  is  that  I  do  not  want  it 
to  affect  us.  And  we  are  going  to  do  everything  we  can  to  carry  out 
the  policies,  really,  that  we  have  established  in  the  USITA,  and  that 
is  to  attempt  to  contain  it  to  the  point  that  we  can  live  with. 
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:Mr.  Hellermax.  When  was  the  hist  time  your  company  sold  secu- 
rities to  the  public  ? 

Mr.  AViLBOi  Rx.  I  believe  2  years  ago. 

Mr.  Hellerman.  AYas  there  any  discussion  in  that  prospectus 
about  competition  or  the  impact  it  might  have? 

Mr.  Wilbourx.  No.  We  have  had,  as  I  recall,  I  am  sure,  discus- 
sions with  people  about  the  eventual  effect.  But  it  has  never  been  an 
issue. 

Mr.  Hellermax.  I  would  assume  that  since,  as  you  recall,  it  was 
not  disclosed  in  the  prospectus  that  it  was  not,  at  least  at  that  time, 
considered  a  material  concern? 

Mr.  WiLnouRX.  No,  sir.  This  is  probably  correct. 

Mr.  Hellermax.  Do  you  have  any  feeling  or  opinion  as  to  the  op- 
erational aspects  of  the  couplers  that  are  required  to  be  used  to  in- 
terface customer-owned  equipment  in  the  network,  whether  they  de- 
grade the  service,  whether  they  cause  problems  ? 

Mr.  Wilbourx.  We  have  only  two  interconnected  pieces  of 
equipment  that  I  am  familiar  with,  and  as  far  as  I  know  we  are 
having  no  problems  with  the  interconnected  devices. 

]Mr.  Hellermax.  I  am  looking  at  an  article  from  Telephone  Engi- 
neer and  Management,  dated  December  15,  1973,  by  John  L.  Wilson, 
general  manager  of  lousiness  Telephone  Systems,  Inc.,  of  Columbus, 
Ohio,  which  is  a  wdiolly  owned  subsidiary  of  an  independent  tele- 
phone company.  And  he  states  in  one  part,  talking  about  the  cou- 
pler, that  it  is  just  one  more  device  which  causes  more  problems 
than  any  possible  harm  it  can  prevent. 

Do  you  have  any  comment  on  that  ? 

Mr.  Wilbourx.  No.  I  have  no  comment  on  that. 

Mr.  Hellermax.  I  have  no  further  questions,  Mr.  Wilbourn. 

Thank  you  very  much,  Mr.  Chairman. 

Senator  Hart.  Mr.  Chumbris. 

Mr.  CiitTMBRis.  Thank  you,  Mr.  Chairman. 

Mr.  Hellerman  was  asking  yon  about  the  concern  of  your  com- 
pany. You  are  the  vice  president  of  I^SITA,  are  you  not  ? 

Mr.  Wilbourx.  Yes,  sir. 

Mr.  CiiUMBRis.  And  you  have  just  put  testimony  in  the  record,  I 
think,  in  answer  to  the  question  that  you  are  si)ending  $150,000  a 
year  in  advertising  to  alert  the  people  to  the  dangers  of  the  inter- 
connect and  some  of  the  decisions  of  the  FCC. 

So  therefore,  your  association  is  showing  its  concern  about  the 
turn  in  that  direction ;  is  that  so  ? 

Mr.  Wilbourx.  That  is  correct. 

Mr.  MoTT.  I  might  also  add,  we  never  go  before  a  meeting  of  the 
Society  of  Security  Analysts  in  New  Y'ork  without  having  the  ques- 
tion of  the  impact  of  interconnection  raised  with  our  principal  wit- 
ness, who  next  year  will  be  Mr.  Wilbourn.  And  I  guarantee  you 
when  he  goes  before  the  Society  of  Security  Analysts  in  New  York 
the  question  will  be  brought  up  for  the  whole  industry,  concerning 
the  impact  of  interconnection  on  our  revenue. 

Mr.  Ciii^MBRis.  North  Electric  is  the  manufacturing  arm  of  the 
independents ;  is  that  correct  ? 

Mr.  Wilbourx.  It  is  one  of  the  manufacturers;  yes,  sir. 
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INIr.  Chumbris.  Now,  I  visited  North  Electric  in  Tennessee,  in  the 
northeastern  corner  of  Tennessee,  and  I  really  was  amazed  at  the 
plant  which  you  have  down  there.  It  is  far  greater  than  my  expecta- 
tions that  I  had  gathered  from  the  previous  hearings.  I  went  down 
there;  it  is  just  a  fantastic  plant.  The  material  that  you  put  out;  the 
woi'kers  have  such  a  great  interest  in  the  plant ;  also  the  community 
itself:  and  I  understand  it  is  the  second  largest  employer  in  that 
whole  section  of  Tennessee.  Am  I  correct  in  that  ? 

Mr.  WiLBouRx.  Yes. 

Mr.  CiiUMBRis.  Now,  it  is  my  understanding  that  that  plant  is  in 
some  way  owned  by  some  of  the  independents ;  is  that  the  way  it  op- 
erates ? 

Mr.  IVIoTT.  It  is  a  subsidiary ;  it  is  owned  by  United  Telecommuni- 
cations, which  is  the  second  largest  independent  company  in  Ameri- 
ca— comprising  roughly,  I  guess,  10  percent  of  our  independent 
telephones ;  almost  3  million  telephones.  Their  main  plant  is  in  Gal- 
ion,  Ohio, 

ISIr.  Chumbris.  Yes,  I  understand. 

]\Ir.  MoTT.  I  am  familiar  with  the  one  in  Tennessee,  and  so,  may  I 
add,  is  Senator  Baker,  who  has  also  been  through  it  a  number  of 
times. 

And  it  is  a  very  large  manufacturing  establishment. 

Mr.  Chumbris.  And  also  Senator  Brock.  They  are  very  proud  of 
it.  As  a  matter  of  fact,  when  I  was  in  North  Carolina  I  visited 
Western  Electric's  plant  in  Greensboro;  and  I  visited  Northern 
Electric,  which  is  part  of  Canada  Bell,  which  is  just  north  of  Ra- 
leigh and  Durham,  N.C.  So,  we  were  able  to  visit  three  different 
plants  in  the  North  Carolina  and  Tennessee  areas. 

Mr.  Mo'fT.  They  are  also  members  of  our  association;  Northern 
Electric. 

Mr.  Chumbris.  Well,  thank  you  very  much.  I  appreciate  very 
much  your  testimony.  I  think  that  you  have  stated  your  point  very 
well  as  to  what  would  happen  if  the  system  would  be  changed  from 
what  it  is  today. 

Mr.  Wilbourx.  May  I  make  one  short  statement? 

Senator  Hart,  Certainly. 

Mr.  Wilbourx.  There  are  only  153  cities  in  America,  in  the 
States,  over  100,000.  There  are  18,000  communities  like  we  serve. 
And  the  Bell  serves  a  lot  of  the  small  ones,  too.  And  the  communica- 
tions industry,  as  we  know  it  today,  is  not  New  York  and  Chicago 
and  Miami,  but  it  is  these  18,000  little  towns  all  over  the  country. 
And  it  is  the  rates  in  those  towns  and  in  those  rural  areas  that  we 
really  are  here  testifying  about  today,  that  we  are  concerned  about. 
And  those  rates  of  the  rural  people  and  the  residential  people  are 
the  ones  that  we  are  trying  to  be  the  watchdog  of,  because  they  are 
really  the  guts  of  our  business — not  necessarily  the  Bell's,  but  of  our 
business. 

Senator  Hart.  Let  me  throw  this  last  one  at  you.  You  described 
your  own  experience,  including  the  fact  that  you  sued  the  Bell  com- 
pany and  its  parent.  Tell  us  about  the  lawsuit.  You  sued  Bell  and  its 
parent  in  the  Federal  Court  for  "what  we  believed  to  be  a  transgres- 
sion against  our  right  to  operate  our  business,''  What  was  that  law- 
suit all  about? 
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^Ir  WiLBOURX.  A  number  of  years  ago  I  came  up  with  an  inven- 
tion that  would  pLace  louij  distance  calls  without  the  use  of  an  opera- 
tor- and  the  name  of  the  system,  as  it  was  called  and  patented,  was 
the'"Telefast  System.'"  And  we  visited  with  both  A.T.  &  T.  and 
Southwestern  Bell,  and  then  proceeded  to  install  and  test  the  equip- 
ment And  the  local  Bell  company  decided  it  was  not  in  the  public 
interest  and  they  took  us  to  court.  And  the  Public  Service  Commis- 
sion issued  a  rather  split  decision.  They  said  that  we  could  test  it  on 
intrastate,  but  we  could  not  test  it  on  the  interstate.  And  so  we  pro- 
ceeded to  test  it  on  the  intrastate  lines.  And  the  local  Bell  people 
again  decided  that  they  would  not  allow  this,  and  so  we  took  them 
to  Federal  court,  and  later  settled.  And  we  were  happy  with  the  set- 
tlement. .      .  , 

x\nd  the  patent  is  still  in  effect,  and  is  still  intact.  x\nd  maybe 
some  dav  we  will  try  it  again. 

Senator  Hart.  Did  the  settlement  include  your  right  to  use  it  { 

Mr.  WiLBOURX.  Xo,  sir;  no.  sir.  We  withdrew  it  m  connection 
with  the  settlement. 

Senator  Hart.  Is  the  American  consumer  better  off  or  worse  ott  < 

lAv.  WiLBOURX.  Well,  we  do  not  know ;  we  really  do  not  know. 

Senator  Hart.  Are  there  any  further  questions  ? 

[No  response.] 

Senator  Hart.  Thank  you  very  much. 

Mr.  WiLBOURX.  Yes,  sir. 

Senator  Hart.  We  will  adjourn,  to  resume  tomorrow  morning,  m 
this  room,  at  10  o'clock. 

[Whereupon,  at  5:20  p.m.,  the  subcommittee  adjourned,  to  recon- 
vene at  10  a.m.  Wednesday,  July  31,  1974,  in  room  6202,  Dirksen 
Senate  Office  Building.] 

[The  following  was  received  for  the  record.  Testimony  resumes  on 
p.  4317.] 

MATERIAL  RELATING  TO  THE  TESTIMONY  OF  HUGH  R. 
WILBOURN,  .IR. 

Exhibit  1. — Prepared  Statement  of  Mr.  Wilbourn 

Prepared  Statement  of  Hugh  R.  WiLBonRN.  Jr.,  First  Vice  President,  U.S. 
Independent  Telephone  Association,  and  Chairman  of  the  Board,  Allied 
Telephone  Co. 

I  don't  .suppose  you  have  had  any  witness  before  this  committee  with  more 
experience  in  Bell  System  'monopoly  watching"  or  anyone  who  could  match 
the  long  history  of  antitrust  surveillance  which  those  I  represent — living  and 
(jead— have  spotlighted  on  the  business  methods  of  AT&T.  Any  witnesses  who 
have  thus  far  appeared  before  you  are  .Tohnny-Come-Latelies  when  it  comes  to 
banding  together  to  do  battle  with  a)iy  tendency  of  the  Bell  System  to  monopo- 
lize— to  restrain  trade — or  to  do  anything,  which  in  our  opinion,  infringes  on 
the  rights  of  the  Independent  telephone  industry.  We've  l>een  in  this  watchful 
posture  for  seventy-.seven  years.  Indeed,  our  Association  was  formed  to  prevent 
Bell  from  ac(iuiring  a  complete  monopoly  over  the  telephone  business  in  this 
country,  which  it  was  trying  mightily  to  achieve.  We  don't  intend  to  relax  our 
vigilance  to  prevent  monopolistic  practices  of  the  Bell  System  now,  or  in  the 
future. 

With  that  for  openers,  with  the  added  fillip  that  my  own  company  has  haled 
one  of  the  Bell  companies  and  its  parent  into  Federal  Court  for  what  we  be- 
lieved to  be  a  transgression  against  our  right  to  operate  our  business  in  a  cer- 
tain way,  let  me  tell  you  who  I  am  and  whom  I  represent. 

My  name  is  Hugh  R.  Will)ourn.  .Ir.,  of  Little  Rock,  Arkansas.  I  am  Presi- 
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dent  and  Chairman  of  the  Board  of  Allied  Telephone  Company,  a  system 
company  directing  the  operation  of  12  telephone  companies  in  six  South  Cen- 
tral states  with  a  total  of  about  130,000  telephones,  a  total  plant  investment  of 
more  than  ^83  million,  and  annual  operating  revenues  of  almost  $20  million. 
Typically  these  companies  are  relatively  small  and  operate  almost  exclusively 
in  rural  areas  and  small  towns. 

In  addition,  I  am  P^irst  Vice  President  of  the  United  States  Independtnt  Tel- 
ephone Association,  a  Washington-based  national  trade  association  representing 
the  interests  of  the  1.700  Independent — or  non-Bell — operating  telephone  com- 
panies serving  more  than  25  million  telephones  in  48  states — primarily  in  the 
rural  areas  and  small  towns.  Each  of  these  non-Bell  telephone  companies  oper- 
ates in  the  .same  basic  manner  as  the  Bell  companies — that  is,  as  a  regulated 
monopoly  serving  a  deisgnated  area  under  the  jurisdiction  of  a  state  regula- 
tory commission.  The  Independent  companies  serve  about  one  out  of  six  tele- 
pliones  in  the  country  and  have  a  total  plant  investment  of  more  than  $18  bil- 
lion. 

These  statistics  I've  rattled  off  might  be  more  meaningful  to  you,  Mr. 
Chairman,  if  you'd  glance  at  these  two  maps — one  of  my  native  state  of 
Arkansas  and  the  other  of  your  state  of  Michigan. 

Turning  first  to  my  state,  you'll  note  that  Independent — or  non-Bell — compa- 
nies serve  about  two-thirds  of  the  geographic  area  of  the  state.  Bell  is  repre- 
sented by  the  sliaded  area  and  the  Independents  are  in  black.  Historically  the 
Bell  System  developed  the  big  cities  of  America — in  your  state,  cities  such  as 
Detroit  and  in  mine,  Little  Rock — leaving  the  countryside  to  the  Independents. 
That's  why  we  Independents  serve  two-thirds  of  the  state  of  Arkansas  and  50 
per  cent  of  the  state  of  Michigan. 

It's  important  to  note,  Mr.  Chairman,  that  the  Congress  of  the  United  States 
had  and  still  has  a  big  liand  in  bringing  good  telephone  service  to  the  rural 
people  of  America.  Back  in  1949  the  Congress  decided  that  farmers  and  other 
rural  people  were  entitled  to  good  telephone  service  at  rrnsonahlc  rates.  You 
gentlemen  or  your  forbears  passed  the  Telephone  Amendment  to  the  Rural 
Electrification  Act  which,  by  providing  very  low  interest  loans,  in  effect,  subsi- 
dized telephone  rates  in  the  countryside. 

Naturally,  any  action  on  the  part  of  anyone,  and  that  includes  this  Commit- 
tee, which  would  defeat  the  intent  of  the  Congress  in  bringing  telephone  serv- 
ice at  reasonable  rates  to  the  rural  areas  of  this  country  would,  and  should,  be 
vigorously  opposed  by  companies  which  serve  those  areas  and  by  the  i)eople 
served.  Some  of  the  actions  this  Subcommittee  might  contemplate  would  make 
it  more  difficult  to  .serve  the  rural  areas  of  America  and  we  hope  to  be  able  to 
demonstrate  why  that  is  so. 

As  I  understand  it,  this  series  of  committee  hearings  is  considering  three 
questions. 

First,  should  the  major  component  parts  of  the  AT&T  be  severed  into  sepa- 
rate operating  entities? 

Second,  should  the  government  create  a  competition  in  the  telecommuni- 
cations industry  by  changing  the  .system  of  regulated  monopoly  which  existed 
until  1968? 

Third,  is  the  Bell  System — and  by  implication,  the  Independent  telephone  in- 
dustry— competing  fairly  in  the  market  for  terminal  telephone  equipment? 

Before  I  answer  these  questions,  let  me  be  quite  frank  in  stating  that  while 
we  are  sometimes  suspicious  of  Bell  motives,  we  are  arms-length  partners  with 
the  Bell  System  in  providing  what  most  objective  observers  rate  as  the  best 
telephone  service  in  the  world.  Naturally,  the  economic  health  of  all  partners 
in  a  joint  enterprise  (even  though  they  deal  at  arms  length)  is  mutually  inter- 
dei>endent.  For  example,  roughly  50  per  cent  of  the  revenue  of  our  Independ- 
ent industry  comes  from  toll  revenues  generated  jointly  with  Bell. 

Obviously,  any  reduction  of  our  toll  revenues  as  a  result  of  the  shrinkage  of 
the  total  Bell-Independent  toll  pot  would  have  a  .serious  effect  on  the  ability  of 
our  companies  to  render  adequate  local  service,  without  raising  residential 
rates.  We  see  such  an  adverse  result  flowing  from  the  artificially  contrived 
competition  introduced  by  the  Federal  Communications  Commission  into  pri- 
vate line  intercity  competition — the  so-called  specialized  common  carriers.  If 
toll  revenue  decline.s — residential  rates  must  go  up — it's  as  simple  as  the  see- 
saw— a  fact  which  some  economic  theorists  and  Federal  regulators  seem  unable 
to  grasp. 
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For  instance,  one  of  USITA's  member  companies  is  the  Shenandoah  Tele- 
Dlioue  Company  in  tlie  predominantly  rural  area  of  the  Shenandoah  ^  alley  of 
Virginia  famed  in  song  and  story.  It  serves  some  fourteen  thousand  customers, 
and  in  the  year  1973  had  revenues  of  approximately  one  and  three  quarter 
million  dollars.  Slightly  more  than  half  of  this  revenue  comes  from  toll. 

Because  of  a  heavy  construction  budget  to  serve  a  rapidly  expanding  area, 
the  management  in  1973  thought  it  would  have  to  request  the  Virginm  State 
Corporation  Commission  for  an  increase  in  local  residential  rates.  It's  the  only 
place  a  company  lii^e  Shenandoah  can  turn  when  it  needs  more  money  to 
finance  its  service  and  construction  needs.  There  is  no  other  way  it  can  in- 
crease revenues,  as  it  has  no  control  over  toll  rates  or  revenue, 
trudy     Tape  3  GPO  8287  machine  7  mag  370  day  10-1-74  mon  by  H.  Sample  — 

Fortunately  for  its  subscribers,  no  local  rate  iiicrea.se  was  needed  in  1973, 
and  none  seems  likely  in  1974.  The  reason  is  stated  succinctly  in  the  compa- 
ny's 1973  Annual  Report. 

'•During  1973  it  appeared  it  would  be  necessary  for  us  to  ask  for  increa.sed 
rates.  ...  In  January  of  this  year,  a  new  settlement  agreement  has  been  an- 
nounced between  the  Bell  System  and  the  independent  telephone  companies  in 
the  United  States.  This  increase  is  estimated  to  produce  $100,000  of  additional 
revenue  for  Shenandoah  Telephone  Company,  which  is  11.5%  of  our  toll  reve- 
nue. It  is  possible  that  this  settlement  may  enable  us  to  postpone  any  increase 
ill  rates  in  1974." 

Shenandoah's  one  hundred  thousand  dollar  increase  in  toll  revenue  came 
about  as  a  result  of  study  and  negotiations  undertaken  by  the  United  States 
Independent  Telephone  Association  with  the  AT&T,  the  Bell  System  parent. 
The  total  amount  of  increase  agreed  upon  for  our  so-called  "average  settlement 
companies,"  of  which  Shenandoah  is  one,  was  35  million  dollars.  Just  to  think 
about  negotiating  toll  settlements  with  25  Bell  companies,  not  to  mention  Long 
Lines  and  other  communications  entities,  boggles  the  mind.  In  fact,  for  the 
1,700  Independent  companies  you  would  be  creating  a  Chamber  of  Negotiating 
Horrors. 

There  you  have  it— the  effect  of  loss  of  toll  revenue  should  be  no  mystery  to 
anyone.  Nor  should  the  loss  of  revenue  which  results  from  the  incursion  of  en- 
trepreneurs who  sell  terminal  equipment  to  business  subscribers — another  form 
of  competition  introduced  by  the  Carterfone  decision  of  the  Federal  Communi- 
cations Commission. 

In  neither  one  of  these  decisions  of  the  FCC— in  the  case  of  specialized  com- 
mon carriers  or  in  the  case  of  terminal  equipment  (Carterfone) — did  the 
Commission  make  any  kind  of  economic  impact  study.  Legislation  (S.3580)  has 
now  been  introduced  by  Senator  Magnuson  and  referred  to  the  Committee  on 
Commerce  which  would  require  a  statement  of  economic  impact  whenever  it 
appeared  that  any  decision  of  the  FCC  would  have  the  effect  of  raising  local 
telephone  rates. 

Senator  Magnuson's  bill  would  also  require,  within  two  years  of  passage, 
economic  impact  studies  of  past  decisions  of  the  FCC  whose  continuation 
might  have  significant  impact  on  local  rates.  While  we  look  on  this  provision 
as  somewhat  like  locking  the  barn  after  the  FCC  has  stolen  the  horse,  it 
wouldn't  do  any  harm  to  demonstrate  how  the  great  robbery  took  place.  It 
might  make  the  Commission  more  considerate  of  the  average  subscril)er  in  the 
future  and  conversely  not  so  solicitous  of  the  welfare  of  a  few  large  busines.ses 
— which,  like  the  Commission,  seem  to  have  no  interest  in  local  rates. 

You  see,  Mr.  Chairman,  the  heart  of  our  complaint  is  that  the  businesses 
which  buy  interconnection  eciuipment  and  those  hardware  merchants  who  sell 
it  to  them  have  no  interest  in  the  residential  subscriber  and  no  obligation  to 
serve  him.  The  same  goes  for  the  specialized  common  carriers.  They  don't 
really  care  what  happens  to  the  residential  sub.scriber's  rates.  So  it's  big  busi- 
ness these  decisions  favor,  not  the  little  guy  or  the  little  old  lady  in  tennis 
shoes. 

Make  no  mistake  about  it,  Mr.  Chairman,  interconnection  of  terminal  equip- 
ment into  the  telephone  business  with  the  resultant  loss  of  revenue  to  the  tele- 
phone company  will  inevitably  and  inexorably  raise  residential  rates.  So  will 
loss  of  revenue  from  the  Bell-Independent  toll  pot  as  a  result  of  the  introduc- 
tion of  specialized  common  carriers.  That's  a  flat  statement,  but  we  see  no 
other  alternative.  Our  Association  has  embarked  on  extensive  economic  impact 
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studies  to  demonstrate  the  unhappy  facts.  These  expensive  economic  impact 
studies  might  have  been  unnecessary  if  the  FCC  had  done  its  proper  job,  or  if 
the  aforementioned  provisions  of  Senator  Magnuson's  bill  had  been  in  the  stat- 
ute books. 

"Why  do  you  suppose  the  National  Association  of  Regulatory  Utility  Commis- 
sioners is  so  concerned  about  the  economic  impact  of  competition  as  presently 
authorized?  This  organization  represents  the  State  Commissions — v^'hich  are  a 
lot  closer  to  the  people  than  Federal  regulators  or  Federal  economic  theorists. 

Ben  AViggins.  Chairman  of  the  Georgia  Public  Service  Commission  as  well  as 
President  of  the  National  Association  of  Regulatory  Utility  Commissioners, 
pointed  out  last  month  that  the  State  Regulators  of  America  for  some  time 
now  liave  been  concerned  that  these  new  Federally  sponsored  competitive  poli- 
cies will  result  in  sharply  increased  costs  for  domestic  telephone  service.  He 
added  that  tlie  States  are  concerned  that  the  other  side  of  this  coin  would  be 
lower  costs  and  higher  profits  for  business  and  atiluent  users  of  the  nationwide 
telecommunications  network. 

Said  Mr.  Wiggins :  "In  short  we  fear  that  the  average  consumer  may  end  up 
paying  much  higher  home  telephone  bills  in  order  that  business  users  may 
make  higher  profits." 

Mr.  Wiggins  stated  in  a  letter  to  Congressman  Roush  of  Indiana  that  the 
men  and  women  of  the  regulatory  community  of  America  have  worked  for 
many  years  to  build  a  communications  network  that  was  both  eflBcient  and 
within  the  price  range  of  the  average  citizen. 

He  said  that  if  this  social  concept  is  defeated  as  a  result  of  the  FCC's  new 
policies,  framed  to  benefit  a  more  attkient  class  of  user,  the  first  to  be  deprived 
of  home  telephone  service  would  be  the  poor  and  the  elderly — those  on  a  fixed 
income. 

"Such  a  situation  would  impact  particularly  hard  in  the  rural  areas  of 
America,"  he  said. 

It  comes  as  no  surprise  to  us,  Mr.  Chairman  and  members  of  the  Committee, 
that  you've  had  a  parade  of  those  affluent  business  users  and  suppliers  re- 
ferred to  by  Mr.  Wiggins  appear  before  you  to  plead  for  continuation  and  even 
expansion  of  Federal  protectionist  policies.  As  I've  said  before  in  this  state- 
ment, these  kinds  of  businesses  have  no  interest  in,  and  no  responsibility  for, 
the  average  American  subscriber.  Mr.  Wiggins  and  his  kind  do — so  do  we  in 
the  telephone  business— Bell  and  Independent  alike.  We  think  the  Congress 
should  continue  to  express  the  same  kind  of  concern  for  the  little  guy  it  has 
in  the  past. 

Now  to  answer  the  three  specific  questions  being  investigated  by  this  Com- 
mittee :  Should  the  Bell  System  be  broken  up  ?  Should  the  Federal  Government 
create  new  competition  in  the  telecommunications  business,  and  finally,  are  we 
competing  fairly  in  the  terminal  equipment  market? 

The  Independent  telephone  industry's  answer  to  the  first  two  questions  is  a 
flat  but  reasoned  "no."  Our  answer  to  the  third  question  is  that  Bell  and  Inde- 
pendent companies  are  competing  fairly  but  in  earnest — and  this  is  what  the 
hardware  merchants  object  to.  We  believe  they  want  tlieier  Federal  Govern- 
ment to  create  and  foster  artificial  competition.  While  we  do  not  believe  com- 
petition is  in  the  public  interest,  as  long  as  we  must  compete,  we  will  compete 
in  fact  and  not  just  in  name. 

Now  I  would  like  to  explain  to  the  Committee  why  we  feel  so  strongly  on 
these  three  issues,  and  why  our  position  is  in  the  public  interest. 

We  are  convinced  that  no  segment  of  our  society  would  benefit  from  the  pro- 
posal to  hack  the  Bell  System  to  pieces  with  a  legislative  sword.  From  an  eco- 
nomic viewpoint  this  proposal  is  as  traumatic  as  was  King  Solomon's  crafty 
proposal  that  an  infant  of  disputed  parentage  be  cut  in  twain  in  the  interests 
of  justice. 

The  test  applied  to  the  Bell  System  complex  should  be  the  same  as  applied 
to  any  organization  or  function:  Is  it  working  well?  Is  it  serving  the  public 
interest?  What  benefits,  if  any,  would  accrue  from  breaking  up  the  system? 

In  any  objective  analysis  of  operation  and  benefit,  the  Bell  complex  scores 
very  high.  I'm  certain  that  no  member  of  this  Committee  would  question  that 
this  nation  has  the  world's  best  telephone  system,  and  that  the  services  of  this 
system  are  offered  at  bargain  prices.  As  one  of  your  key  government  witnesses, 
Dr.  Tom  Whitehead  of  the  Office  of  Telecommunications  Policy,  said  so  posi- 
tively :  "Thanks  to  the  Bell  System  and  to  the  regulatory  policies  of  the  past, 
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the  United  States  has  universal  low-cost  telephone  service  that  is  unparalleled 
throughout  the  world."  Chairman  Wiley  of  the  Federal  Communications  Com- 
mission says  the  same  thing  and  adds  that  nothing  must  he  done  to  harm  that 
system.  ,  ^,  .,  , 

Let  me  emphasize  that  the  success  of  the  Bell  System— and  the  quite  paral- 
lel success  of  the  Independent  operating  telephone  companies — is  a  success  of 
our  unique  svstem  of  private  enterprise  joined  with  puV)lic  regulation. 

The  regulated  monopoly  telephone  industry  has  done  a  better  job  for  the 
public  than  most  firms  in  the  open  competitive  market.  While  the  cost  of  all 
goods  and  services  in  this  country  soared  50  per  cent  in  the  years  between 
1960  and  1973,  the  cost  of  local  telephone  service  went  up  only  24  per  cent— 
and  the  cost  of  long  distance  service  stayed  practically  the  same. 

With  this  record  of  success,  why  does  the  telephone  industry  face  the  threat 
of  breakup  at  the  behest  of  this  Committee  and  a  band  of  business  firms  with 
sales  charts  in  their  eyes? 

Actually,  I  cannot  believe  that  the  purposes  of  this  inquiry  have  any  support 
from  the  American  public.  As  a  resident  of  Little  Rock,  out  in  the  heartland 
of  our  country,  it  seems  strange  to  me  that  at  a  most  crucial  time  in  our  his- 
tory  when  our  country  is  beset  by  ruinous  inflation,  national  political  scan- 
dal's, a  crumbling  international  monetary  system,  dwindling  supplies  of  food 
worldwide,  a  worldwide  energy  shortage  steadily  growing  worse,  and  critical 
national  defense  needs— a  Congressional  committee  should  be  considering 
breaking  up  the  one  great  system  of  public  service  which  is  universally  ac- 
claimed as  the  most  successful  private  business  in  the  world — by  all,  that  is, 
except  a  few  who  want  a  protected  piece  of  the  action. 

I  don't  believe  we  should  take  our  world's  best  telecommunications  system 
for  granted  just  because  we  are  a  rich  and  powerful  country.  The  two  don't 
automatically  go  together.  Just  look  at  the  other  major  public  service  systems 
in  our  nation. 

After  all.  America  doesn't  have  the  world's  best  postal  service ;  we  have  one 
of  the  worst  for  an  advanced  nation.  We  don't  have  the  world's  best  railroad 
system;  we  have  one  of  the  worst  for  an  advanced  nation,  and  it's  getting 
worse  almost  daily.  We  do  have  one  of  the  finest  commercial  airline  systems, 
but  only  at  the  cost  of  heavy  subsidies  and  generally  profitless  companies. 

To  me,  it's  rather  significant  that  when  you  recite  a  list  of  the  most  trou- 
bled public  service  industries,  as  I  just  did,  you  can't  keep  from  noticing  that 
these  are  the  industries  whose  operations  have  been  most  closely  determined 
bv  the  Federal  government. 

On  the  other  hand,  there  is  everything  in  the  record  of  America  s  telephone 
industry  to  show  overwhelming  success  in  meeting  the  communications  needs 
of  the  public  at  low  prices  unmatched  anywhere  else  in  the  world.  Thus  I 
think  the  burden  of  proof  is  on  anyone  who  wants  to  make  basic  changes  in 
our  communications  industry  to  show  that  such  changes  actually  would  benefit 
the  public. 

The  economic  consequences  of  breaking  up  the  Bell  System  would  be  so 
great  that  they  are  difficult  to  analyze.  However,  even  a  simple  review  shows 
great  economic  damage  and  injustice. 

No  benefit  to  the  customers  of  the  Bell  companies  can  be  shown  as  a  result 
of  restructuring,  but  there  would  be  a  threat  of  lowered  service  standards  and 
higher  rates. 

For  the  Independent  companies,  the  breakup  of  the  Bell  complex  would  add 
greatly  to  the  complexity  of  settlement  agreements  on  long  distance  revenues 
and  other  areas  in  which  working  arrangements  must  be  agreed  upon.  We  op- 
pose anv  such  action  as  detrimental  to  our  stockholders  and  our  customers. 

Divestiture  of  Western  Electric  would  create  tremendous  problems  for  the 
many  independent  manufacturers  of  telephone  equipment  which  serve  the  Inde- 
pendent telephone  companies.  As  a  general  rule.  Independent  telephone  compa- 
nies cannot  purchase  equipment  from  Western  Electric,  but  with  divestiture 
We.stern  Electric  with  its  economies  of  scale  could  become  a  formidable  com- 
petitor for  the  smaller  manufacturers.  In  such  a  situation  many  of  the  smaller 
suppliers  would  be  driven  out  of  business.  Thus,  breakup  of  the  Bell  System 
would  start  a  whole  chain  of  economic  impacts,  all  of  which  should  be  taken 
into  account  by  this  Committee.  ^ 

Thus,  there  appears  no  prospect  of  benefit  to  anyone  from  breakup  of  AT&T, 
while  there  would  be  many  ill  effects. 
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This  Committee  also  is  reviewing  the  advisahility  of  fostering  competition  in 
the  form  of  sale  of  terminal  equipment  and  offering  of  private  line  intercity 
service. 

Our  Independent  companies  and  our  customers  will  suffer  if  the  use  of  cus- 
tomer provided  telephone  equipment  becomes  widespread.  The  reason  is  sim- 
ple. To  achieve  the  social  goal  of  universal  service  the  telephone  companies  al- 
ways have  averaged  their  rates  so  that  customers  within  a  given  exchange 
area  pay  the  same  rate,  regardless  of  the  population  density  of  their  areas. 
This  practice  has  helped  make  it  possible  to  bring  the  benefits  of  modern  com- 
munications to  our  rural  areas. 

Also,  we  have  used  a  value  of  service  concept  under  which  business  firms 
paid  more  because  the  service  had  a  commercial  value  for  them.  In  effect, 
business  service  has  siibsidized  residential  customers— helping  to  make  possible 
the  low  cost  universal  service  praised  before  this  Committee  by  OTP  Director 
Tom  Whitehead.  Other  nations  such  as  Great  Britain  have  the  same  kind  of 
subsidization. 

As  the  telephone  industry  is  stating  in  every  available  forum,  the  more  we 
compete  with  the  unregulated  hardware  merchants  for  the  ecjuipment  needs  of 
business  firms,  the  more  we  must  shift  to  cost-related  pricing  of  our  services. 
Inevitably  we  believe  this  means  higher  prices  for  the  homeowner,  the  small 
business  firm,  the  poor  and  the  elderly. 

Now  I  realize  that  the  hardware  merchants  are  denying  that  value  of  serv- 
ice pricing  actually  has  existed.  They  are  saying  that  actual  residential  service 
has  subsidized  business  service,  and  that  the  telephone  companies  will  be  com- 
peting unfairly  if  they  reprice  their  services  for  the  so-called  vertical  services 
to  business  firms  such  as  PBXs,  key  systems,  etc. 

To  such  claims  there  is  a  definitive  answer :  "Nonsense."  For  almost  100 
years  the  telephone  companies  have  been  setting  rate  schedules.  We  know  the 
principles  we  used.  For  almost  as  long,  the  state  regulators  have  used  the 
same  principles,  and  they  know  exactly  how  rates  were  set.  They  know  that 
business  rates  subsidize  residential  rates. 

'The  courts  already  have  challenged  the  offhand  a.ssumption  by  the  Federal 
Communications  Commission  that  competition  in  the  telephone  indu.stry  auto- 
matically and  per  se  benefits  the  public.  In  a  landmark  decision  last  May  the 
U.  S.  Court  of  Appeals  for  the  District  of  Columbia  remanded  a  case  to  the 
FCC  with  specific  instructions  that  it  must  prove  the  benefit.  The  Court 
stated : 

"The  whole  theory  of  licensing  and  regulation  by  government  agencies  is 
based  on  the  belief  that  competition  cannot  be  trusted  to  do  the  job  of  regula- 
tion in  that  particu  ar  industry  which  competition  does  in  other  sectors  of  the 
economy.  Without  in  any  way  derogating  the  merits  of  the  competitive  free  en- 
terprise system  in  the  economy  as  a  whole,  we  cannot  accept  the  action  of  the 
FCC  here  in  a  tightly  regulated  industry  supported  by  an  opinion  which  does 
no  more  than  automatically  equate  the  public  interest  with  additional  competi- 
tion." (Hawaiian  Telephone  Company  v.  FCC,  et  al.,  D.C.  Cir  No.  73-1018, 
May  3,  1974. ) 

Just  as  in  the  case  of  the  interconnect  suppliers,  the  FCC  has  emphasized 
the  benefit  to  a  few  business  firms  from  private  line  intercity  service  and  over- 
looked the  welfare  of  the  ordinary  customer.  The  FCC  has  given  lip  service  to 
true  competition  in  intercity  service,  but  in  practice  the  Commission  sought  to 
continually  delay  the  Bell  System's  competitive  response,  which  is  a  schedule 
of  "hi-lo  rates"  refiecting  the  actual  costs  of  providing  the  service. 

The  final  point  being  considered  by  your  Committee  is  the  issue  of  so-called 
"dirty  tricks"  supposedly  employed  by  the  telephone  companies  against  the  in- 
terconnect suppliers.  It  seems  to  me  that  your  Committee's  diligent  search  for 
such  "tricks"  has  turned  iip  little  insofar  as  the  record  shows  except  a  few 
complaints  that  Bell  has  shown  business  purchase  preferences  to  companies 
which  do  business  with  Bell  rather  than  to  companies  which  don't  do  business 
with  Bell. 

I  repeat :  I  believe  the  hardware  merchants  want  a  sheltered  competition 
with  the  full  array  of  regulations  enforced  on  the  telephone  companies  but 
with  no  regulations  on  the  intercimnect  industry. 

This  concludes  my  discussion  of  the  issues  raised  by  this  Committee.  I 
would  like  to  add  only  that  the  telephone  industry  is  completely  confident  that 
its  historic  and  present  position  is  in  the  public  interest.  In  that  confidence  we 
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are  goinj?  to  the  public  to  infonn  it  on  just  what  is  at  stake,  and  we  believe 
the  public  will  react  in  due  time  with  its  traditional  collective  wisdom. 

We  are  convinced  that  the  Federal  Communications  Commission  has  not  .vet 
developed  sufficient  facts  to  be  a  competent  judge  of  the  true  interests  of  the 
public.  We  believe  that  the  ultimate  solution  of  the  controversy  must  be  made 
in  Congress  through  a  comprehensive  study  of  our  national  telecommunications 
needs  and  the  formulation  of  a  national  telecommunications  policy. 

In  that  Congressional  study  I  certainly  would  encourage  this  Committee  to 
make  its  full  input  based  on  its  own  research  and  conclusions.  However.  I 
urge  you — with  all  the  fervor  of  a  concerned  telephone  man  from  Little  Rock, 
Arkansas — not  to  give  serious  consideration  to  an  arbitrary  breakup  of  the 
Bell  System  or  to  give  encouragement  to  artificial  competition.  Piecemeal  ac- 
tions are  not  in  the  public  interest,  in  my  opinion,  and  the  world's  best  tele- 
communications system  is  too  important  to  the  public  to  be  the  victim  of 
hasty,  fragmented  actions. 

I  thank  you  for  your  courtesy  in  hearing  me  today. 


ARKANSAS    TELEPHONE    COMPANY 
OPERATING  AREAS 


INDEPENDENTS 
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Exhibit  2 — Rochester  Telephone  Corp.  Statement  Re  Interconnect  Competition 

Excerpts  From  Rochester  Telephone  Corporation  1973  Annual  Report  Letter 
To  Share  Owners  From  George  S.  Beinetti,  President 

"Aside  from  the  Kodak  Park  case,  we  have  fared  quite  well  in  the  inter- 
connection market.  In  fact,  we  believe  the  emergence  of  competiticm  has 
strengthened  our  entire  organization,  and  we  are  convinced  that  we  can  con- 
tinue to  meet  it  successfully  in  1974." 


THE  INDUSTRIAL  REORGANIZATION  ACT  (S.  1167) 
(The  Communications  Industry) 


WEDNESDAY,   JULY  31,    1974 

U.S.  Senate, 

SUBCOMMIITEE  OX  ANTITRUST  AND  MONOPOLY 

or  THE  Committee  on  the  Judiciary, 

Washington,  D.C. 

The  subcommittee  met,  pursuant  to  notice,  at  10:04  a.m.,  in  room 
6202,  Dirksen  Senate  Office  Building,  Hon.  Pliilip  A.  Hart  (chair- 
man of  the  subcommittee),  presiding. 

Present :  Senator  Hart. 

Staff  present :  Howard  E.  O'Leary,  Jr.,  staff  director  and  chief 
counsel;  Gerald  Hellerman,  special  financial  adviser;  Patricia  Y. 
Bario,  editorial  director;  Janice  C.  Williams,  chief  clerk;  Peter  N. 
Chumbris,  minority  chief  counsel;  and  Charles  Kern  II,  minority 
counsel. 

Senator  Hart.  The  subcommittee  will  be  in  order. 

Our  opening  witness  today  is  the  senior  vice  president  of  the 
American  Telephone  &  Telegraph  Co.,  Mr.  Edward  B.  Crosland. 

Mr.  Crosland? 

STATEMENTS  BY  PANEL  OP  WITNESSES  ON  BEHALF  OF  A.T.  &  T. 

BAKER,  WILLIAM  0.,  PRESIDENT,  BELL  TELEPHONE  LABORA- 
TORIES, INC.,  MURRAY  HILL,  N.J. ; 

CROSLAND,  EDWARD  B.,  SENIOR  VICE  PRESIDENT,  A.T.  &  T., 
NEW  YORK,  N.Y. ; 

FLETCHER,  STEPHEN  H.,  VICE  PRESIDENT,  GENERAL  COUNSEL, 
WESTERN  ELECTRIC  CO.,  NEW  YORK,  N.Y. ; 

HOUGH,  RICHARD  R.,  PRESIDENT,  LONG  LINES  DEPARTMENT, 
A.T.  &  T.,  NEW  YORK,  N.Y. ;  AND 

TRIENENS,  HOWARD  J.,  ATTORNEY,  SIDNEY  &  AUSTIN, 
CHICAGO,  ILL. 

Mr.  Crosland.  Mr.  Chairman,  we  appreciate  very  much  your  per- 
mitting us  to  appear  this  morning. 

Before  we  begin  our  presentations,  with  your  permission,  sir,  I 
would  like  to  have  Mr.  Stephen  H.  Fletcher,  who  is  vice  president 
and  general  counsel  of  the  Western  Electric  Co.  and  who  appeared 
before  this  committee  about  this  time  last  year,  present  three  docu- 
ments for  the  record  which  have  to  do  with  the  Western  Electric 
testimony. 

(4317) 
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If  I  may,  I  would  like  to  call  Mr.  Fletcher,  please. 

Senator  Hart.  Mr.  Fletcher,  good  morning.  Welcome  back. 

Mr.  Fletcher.  Thank  you.  Senator  Hart. 

After  appearing  last  summer,  at  which  there  was  a  statement  pre- 
sented concerning  the  structure  of  the  Bell  System,  there  had  been 
questions  raised,  as  you  know,  about  w^hether  the  structure  of  the 
Bell  System  was  in  the  public  interest.  I  asked  Howard  Johnson, 
who  is  chairman  of  the  corporation  at  ]\nT,  former  president  of 
MIT,  and  former  dean  of  the  Sloan  School,  to  study  the  structure  of 
the  Bell  System  and  give  me  his  opinion  as  to  whether  or  not  it  was 
in  the  public  interest.  He  did  study  the  structure  and  did  a  good 
deal  of  visiting  of  the  plants  of  the  Western  Electric  Co.  laborato- 
ries and  consulting  with  officials  at  the  Bell  System. 

Last  week  he  gave  me  a  report  of  his  conclusions  on  this  question 
and  I  would  like  to  submit  that  statement  of  Howard  Johnson's  for 
the  record. 

Senator  Hart.  It  will  be  received  for  the  record. 

[The  statement  appears  as  exhibit  1  at  the  end  of  this  panel's 
testimony.] 

Mr.  Fletcher.  The  second  statement  that  I  would  like  to  submit 
is  a  statement  by  John  Brown,  a  vice  president  of  Western  Electric 
Co.  '  • 

There  have  been  questions  or  suggestions  made  during  the  hearing 
that  in  some  way  perhaps  Western  Electric  prices  were  fixed  in  such 
a  w^ay  that  the  competitive  products  were  being  subsidized  by  the 
noncompetitive  products.  I  think  the  statement  by  John  Brown  de- 
scribing the  cost  accounting  system  used  by  Western  Electric  and 
the  fact  that  Western's  prices  are  based  on  these  costs  should  put  to 
I'est  any  such  suggestions  and  I  submit  John  Brown's  statement  for 
the  record  at  this  time. 

Senator  Hart.  It  will  be  received. 

[Mr.  Brown's  prepared  statement  appears  as  exhibit  2  at  the  end 
of  this  panel's  oral  testimony.] 

Mr.  Fletcher.  The  third  item  is  a  response  of  the  Bell  System  to 
a  statement  of  the  Computer  Industry  Association,  concerning  the 
provision  of  a  new  data  speed  40  service,  and  the  manufacturer  of 
data  speed  40  equipment  by  Teletype  Corp.,  a  subsidiary  of  Western 
Electric.  This  statement  is  not  ready  at  this  time,  but  Ave  hope  it 
will  be  by  the  end  of  the  day  today,  and  I  would  like  to  have  leave 
to  submit  that  when  it  is  ready. 

Senator  Hart,  When  received,  it  will  be  made  a  part  of  the  rec- 
ord. 

[The  statement  referred  to  appears  as  exhibit  3  at  the  end  of  this 
panel's  oral  testimony.] 

Mr.  Fletcher.  Thank  you. 

Senator  Hart.  You  are  free  to  stay  there  in  case  there  is  any  fur- 
ther comment. 

Mr.  Crosland.  Thank  you,  Mr.  Chairman. 

I  would  like  to  request  three  other  gentlemen  to  participate  with 
me  as  a  panel.  My  associates  will  be  Mr.  Richard  R.  Hough,  vice 
president  of  A.T.  &  T.  and  president  of  the  Long  Lines  Department 
of  A.T.  &  T. ;  Mr.  Howard  J.  Trienens  of  Chicago,  an  eminent  at- 
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tornev  with  broad  experience  in  telephone  and  railroad  matters  and 
regulation;  and  Dr.  William  O.  Baker,  a  noted  scientist  and  presi- 
dent of  Bell  Telephone  Laboratories. 

Mr.  Chairman,  we  request  that  our  entire  statements  be  accepted 
as  part  of  the  record.  We  may  well  digress  from  these  statements.  In 
an  effort  to  save  time,  we  will  try  to  shorten  some  of  our  statements, 
if  possible. 

So  if  it  is  agreeable  with  you,  sir.  we  would  like  our  entire  state- 
ments to  be  incorporated  in  the  record. 

Senator  Hart.  Each  of  the  statements  will  be  printed  m  the  rec- 

[The  prepared  statements  of  Mr.  Crosland,  Mr.  Hough,  :Mr.  Tri- 
enens,  and  Mr.  Baker  appear  as  exhibits  4,  5,  6,  and  7  at  the  end  of 
this  panel's  oral  testimony.] 

Mr.  Crosland.  Thank  you,  sir. 

Thanks  to  vour  courtesy,  the  three  gentlemen  with  me  here  will 
speak  as  a  panel,  and  with  your  permission,  Mr.  Chairman,  we 
would  like  to  respond  to  your  questions  following  the  presentation 
of  our  statements,  if  that  "is  agreeable,  because  I  think  certain  state- 
ments presented  by  other  witnesses  might  well  respond  to  some  ques- 
tions or  answer  some  questions  you  might  have  in  mind  during  the 
presentation,  if  that  is  agreeable,  sir.  It  might  save  time. 

Senator  Hart.  Yes,  sir. 

Mr.  Croslaxd.  Thank  you,  sir. 

As  you  said,  Mr.  Chairman,  I  am  senior  vice  president  of  Ameri- 
can Telephone  &  Telegraphy  Co.,  and  the  director  of  the  Chesa- 
peake &  Potomac  Telephone  Co.  of  Virginia  and  South  Central  Bell 
Telephone  Co.  I  have  been  employed  by  the  Bell  System  for  almost 
28  years. 

As  a  matter  of  fact,  in  August  I  will  be  employed  28  years.  Our 
responsibility  over  these  years  has  primarily  been  for  legal  and  reg- 
ulatory matters  and  communications  services  to  the  Government. 

Now.  our  combined  testimony  today,  Mr.  Chairman,  will  seek  to 
respond  to  the  pervasive  and  far-reaching  question  which  you  posed 
in  July  of  last  year:  namely,  whether  competition  in  certain  seg- 
ments of  the  telephone  industry  would  benefit  the  public. 

We  assure  you,  Mr.  Chairman,  that  the  Bell  System  fully  recog- 
nizes it  is  not  Avithin  our  province,  or  that  of  any  other  segment  of 
industry,  to  make  the  ultimate  decisions  as  to  what  constitutes  the 
public  interest  in  these  matters.  These  questions  address  themselves 
solely  to  the  wisdom  of  governmental  authorities,  regulatory,  judi- 
cial "and  legislative,  both  State  and  Federal.  Nonetheless,  we  think 
we  would  be  remiss  in  our  obligation  to  the  consumers  we  serve  if 
we  failed  to  express  to  the  public  and  to  the  Government  our  deep 
concern  over  deleterious  results  we  are  convinced  will  follow  from 
present  and  proposed  policies  regarding  competition.  And  accord- 
ingly, we  respectfully  are  urging  regulators  and  legislators  to  study 
the  facts  in  depth  and  to  weigh  carefully  the  consequences  of  their 
actions  before  passing  judgment  on  these  exceedingly  complex  issues 
which  affect  importantly  every  telecommunications  user  in  the  Na- 
tion. 

Manifestly,  should   appropriate  governmental   authorities  deter- 
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mine  that  genuine  competition  in  the  furnishing  of  telecommuni- 
cations is  in  the  public  interest,  the  Bell  System  stands  ready  to 
operate  in  a  competitive  environment. 

Should  competition  be  decreed  to  be  the  way  of  life  in  the  future 
of  communications,  we  strongly  insist,  however,  that  it  be  real  com- 
petition in  the  economic  sense  and  not  selective,  contrived  or,  if  you 
will,  pick  and  choose  competition.  Otherwise  it  would  not  allow  for 
price  flexibilities,  would  not  weed  out  the  inefficient  firms,  would  not 
achieve  the  most  economic  utilization  of  resources,  and  would  not 
benefit  consumers  generally  in  terms  of  lower  prices  and  better  serv- 
ices which  genuine  competition  is  supposed  to  accomplish. 

The  final  decisions.  Mr.  Chairman,  we  believe  you  will  agree, 
should  not  depend  upon  abstract  maxims  or  automatic  assumptions, 
but  upon  practical  results.  Competition  is  not  the  end  in  itself.  The 
basic  objective  is  a  telecommunications  system  that  will  bring  the 
best  service  at  the  lowest  cost  to  the  largest  number  of  consumers. 
Wliile  competition  serves  well  for  most  American  business,  econo- 
mists, lawmakers,  courts,  and  regulators  have  long  recognized  that 
there  are  exceptions,  special  cases  where  competition  hurts  rather 
than  helps  the  average  consumer.  Our  testimony  will  attempt  to 
show  and  we  believe  will  show  how  and  why  telecommunications  is 
one  of  these  exceptions. 

We  submit  that  a  policy  of  injecting  competition  into  telecommu- 
nications would  revei-se  the  judgement  reached  by  Federal  and  State 
authorities  may  decades  ago.  After  very  unhappy  experiences  with 
competition  in*  the  early  days  of  this  business.  Government  authori- 
ties concluded  that  the  public  interest  is  best  served  when  a  single 
telephone  company  is  held  responsible  for  all  aspects  of  service  to 
all  customers  within  an  exclusively  franchised  territory,  under  close 
Government  regulation.  This  concept,  known  as  the  common  carrier 
principle,  has  provided  this  country  over  many  years  with  the  finest 
communications  system  in  the  world,  and  has  remained  essentially 
inviolate  until  recent  years. 

Now,  what  would  be  the  consequences  of  abandoning  this  principle 
and  fragmenting  the  communications  system  through  policies  that 
encourage  selective  competition?  New  studies  we  have  made,  and  our 
recent  experience,  lead  us  to  suggest  four  results : 

First,  the  most  impoi-tant  consequence  to  the  average  consumer, 
and  one  perhaps  least  understood  by  many,  is  that  competition  will 
force  a  profound  and  revolutionary  change  in  traditional  pricing 
patterns  for  telecommunications  in  this  country.  As  we  will  show  in 
considerable  detail,  the  net  effect  of  this  change  will  be  to  lower 
rates  primarily  for  some  business  firms  but  increase  rates  for  the 
Nation's  6.5  million  households  with  telephone  service,  with  particu- 
lar impact  on  low-income  families  and  those  living  on  fixed  incomes. 

Second,  beyond  shifting  the  burden  from  one  class  of  customers  to 
another,  basically  large  business  users  to  residence  users,  the  expan- 
sion of  competition  as  contemplated  by  present  policies  and  pending 
proposals  would  increase  the  total  cost  of  the  Nation's  telecommuni- 
cations, because  of  wasteful  duplication  of  facilities  and  other  inef- 
ficiencies. 

Third,  the  national  telecommunications  netAvork  is  composed  of 
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literally  trillions  of  parts,  all  of  which  must  work  at  any  moment 
with  great  precision  in  complete  harmony  with  all  the  others.  The 
introduction  of  facilities  and  services  provided  by  competing  compa- 
nies, with  different  standards  of  quality  control  and  different  ar- 
rangements for  installation,  maintenance,  and  repair,  would  un- 
doubtedly undermine  the  coordination  in  planning  and  operating  the 
network  and  this  has  been  vital  to  high  quality  service. 

And  fourth,  this  loss  of  unity  and  cohesion  could  retard  the 
introduction  of  new  technology  into  the  telecommunications  system, 
and  thus  reduce  the  renowned  research  and  development  contribu- 
tions of  the  Bell  Laboratories. 

Now,  before  expanding  on  the  first  two  points,  Mr.  Chairman,  I 
would  like  to  comment  briefly  on  several  other  matters. 

Regrettably,  considerable"  confusion  has  developed  with  regard  to 
the  company's  i)osition  on  interconnection  with  the  Bell  System  net- 
work of  e(iuipment  manufactured  by  other  companies.  I  would  like 
to  make  crystal  clear  that  we  are  not  opposed  to  all  interconnection. 
The  independent  telephone  companies  and  the  Bell  System  have 
long  cooperated  in  providing  joint  through  service  and  we  intercon- 
nect with  Government-owned  facilities,  broadcast,  data,  and  com- 
puter equipment.  In  short,  we  are  opposed  to  interconnection  only 
where  it  would  result  in  degradation  of  service  or  in  economic  pen- 
alty to  consumers. 

Telephone  equipment  is  being  purchased  in  increasing  amounts 
from  other  manufacturers  by  Western  Electric,  or  by  the  operating 
telephone  companies.  I  believe  last  July  Mr.  Fletcher  testified  that 
the  operating  telephone  companies  purchased  about  $300  million  of 
telephone  components  from  outside  suppliers;  and  they  purchased 
about  $500  million  from  Western  Electric.  And  since  that  time,  I  be- 
lieve the  figures  have  increased  by  about  10  to  15  percent  in  both 
areas. 

In  fact,  the  Bell  System  has  recently  announced  an  organizational 
change,  Mr.  Chairman,  creating  a  new  division  at  A.T.  &  T.  to  make 
more  efficient  the  process  by  which  equipment  from  outside  suppliers 
is  evaluated  and  purchased.  The  crucial  point  is  that  if  the  tele- 
phone companies  are  to  be  responsible  for  good  quality  telecommuni- 
cations, they  must  retain  responsibility  for  the  quality  of  manufac- 
ture, installation,  operation,  and  maintenance  of  the  method  of 
interconnection  to  the  network. 

We  wholeheartedly  agree  with  the  concern  expressed  by  Dr.  Clay 
T.  Whitehead  in  his  testimony  before  you  earlier  this  month  that 
the  recent  trend  of  Government  policy  regarding  competition  has 
been  "turning  the  Government  into  a  cartel  manager,  apportioning 
markets  among  the  'competitors'."  As  Dr.  Whitehead  said,  this  is 
"very  bad."  The  danger  is  that  the  Federal  Government  is  in  the 
process  of  creating  and  protecting  a  place  in  the  market  for  new  en- 
trants while  preventing  fair  competition  by  existing  common  car- 
riers. Under  the  guise  of  advancing  competition,  the  Government  is 
placing  the  consumer  in  the  worst  of  both  worlds — he  benefits  nei- 
ther from  a  regulated  natural  monopoly  nor  from  true  competition. 

Some  of  Dr.  Whitehead's  other  observations  appear  to  be  contra- 
dictory. On  the  one  hand  he  praised  the  Bell  System's  "unparalleled 
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accomplishments"  imder  the  traditional  concept  of  natural  monop- 
oly. Yet  he  proposes  a  drastic  dismantling  of  the  very  structure  that 
has  been  so  successful,  without  indicating  how  the  new  structure 
would  be  improved. 

The  Federal  Communications  Commission  has  ruled  in  favor  of 
so-called  competition  without  any  hearings  or  studies  of  the  conse- 
quences of  its  actions  on  the  average  telephone  customer.  Not  until 
last  April,  long  after  its  landmark  decisions  on  competition,  and  fol- 
lowing some  urging  by  Members  of  Congress,  did  the  FCC  initiate  a 
factual  inquiry  into  the  vital  question  of  the  economic  impact  of 
competition  on  consumers. 

And  I  am  sure,  Mr.  Chairman,  you  recognize  that  docket  as  being 
FCC  Docket  No.  20003. 

We  hope  the  Commission  will  move  forward  with  this  docket 
with  great  dispatch.  In  this  docket,  the  Commission  is  investigating 
both  the  impact  of  terminal  gear  from  the  economic  standpoint,  on 
all  users,  as  well  as  the  impact,  the  economic  impact,  on  users  of  spe- 
cialized common  carriers  or  inner-city  competitors — both  MCI's  spe- 
cialized common  carriers  and  domsats. 

The  only  inquiry  by  Government  officials  which  addressed  the  eco- 
nomic consequences  on  users  completed  to  date  was  recently 
conducted  by  a  committee  of  the  National  Association  of  Regulatory 
and  Utility  Commissioners.  That  committee  found  and  condemned 
the  fact  that  readjustments  of  prices  would  result  from  the  introduc- 
tion of  competition  in  telecommunications  and  would  substantially 
increase  rates  for  residential  telephone  users. 

We  recognize  that  Congress  is  ultimately  responsible  for  the  laws 
governing  the  regulation  of  telecommunications,  and  we  believe,  sir, 
that  Congress  will  want  to  weigh  the  economic  consequences  that  a 
change  in  the  law  or  its  administration  will  have  on  the  public  gen- 
erally. It  is  in  this  spirit  of  providing  factual  information  needed  to 
make  a  responsible  decision  in  the  public  interest  that  the  Bell  Sys- 
tem has  spoken  out  on  this  subject  and  is  testifying  today. 

If  competition  in  telecommunications  is  found  to  be  in  the  public 
interest  and  the  laws  are  to  be  changed  to  encourage  competition. 
Bell  would  compete  fully  and  fairly,  making  price  adjustments  to  a 
more  cost-oriented  basis  which  competition  would  require.  With  its 
record  of  efficiency  and  innovation,  we  have  every  confidence  that 
the  Bell  System  can  perform  successfully  in  a  truly  competitive  situ- 
ation. 

Now,  Mr,  Chairman,  with  this  brief  review  of  our  position,  1 
would  like  now  to  develop  more  fully  the  primary  principles. 

At  the  turn  of  the  century,  the  telephone  business  was  developing 
under  conditions  of  unbridled  competition.  Several  companies  were 
scrapping  among  themselves  to  establish  service  in  the  same  area — 
one  company  in  one  part  of  town,  another  company  in  another  part ; 
one  company  on  one  side  of  the  street,  another  company  on  the 
other;  and  occasionally,  two  rivals  would  be  putting  up  poles  and 
stringing  wires  side  by  side.  One  company's  facilities  often  could  not 
be  connected  with  another's. 

It  is  my  judgment,  sir,  that  this  all  started  after  1894,  when  the 
Bell  patents  expired. 
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Now,  consumers  often  foynd  it  was  impossible  to  telephone  a 
neighbor  across  the  street  or  a  relative  across  town ;  or  to  do  so,  they 
had  to  buy  service  and  have  telephones  installed  from  two  or  three 
different  companies.  In  short,  experience  at  the  local  level  soon  made 
it  clear  that  competition  in  the  telephone  business  brought  wasteful 
duplication,  high  costs,  poor  service,  and  great  confusion. 

State  and  local  governments  then  moved  to  create  a  more  orderly 
arrangement.  In  1907,  New  York  and  Wisconsin  Public  Service 
Commissions  were  created,  which  were  the  first  two,  I  believe,  cre- 
ated in  the  United  States.  They  came  to  understand  that  in  order  to 
obtain  the  best  service  for  the  public  at  the  lowest  cost,  responsibil- 
ity for  service  to  all  customers  in  a  designated  area  must  be  assigned 
to  an  individual  franchised  carrier.  At  the  same  time,  Government 
regulation  of  price,  profits,  and  service  was  initiated  to  substitute 
for  competition  as  the  protector  of  consumer  interests.  This  basic 
concept,  the  common  carrier  principle,  has  guided  the  development 
of  telecommunications  in  this  country  ever  since.  It  spawned  the 
goal  of  universal  service;  a  pricing  pattern  based  primarily  on  the 
value  of  service  to  users;  the  concept  that  consumers  could  hold  a 
single  entity  responsible  for  every  aspect  of  service,  end  to  end ;  and 
nationwide  and  statewide  averaging  of  rates,  so  that  telecommuni- 
cations is  made  available  to  consumers  to  the  greatest  possible  extent 
on  an  equitable  basis. 

It  became  widely  accepted  that  the  early  disasters  at  the  local 
level  should  not  be  repeated  on  the  national  level.  So  the  common 
carrier  principle  was  extended  nationally  as  the  Bell  System  devel- 
oped the  long  distance  transmission  facilities  needed  to  connect  its 
own  local  operating  companies  and  the  independent  telephone  com- 
panies. Thus  there  emerged  a  closely  integrated  national  network,  in 
effect  a  single  system  linking  all  the  telephones  in  the  country. 

Recognizing  the  advantages  of  a  regulated  common  carrier  over  a 
splintered  competitive  system,  Congress  as  early  as  1911,  in  the 
Mami-Elkins  Act,  provided  for  Federal  regulation  of  interstate  tele- 
phone service  by  the  Interstate  Commerce  Commission. 

The  unity  and  cohesion  achieved  under  the  common  carrier  con- 
cept made  j^ossible,  as  no  other  structure  could,  we  submit,  the 
achievement  of  broad  social  goals — goals  that  would  be  impossible  to 
reach  under  the  economic  imperatives  of  a  fragmented,  competitive 
system.  And  so,  the  primary  thrust  of  Government  policy  became 
the  attainment  of  universal  service.  The  objective  obviously  has 
great  social  and  economic  value  for  all  individuals,  both  business 
and  residence  users;  as  more  people  became  connected  to  the  net- 
work, its  use  has  become  more  valuable  to  all.  The  telephone  is 
widely  available  to  summon  help  in  emergencies,  to  knit  families 
and  friends  together,  to  transact  business  quickly  and  conveniently. 

But  a  universal  service  could  be  achieved  only  through  rates  that 
most  residence  subscribers  and  the  small  business  consumer  could  af- 
ford. Accordingly,  with  encouragement  and,  indeed,  the  insistence  of 
regulatory  agencies,  rates  have  been  structured  to  serve  this  basic 
objective.  Rates  for  the  most  basic  service — the  local  use  of  the  resi- 
dential telephone — are  low  in  relation  to  costs.  Rates  for  long  dis- 
tance calls,  service  to  businesses,  and  more  elaborate  equipment  have 
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been  set  intentionally  to  help  hold  down  rates  for  the  local  use  of 
the  telephone  by  residential  customers. 

There  are  two  points  I  would  like  to  emphasize  about  the  common 
carrier  principle.  First,  this  concept  was  initiated  or  strongly  sup- 
ported by  government  officials — State  legislatures,  State  and  Federal 
regulators,  the  courts,  and  the  Congress — because  they  recognized 
the  need  to  serve  the  broadest  public  interest. 

And  second,  the  acid  test  for  the  longstanding  common  carrier 
concept  must  be  the  outstanding  achievements  obtained  for  consum- 
ers generally. 

Now,  in  the  early  part  of  this  century,  numerous  State  legislatures 
and  courts  affirmecl  that  competition  in  the  communications  business 
entailed  wasteful  duplication,  and  that  regulated  common  carriers 
better  served  the  public  interest.  In  1921,  by  the  Willis-Graham  Act, 
a  congressional  connnittee  supported  the  common  carrier  concept  by 
stating  that  duplication  of  telephone  facilities  "greatly  increases  the 
burdens  which  must  be  borne  by  the  telephone  users,"  and  affirming 
the  principle  that  "the  best  telephone  service  can  be  rendered  by  one 
company,  under  proper  regulation  as  to  rates  and  service." 

The  objective  of  universal  service  was  reinforced  by  the  Congress 
in  the  Communications  Act  of  1934.  The  very  first  sentence  of  the 
act  states  that  the  purpose  is  "to  make  available,  so  far  as  possible, 
to  all  the  people  of  the  United  States,  a  rapid,  efficient,  nationwide 
and  worldwide  wire  and  radio  communication  service  with  adequate 
facilities  at  reasonable  charges." 

The  Communications  Act  precludes  new  entry  absent  a  finding  of 
public  interest,  and  encourages  mergers  and  acquisitions  by  exempt- 
ing them  from  the  antitrust  laws  when  approved  by  the  FCC. 

In  1953,  the  Supreme  Court  held — and  this  case  involved  the 
Mackie  Radio  Co.  which  was  seeking  to  compete  with  RCA  to  Por- 
tugal into  the  Xetherlands.  The  Supreme  Court  stated,  and  I  quote : 

The  very  fact  that  Congress  has  seen  fit  to  enter  into  the  comprehensive  reg- 
ulation of  communications  embodied  in  the  Federal  Communications  Act  of 
1934  contradicts  the  notion  that  national  policy  unqualifiedly  favors  competi- 
tion in  communications.  The  act  by  its  terms  prohibits  competition  by  those 
whose  entry  does  not  satisfy  the  public  interest's  standard. 

And  in  May  of  this  very  year,  1974,  the  Court  of  Appeals  for  the 
District  of  Columbia  considering  a  case  involving  the  entry  of  a  new 
carrier  to  compete  with  an  established  carrier  along  the  same  route, 
affirmed  the  key  point  that  competition  "must  be  shown  to  be  of  ben- 
efit to  the  public." 

I  should  like  to  repeat  that  quotation;  the  court  held  that  competi- 
tion "must  be  shown  to  be  of  benefit  to  the  public." 

The  court  continued : 

Yet  it  is  all  too  embarrassingly  apparent  that  the  Commission  has  been 
thinking  about  competition,  not  in  terms  primarily  as  to  its  benefits  to  the 
public,  but  specifically  with  the  olgective  of  equalizing  competition  among  com- 
petitors. This  is  not  the  objective  or  role  assigned  by  law  to  the  Federal  Com- 
munications Commission. 

And  the  court  emphasized  the  Avord  "not."  And  I  will  go  on  with 
the  quotation : 

As  a  result  of  focusing  first  on  competitors,  next  on  competition,  and  then 
on  the  public  interest,  the  FCC  has  given  scant  attention  to  the  question  of 
public  convenience  and  necessity. 
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And  then  the  court  concluded : 

The  whole  theory  of  licensing  and  regulation  by  Government  agencies  is 
based  on  the  belief  "that  competition  cannot  be  trusted  to  do  the  job  of  regula- 
tion in  that  particular  industry  which  competition  does  in  other  sectors  of  the 
economy. 

These  well-established  principles,  Mr.  Chairman,  recently  reaf- 
firmed by  the  courts,  show  that,  in  my  judcrment,  Dr.  Whitehead  was 
just  plain  wrong  in  statingr  to  this  committee  that  court  decisions 
establish  "competition  as  the  appropriate  environment"  and  in  urg- 
ing that  the  burden  should  rest  on  the  regulated  entity  when  a  new 
company  seeks  to  enter  a  market. 

Now,"  in  reality,  our  national  communications  policy  established 
long  ago  by  Congress,  and  reaffirmed  by  court  decisions,  explicitly 
rejects  the  "notion  that  competition  is  to  be  pursued  as  the  ultimate 
objective.  Congress  has  established  the  proposition  that  a  common 
carrier,  operating  under  Government  regulation,  can  provide  the 
best  service  at  the  lowest  cost  to  consumers. 

As  I  have  indicated,  an  applicant  for  new  entry  into  the  teleconi- 
munications  business  must  prove  that  the  proposal  serves  the  public 
interest,  and  properly  so  under  the  Communications  Act. 

The  ultimate  test  of  the  effectiveness  of  the  common  carrier  prin- 
ciple and  the  related  goal  of  universal  service  is  the  result  achieved. 
By  any  standard  of  comparison,  these  principles  have  served  the 
piiblicin  the  United  States  exceedingly  well.  I  would  like  to  show 
very  quickly  three  charts  which  illustrate  the  point.  They  are  in- 
serted in  my  statement  if  you  cannot  see  them  very  well. 

This  chart  shows  that  since  1960  the  average  consumer's  disposable 
income  has  increased  122  percent  and  the  Consumer  Price  Index  has 
increased  50  percent.  Yet,  costs  to  the  consumer  for  residential  tele- 
phone service  have  increased  only  14.4  percent,  to  be  precise,  or  less 
than  one-third  of  price  increases' generally.  Incidentally,  despite  the 
heavy  burden  of  inflation  and  significant  interstate  revenue  support 
for  intrastate  local  costs,  interstate  toll  rates  are  now  at  about  the 
same  level  as  of  1960. 

Mr.  Chairman,  I  think  this  is  an  outstanding  achievement.  Thus 
the  regulated  common  carrier  has  a  pricing  stability  far  better  than 
the  competitive  sectors  of  the  economy.  If  telephone  rates  had 
climbed,  as  did  the  cost  of  living  generally,  consumers  would  have 
paid  about  $8.5  billion  more  in  1973,  in  the  year  1973  than  they  did. 

Now,  this  second  chart  specifically  compares  the  percentage  in- 
crease in  telephone  rates  with  increases  in  other  consumer  items  for 
that  period.  As  you  know,  Mr.  Chairman,  the  CPI  is  comprised  of 
about  400  items.  The  top  line  shows  all  items  in  the  CPI  have  in- 
creased from  December  1964  to  May  1974  by  55.6  percent.  Now, 
these  are  the  major  items  into  which  the  CPI  is  divided  by  those 
who  prepared  it.  There  are  eight  subgroups.  They  are  divided  into 
food,  medical  care,  housing,  other,  apparel,  and  upkeep,  transporta- 
tion, personal  care,  reading  and  recreation.  You  can  see  them  on  the 
scale  there. 

Now,  in  housing  are  the  charges  for  electricity,  gas  and  telephone 
service,  and  as  you  can  see,  telephone  rates  under  the  present  indus- 
try structure  have  increased  less  than  the  major  components  of  the 
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CPI  and  also  less  than  other  re<rulated  utilities.  Electricity  has  in- 
creased 47.3  percent,  gas  40.7  percent,  telephone  in  this  period  only 
18.5  percent. 

A  recent  U.S.  Department  of  Commerce  study  revealed  that  the 
average  American  industrial  or  manufacturing  worker  needed  to 
work  less  than  26  hours  per  year  to  pay  for  his  basic  telephone  serv- 
ice, the  lowest  of  the  15  industrial  Nations  included  in  the  Com- 
merce Department  study.  In  other  Nations  studied,  the  work  time 
required  to  purchase  basic  telephone  service  ranged  from  a  low  of  30 
hours  per  year  in  Canada  to  179  hours  per  year  in  France. 

Another  indication  of  the  value  of  service  is  the  extent  of  use  by 
consumers.  This  next  chart — and  this  study  was  prepared  by  A.T.  & 
T.  incidentally — shows  that  in  1072  the  number  of  telephones  per 
100  persons  averaged  62.8  in  the  ITnited  States,  compared  with  only 
31.5  in  Japan,  31.4  in  the  Ignited  Kingdom,  26.8  in  West  Germany, 
20.8  in  Italy,  and  19.9  in  France. 

As  for  the  goal  of  universal  service,  the  United  States  has  an  un- 
paralleled achievement  with  telephones  in  about  94  percent — ^^actually 
93.5  percent — of  all  households.  Dean  Rostow  referred  to  this  figure 
yesterday  as  being  rather  significant,  and  correctly  so. 

I  suggest,  Mr.  Chairman,  that  these  data  speak  eloquently  as  to 
the  availability,  economy,  efficiency,  and  convenience  of  communica- 
tions service  in  our  Nation. 

Now,  Mr.  Chairman,  I  would  just  like  to  state  that  the  quality  of 
service,  by  any  measurement  you  would  like  to  apply,  we  believe  is 
superb  today.  We  have  overcome  the  problems  in  New  York,  as  you 
know,  and  the  other  weak  spots,  and  all  indexes  used  by  the  Federal 
Communications  Commission  indicate  that  our  service  is  good. 

In  short,  Mr.  Chairman,  consumers  in  the  United  States  pay  less 
for  telephone  services  than  consumers  elsewhere,  yet  the  service  is 
more  available  and  is  superior. 

I  have  reviewed  the  principles  underlying  the  American  telecom- 
munications policy,  ]Mr.  Chairman,  because  I  believe  these  are  fun- 
damental to  your  inquiry. 

We  recognize  that  the  Congress  and  the  regulatory  agencies  have 
a  continuing  responsibility,  as  do  we,  to  seek  better  structures.  We 
i-ecognize  that  no  one  is  proposing  the  old  system  of  two  or  three 
telephone  companies  in  every  town.  Nevertheless,  expansion  of  com- 
petition in  terminal  equipment  and  intercity  markets  inevitably  in- 
volves some  of  the  same  problems — divided  responsibility,  a  loss  in 
cooi'dination  and  cohesion,  wasteful  duplication  of  facilities,  a  re- 
sti'ucturing  of  rates  along  more  cost-related  lines,  and  deviation  from 
nationwide  and  statewide  averaging — all  of  which  most  certainly 
will  adversely  impact  many  basic  exchange  users  and  may  work 
against  the  very  goals  that  have  been  established  and  endorsed  by 
Congress  and  most  regulatory  agencies.  Surely  all  of  us  must  take 
care  not  to  undermine  the  fundamental  concepts  responsible  for  the 
unparalleled  progress  of  telecommunications  in  this  country. 

New  policies  seeking  to  inject  selective  competition  in  terminal 
equipment  and  intercity  markets  will  affect  not  only  those  segments 
but  the  telecommunications  system  as  a  whole.  As  I  have  indicated, 
the  most  far-reaching  of  these  effects  is  that  competition,  of  neces- 
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sity,  will  end  the  traditional  piicin*i-  ])attern  that  has  fostered  uni- 
versal service  by  providing  low  rates  for  the  residential  consumer. 

Ultimately,  a  competitive  system  will  not  permit  revenues  from 
one  service  to  contribute  to  another.  The  new  competitors  have  cho- 
sen to  operate  only  in  selected,  more  profitable  segments  of  the  busi- 
ness. They  will  base  their  charges  upon  favorable  costs  inherent  m 
the  selected  market  segments.  In  order  to  preserve  as  much  contribu- 
tion as  possible,  existing  carriers  must  then  adjust  their  own  rates  to 
meet  this  new  pattern  or  the  new  competitiors  will  capture  most  of 
the  contributions  which  help  to  keep  exchange  service  rates  lower 
than  they  would  be  otherwise.  And  so,  competition  inevitably  will 
lead  to  a  pricing  pattern  based  more  closely  upon  the  relevant  cost 
of  each  particular  service.  Such  a  system  obviously  will  limit  the  use 
of  overall  pricing  structures  to  achieve  broader  social  goals.  Simply 
stated,  the  small  residence  user  will  pay  more;  some  big  business 
users  will  pay  less. 

Now  Mr.  Chairman,  the  magnitude  of  the  contribution  now  made 
by  other  services  to  hold  down  the  cost  of  local  residential  telephone 
service  is,  I  think,  dramatically  illustrated  on  this  chart.  The  bar  on 
the  left  of  this  chart  shows  that  the  average  residential  customer 
pays  $7.<S5  monthly  to  obtain  basic  local  exchange  telephone  service. 
The  bar  on  the  right  shows  the  average  cost  incurred  for  this  same 
basic  service,  to  provide  this  same  basic  service,  is  a  total  of  $13.70 
monthly  for  the  cost  of  the  telephone  set,  the  access  line  to  the 
switching  center  or  local  exchange,  and  the  cost  of  operation. 

As  I  mentioned,  this  brings  to  light,  Mr.  Chairman,  a  rather  dra- 
matic fact.  The  average  residential  customer  is  paying  substantially 
less  than  the  costs  associated  with  his  basic  local  service.  To  put  it 
another  way,  if  basic  local  service  were  to  be  priced  according  to 
costs,  and  all  contribution  from  the  more  profitable  services  were  to 
be  eliminated,  then  the  monthly  bill  for  basic  monthly  service  for 
millions  of  residential  customers  could  be  increased  by  about  75  per- 
cent, or  several  billion  dollars  every  year.  For  the  Bell  System  alone, 
I  would  think  the  figure  would  roughly  be  approximately  $3.1  bil- 
lion or  $3.2  billion  per  year.  For  the  industry  as  a  whole,  it  would 
approach  more  closely  a  half  billion  dollars. 

Xow  I  am  not  predicting,  Mr.  Chairman,  that  this  will  happen 
immediately  or  in  precisely  this  dimension.  But  our  analysis  indi- 
cates that '  the  ultimate  impact  of  changes  in  pricing  patterns, 
brought  about  by  competition,  could  be  substantial  indeed.  I  submit 
for  the  record,  Mr.  Chairman,  an  appendix  to  my  statement  in 
which  Mr.  M.  G.  Killoch.  assistant  vice  president.  Service  Costs  Di- 
vision of  A.T.  &  T.,  explains  in  detail  the  conclusions  and  the  meth- 
odology of  this  study. 

I  should  also  like  to  submit  for  the  record,  Mr.  Chairman,  a  re- 
port from  Arthur  Andersen  &  Co.  recently  made,  on  July  26, 
following  a  review  of  the  study  by  Mr.  Keller.  And  I  would  like  to 
quote  for  the  record  from  the  statement  in  which  Mr.  Eichard 
Walker,  a  senior  partner  of  Arthur  Andersen  &  Co.,  in  charge  of  its 
utility  and  common  carrier  work,  states  that : 

Based  on  the  work  which  I  have  done  and  which  has  been  done  nnder  my 
supervision  and  direction,  and  on  the  definitions  of  service  and  costing  nieth- 
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ods  set  forth  in  the  statement  of  Mr.  Killoch,  this  is  a  reasonahle  application 
of  this  particular  costing  methodology  and  provides  a  basis  for  the  substantive 
conclusion  that  one-party  resident  exchange  service  costs  materially  exceed 
revenues  on  each  of  the  two  bases  indicated.  Further,  our  tests  indicate  that 
the  .substantive  conclusion  is  sensitive  to  the  use  of  alternative  assumptions  as 
to  cost  component  and  cost  allocation  factors. 

And  with  your  permission,  Mr.  Chairman,  I  should  like  to  submit 
this  for  the  record. 

Senator  Hart.  We  will  receive  it. 

jSIr.  Crosland.  Thank  you,  sir. 

[See  exhibit  8  at  the  end  of  this  panel's  oral  testimony.] 

Mr.  Crosland.  That  competition  will  force  an  increase  in  rates  for 
residential  customers  is  the  conclusion  of  a  committee  of  the  Na- 
tional As.sociation  of  Regulatory  and  Utility  Commissioners,  State 
officials  who  are  directly  responsible  for  regulatino;  residential  rates. 
The  NARUC  committee  concluded  after  studying  the  question  that 
competition  in  certain  terminal  equipment  markets  and  the  inter- 
state private  line  business  would  bring  "a  substantial  adverse  eco- 
nomic impact  on  local  exchange  telephone  subscribers."  Dean  Rostow 
referred  to  this  study  yesterday. 

And  the  next  chart,  Mr.  Chairman,  portrays  who  would  be  hurt 
most,  we  believe,  among  diti'erent  residential  customers.  Obviously, 
low  income  customers  tend  to  restrict  themselves  more  to  basic  local 
telephone  service,  as  you  can  see  by  the  chart  in  blue.  High  income 
customers  can  afford  more  long  distance  calls  and  various  extras 
such  as  multiple  sets  in  the  home  and  more  elaborate  equipment,  la- 
beled "vertical  services''  at  the  top  of  the  chart. 

As  competition  compels  rate  adjustments  to  reflect  costs  for  each 
service,  this  reduces  the  contribution  that  other  services  can  make  to 
basic  service.  Rates  for  the  extras  enjoyed  by  the  more  affluent  will 
tend  to  be  reduced  and  rates  for  basic  service  must  be  increased. 
Thus,  a  penalty  will  be  imposed  primarily  on  the  low  income  cus- 
tomer, we  think — the  elderly  and  others  on  fixed  incomes.  If  the  in- 
creased price  for  basic  service  should  place  it  beyond  the  reach  of 
many  lower  income  consumers,  the  trend  would  be  most  unfortunate, 
and  would  appear  to  violate  the  spirit  of  the  Communications  Act 
with  its  mandate  to  make  service  available  to  "all." 

The  significance  of  shifting  a  substantial  rate  burden  from  busi- 
ness firms  to  residential  customers  generally  is  greater  than  most  of 
us  would  at  first  aj^preciate.  A  1972  survey  indicated  that  20  percent 
of  the  households  with  telephone  service  had  incomes  of  less  than 
$5,000  per  year.  And  the  average  income  was  between  $7,500  and 
$10,000.  Incidentally,  in  the  group  over  $5,000  I  was  surprised  to 
learn  that  about  half  of  our  customers  are  over  64  years  of  age. 

Thus,  the  survey  illustrates  dramatically  that  many  customers 
with  low  incomes,  especially  those  on  fixed  incomes,  could  be  seri- 
ously hurt  by  increases  in  basic  telephone  rates  caused  by  the  loss  of 
contribution  from  other  telecommunications  services. 

Now,  let  me  explain  how  competition  in  the  terminal  equipment 
field  impacts  the  residential  customer.  If  you  were  in  the  communi- 
cations equipment  business,  as  an  unregulated  supplier,  and  you 
were  seeking  an  opening — this  is  a  general  you,  incidentally — and 
you  were  seeking  an  opening  to  compete  with  the  telephone  compa- 
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nies,  would  you  not  pursue  business  where  the  telephone  companies' 
rates  aie  higher  in  relation  to  relevant  costs? 

It  is  easier  for  unregulated  manufactui'ers  of  terminal  equipment, 
who  have  no  obligation  to  file  tariffs  or  otherwise  give  notice  of 
price  changes,  to  undcrprice  the  telephone  company  and  still  make 
sizable  profits.  This  is  precisely  the  pattern  that  has  been  developing 
in  the  past  several  years.  Competitors  are  vigorously  seeking  to 
take  business  away  from  telephone  companies  in  carefully  selected 
fields. 

Although  competition  has  been  introduced  in  these  markets  only 
in  recent  years,  experience  already  shows  that  the  dangers  we  foresee 
are  very  real.  For  example,  we  estimate  that  we  have  lost  to  unregu- 
lated competitors  more  than  20,000  PBX  and  key  telephone  systems 
in  Bell  System  territory.  A  study  by  the  Stanford  Research  Insti- 
tute points  dramaticallv  to  whei-e  present  trends  could  take  us. 

The  institute  finds  that  the  number  of  telephones  served  by  PBX's 
supplied  by  other  companies  will  have  increased  five  times  in  only  3 
years,  from  1971  through  1074.  And  from  1971  through  1985,  the  in- 
stitute estimates,  the  number  of  telephones  served  by  other  PBX's 
could  increase  from  less  than  200,000  to  about  8  million.  Those  are 
telephones  served  by  PBX's  and  not  PBX's  themselves.  A  report  by 
Arthur  D.  Little,  Inc.,  notes  that  sales  of  terminal  equipment  by 
other  companies  could  reach  the  billion-dollar  range  by  1980. 

If  the  telephone  companies  do  not  respond  to  this  competition,  or 
if  they  are  not  permitted  by  regulators  to  compete  on  equal  terms, 
the  bulk  of  the  market  for  business  terminal  equipment  would  be 
taken  over  by  the  new  entrants.  On  the  other  hand,  if  the  telephone 
companies  do  respond  to  competition  in  this  market,  they  must  ad- 
just T'ates  for  these  devices. 

The  important  point  is  that  in  either  case,  rates  for  elaborate 
equipment  for  business  firms  will  be  reduced — and  wdiere  contribu- 
tions from  these  services  have  helped  to  hold  down  rates  for  resi- 
dence services,  it  will  be  lost. 

Thus  competition  in  terminal  equipment  could  mean  that  consum- 
ers who  have  no  need  for  business  terminal  equipment  will  pay  more 
for  their  basic  telephone  service.  The  extent  of  the  problem  is 
indicated  by  our  estimate  that  if  other  companies  eventually  take 
over  50  percent  of  the  market  for  terminal  devices,  consumers  would 
have  to  pay  about  $1  billion  a  year  more  for  their  basic  telephone 
service.  And  as  already  indicated,  this  burden  would  fall  particu- 
larly on  loAV  income  consumers. 

Xow,  in  the  intercity  private  line  business,  similar  economic  fac- 
tors will  be  at  work.  The  private-line  business  as  a  whole  makes  a 
contribution  to  hold  rates  down  for  basic  local  residential  service.  To 
the  extent  that  competitoi's  take  over  the  business,  or  competition 
forces  down  Bell's  own  rates  in  this  field,  the  contribution  is  lost. 

But  there  are  additional  factors  that  deserve  your  serious  consid- 
eration, ]Nrr.  Chaii-man.  For  one  thing.  Congress  recognized  over  50 
years  ago  that  the  cost  of  duplicating  telephone  facilities  w^ould  ulti- 
mately be  borne  by  the  telephone  users  and  condemned  it.  And,  Con- 
gress over  the  years  has  undertaken  to  prevent  this  waste  by  provid- 
ing regulation  of  entry,  extension  of  facilities,  rates,  and  service. 
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The  facilities  in  service  and  proposed  by  the  specialized, 
miscellaneous  and  domestic  satellite  carriers — our  intercity  competi- 
tors— are  estimated  to  cost  about  $1  billion  to  construct.  These  facili- 
ties will  not  be  used  to  provide  service  for  remote  areas  now  un- 
sei'ved  or  for  new  or  different  services. 

But  they  will  have  capacity  sufficient  to  creamskin  all  of  the 
private  line  services  between  the  major  cities  they  serve  and  to  di- 
vert existing  long  distance  and  WATS  traffic  as  well.  The  promise 
of  developing  new  and  specialized  services  as  alleged  during  hear- 
ings before  the  FCC  is  no  longer  maintained,  and  to  our  knowledge 
has  not  been  fulfilled.  The  consequence  is  the  type  of  duplication  of 
facilities  which  the  Congress  had  hoped  to  eliminate  when  they 
elected  to  establish  the  common  carrier  principle  of  franchised  end- 
to-end  service  by  one  regulated  company  over  50  years  ago. 

iMoreover,  competition  by  other  carriers  in  the  private-line  busi- 
ness means  the  loss  of  declining  unit  costs  due  to  the  introduction  of 
new  technology. 

Our  next  chart,  Mr.  Chairman,  demonstrates  how  the  cost  per  unit 
of  service  varies  enormously  depending  upon  the  volume  of  business. 
For  example,  a  cable  with  a  capacity  to  carry  1,800  telephone  calls 
costs  about  $17.22  per  circuit  per  mile.  But  a  cable  with  a  capacity 
of  132,000  telephone  calls  costs  about  $1.68  per  circuit  per  mile,  a  re- 
duction of  more  than  90  percent.  Obviously,  diversion  of  private  line 
business  among  the  duplicating  routes  of  multiple  carriers  will  post- 
pone or  preclude  the  savings  that  could  be  obtained  from  high  vol- 
ume, low  cost  new  transmission  technology.  This  is  another  cost  that 
must  be  borne  by  the  public.  This  will  be  discussed  at  length  by  both 
Mr.  Hough  and  Dr.  Baker. 

The  splintering  of  private-line  business  among  various  carriers 
and  the  diversion  of  long  distance  calls  necessarily  may  delay  the  in- 
troduction of  such  advanced  technology  that  would  bring  great  sav- 
ings for  all  the  public. 

Most  important  of  ali  is  t  le  fact  that  competition  in  the  intcxity 
markets  as  in  terminal  equipment  will  again  undermine  a  traditional 
pattern  of  pricing.  Obviously,  the  cost  per  unit  of  service  varies  sig- 
nificantly over  different  routes,  depending  on  the  volume  of  business 
and  the  types  and  capacity  of  the  facilities  used  to  serve  various 
])oints.  For  example,  private  line  service  between  Sault  Ste.  Mai-ie, 
]\Iich.,  and  Rhinelander,  Wis.,  is  served  over  facilities  whose  cost  on 
the  average  is  about  twice  that  of  different  types  of  facilities  that 
provide  the  same  service  for  a  similar  distance  between  Detroit, 
Mich.,  and  ^Milwaukee,  Wis.  Despite  these  variations  in  cost,  the 
practice  in  the  past — approved  and  urged  by  regulatory  bodies — has 
been  to  average  cost  in  order  to  provide  uniform  rates  on  a  nation- 
wide or  statewide  basis. 

Therefore,  under  nationwide  averaged  uniform  rates,  users  with 
service  from  Sault  Ste.  Marie  to  Rhinelander,  and  from  Detroit  to 
Milwaukee,  i)aid  the  same  private-line  charges.  But  when  competi- 
tion forced  the  abandonment  of  nationwide  average  practices,  the 
Sault  Ste.  jNIarie  to  Rhinelander  users  have  to  pay  substantially 
more  while  the  Detroit  to  Milwaukee  users  pay  significantly  less  for 
the  same  service. 
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This  averaging  of  costs  to  produce  uniform  rates  has  traditionally 
been  affirmed  to  have  valuable  economic  and  social  benefits.  It  has 
enabled  all  customers,  no  matter  where  they  are  located,  to  share  in 
tlie  benefits  of  advances  in  technology.  It  assured  that  customers  in 
smaller  towns  paid  no  more  for  interstate  service  than  users  in  the 
big  cities. 

What  are  the  broad  implications  of  intercity  competition?  As 
rates  are  lowered  for  consumers  in  the  more  densely  populated  cen- 
ters, this  loss  in  revenue  must  be  made  up  by  increasing  rates  for 
consumers  in  large  areas  of  the  country  which  are  less  developed. 
Also,  more  and  more  business  customers  will  switch  from  regular 
long-distance  calls  to  take  advantage  of  the  lower  rates  for  private- 
line  service  on  the  high-volume  routes.  So  there  is  a  loss  of  revenue 
not  only  from  private  lines,  but  also  from  regular  long-distance 
service. "^ And  most  of  this  revenue  must  be  made  up,  of  course,  by 
other  consumers. 

We  estimate,  Mr.  Chairman,  that  if  present  trends  continue,  by 
1976  the  Bell  Svstem  will  sustain  a  loss  of  about  $350  million  an- 
nuallv  in  interstate  revenue  as  a  result  of  the  expansion  of  the  new 
intercity  competitors.  And  about  $190  million  of  this  loss  is  inter- 
state contribution  that  would  have  to  be  made  up  by  higher  charges 
for  other  services;  that  is,  contribution  from  those  services  to  our 
particular  local  residential  services  and  other  services.  But  this 
would  be  only  the  beginning.  The  Arthur  D.  Little  report  I  men- 
tioned earlier"  projects  that  the  specialized  common  carrier  business 
will  exceed  $1  billion  by  1980. 

In  addition,  interstate  long-distance  revenue  helps  cover  local 
service  costs.  Now.  Mr.  Chairman,  the  average  interstate  long-dis- 
tance call  produces  about  $2  in  revenue.  Now%  of  this  amount,  about 
50  cents  goes  to  help  pay  the  costs  of  facilities  used  to  provide  local 
exchange  service,  in  other  words,  about  one-fourth  of  it.  Thus,  every 
interstate  call  that  is  diverted  to  the  intercity  competitors  increases 
revenue  requirements  for  basic  local  service  by  about  50  cents. 

Mr.  Chairman,  our  concern  as  I  have  indicated  to  you  is  that  the 
kind  of  competition  now  being  thrust  upon  the  communications  in- 
dustry is  not  true  competition  at  all.  but  contrived  and  selective. 

Let  me  cite  briefly  the  roadblocks  to  A.T.  &  T.  in  seeking  to  com- 
pete. 

The  Bell  companies  would  be  able  to  compete  effectively  and  prof- 
itably because  Bell  System  costs  over  the  high  density  routes  are 
significantly  lower  than  the  rates  charged  by  competing  carriers. 
But  our  efforts  to  introduce  competitive  private-line  rates  on  high 
density  routes  have  encountered  a  series  of  delays  by  the  FCC,  de- 
spite the  Commission's  commitment  that  existing  carriers  would  be 
permitted,  indeed  encouraged,  to  compete  fairly  and  fully  with  new 
carriers.  However,  it  required  18  months  from  the  time  they  were 
proposed  to  make  these  rates  effective.  Yet,  within  days  thereafter, 
our  competitors,  our  selective  competitors  were  permitted  to  place 
into  eft'ect  still  lower  rates  on  1  day's  notice. 

Our  proposal  for  adjustments  in  video  rates  to  compete  with  new 
carriers  and  our  requests  for  authorization  to  provide  Dataphone 
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digital  service,  using  new  technology  of  great  benefit  to  consumers, 
have  encountered  similar  administrative  delays. 

True  competition  has  also  been  prevented  by  the  FCC's  restric- 
tions on  our  use  of  domestic  satellites  to  provide  private  line  services 
to  customers  other  than  the  Federal  Government,  while  no  such 
restrictions  were  imposed  on  competitors. 

The  Bell  System  is  disadvantaged  in  competing  in  the  terminal 
equipment  market.  We  are  closely  regulated;  our  rates  are  fixed  by 
published  tariffs  and  can  be  changed  only  by  administrative  proce- 
dures which  frequently  entail  long  delays.  Our  competitors  in  this 
field  are  unregulated,  free  to  adjust  their  prices  at  any  time  for  com- 
petitive advantage. 

These  conditions  and  restrictions,  we  submit,  preclude  fair  and 
genuine  competition. 

Now,  we  believe,  Mr.  Chairman,  we  have  shown  that  the  national 
telecommunications  system  provides  the  best  service  at  the  lowest 
cost  when  it  is  planned,  built,  and  operated  as  a  single  system, 
highly  coordinated,  under  close  State  and  Federal  regulation.  Under 
this  approach,  consumers  avoid  the  cost  of  unnecessary  duplication 
of  facilities;  they  enjoy  economies  of  scale;  they  benefit  from  careful 
coordination  and  balancing  of  all  the  integrated  aspects  needed  to 
originate,  switch,  transmit,  and  receive  all  forms  of  telecommuni- 
cations. 

Most  important,  this  unified  system  permits  the  deliberate  struc- 
turing of  rates  imder  Government  regulation  and  policy  to  favor 
residential  consumers,  giving  virtually  every  household  the  ability  to 
obtain  telephone  service.  This  is  a  result  which  could  not  have  been 
achieved  in  a  competitive  environment,  we  believe,  where  prices  are 
necessarily  more  cost  related. 

Nevertheless,  there  are  strong  and  growing  pressures  to  undermine 
these  basic  principles,  the  very  concepts  that  have  been  responsible 
for  unmatched,  dependable,  and  reliable  service  to  the  Nation. 

This  is  why  we  are  urging  this  subcommittee,  Mr.  Chairman,  the 
Congress  generally,  the  regulatory  agencies  and  the  public  to  con- 
sider closely  the  economic  and  social  results  of  undermining  the 
cohesion  of  the  national  telecommunications  system.  Undoubtedly, 
some  business  customers  would  gain  lower  rates  from  the  continued 
expansion  of  competition  in  terminal  equipment  and  the  intercity 
markets.  And  other  business  firms  would  benefit  from  selling  this 
equipment  or  service.  But  the  responsibility  of  Government,  we 
think,  is  to  judge  the  issue  not  according  to  benefits  to  the  companies 
involved,  either  the  Bell  System  or  its  competitors,  but  upon  results 
for  the  public  as  a  whole. 

In  sum,  Mr.  Chairman,  we  believe  competition  in  telecommuni- 
cations would  not  serve  the  best  interest  of  the  vast  majority  of  con- 
sumers and  would  not  further  the  national  communications  goals. 

However,  sir,  if  the  policy  of  the  Communications  Act  is  to  be 
changed  to  encourage  competition,  certainly  that  competition  should 
be  open  and  fair  to  all.  The  Government  should  not  allocate  markets 
to  some  competitors  and  deny  them  to  others;  the  Government 
should  not  shield  new  competitors  from  the  forces  of  a  free  market; 
the  Government  should  not  become,  as  has  been  stated  in  the  past,  a 


4333 

"giant  handicapper."  This,  we  submit,  would  also  be  contrary  to  the 
public  interest. 

Again,  Mr.  Chairman,  the  traditional  telecommunications  struc- 
ture? under  regulation,  we  believe,  has  served  this  Nation  well,  and 
we  "respectfully  urge  the  Congress  to  weigh  carefully  the  conse- 
quences of  mandating  any  change. 

Thank  you,  Mr.  Chairman,  and  now  may  I  ask  Mr.  Hough  to 
present  his  statement. 

Thank  you,  sir. 

Statement  of  Richard  R.  Hough 

Mr.  Hough.  Mr.  Chairman,  I  have  submitted  a  statement  for  the 
record  which  covers  mainly  operational,  management,  and  technical 
considerations  with  regard  to  the  operation  of  our  nationwide  com- 
munications network.  And  while  Mr.  Crosland,  of  course,  has  dis- 
cussed mainly  and  in  substantial  detail  economic  considerations, 
with  your  permission,  I  would  like  to  generally  summarize  the 
points  made  in  my  statement,  rather  than  follow  it  in  detail.  And 
then  I  will  be  happy  at  the  conclusion  of  the  two  remaining  state- 
ments to  join  my  colleagues  in  answering  questions. 

I  have  been  employed  by  the  Bell  System  for  34  years;  half  of 
this  time  in  the  Bell  Telephone  Laboratories  in  the  research  and  de- 
velopment end  of  the  business.  I  have  had  responsibility  for  the  op- 
eration  of  a  local  telephone  operating  company.  As  vice  president  of 
engineering  of  A.T.  &  T.,  I  have  the  overall  engineering  responsibil- 
ity for  the  Bell  System.  And  for  the  last  71/2  years,  as  president  of 
A.T.  &  T.,  Long  Lines.  I  have  been  responsible  for  the  planning,  en- 
gineering, implementation,  management,  and  operation  of  the  na- 
tionwide network  that  ties  together  all  of  the  telephone  companies  in 
the  country  into  one  unified,  integrated  network,  and  provides  the 
overseas  connections  as  well. 

Now,  there  is  not  any  question  but  what  this  integrated,  nation- 
wide communications  network  is  the  largest  and  most  complex, 
highly  technical,  finely  tuned  system  in  the  world.  And  to  bring  it  to 
its"  present  level  of  performance  and  to  keep  it  there,  is  a  task  that 
requires  and  has  required  a  very  unique  organizational  structure; 
one  which  provides  a  very  close  coupling  of  research  and  develop- 
ment, manufacturing  and  service  or  operations. 

Now,  the  Bell  System  over  the  years  has  been  recognized  as  being 
unique  in  its  ability  to  tackle  the  'management,  planning,  and  opera- 
tion of  large  and  complex  systems.  This  has  been  long  recognized. 
We  have  been  asked  by  the  U.S.  Government  on  many  occasions  to 
tackle  that  kind  of  job.  These  are  responsibilities  we  have  not 
sought,  but  ones  that  we  have  taken  on  at  urgent  request  at  high 
level — and  in  at  least  one  case,  at  the  personal  request  of  the  Presi- 
dent of  the  United  States— because  this  unique  structure  has  pro- 
vided an  ability,  a  capability,  which  does  not  exist  elsewhere.  Such 
tasks  as  the  management  of  Sandoz  Laboratories  for  the  Atomic  En- 
ergy Commission;  the  development,  planning,  and  design  of  major 
atomic  energy  systems;  the  DEW  Line;  the  SAGE  system,  air  de- 
fense system."^  And  in  1961,  President  Kennedy  asked  me  to  chair  a 
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task  force  to  study  our  air  traffic  control  system.  The  results  of  this 
study  are  still  in  the  process  of  beino;  implemented,  13  years  later. 
Fortunately,  that  implementation  will  be  completed  in  the  near  fu- 
ture. This  extreme  leno:th  of  time  to  implement  a  complex  system  is 
indicative  of  the  need  for  continuing  systems  engineering  and  plan- 
ning— something  that  the  Federal  Aviation  xVdministration  has  not 
had — and  the  rather  archaic  and  difficult  procurement  rules  that 
make  it  almost  impossible  to  implement  in  an  efficient  and  expedi- 
tious way.  At  the  urgent  request  of  NASA,  the  Bell  System  under- 
took to  provide  much  needed  support  in  a  new  organization  created 
for  that  purpose  in  the  systems  planning  and  engineering  of  the 
Apollo  program. 

As  I  have  said,  these  responsibilities  were  not  sought,  but  urged 
upon  us.  And  those  who  have  appeared  before  this  committee,  who 
would  split  up  the  Bell  System  into  separate  pieces,  would  destroy 
this  integrated,  highly  effective  structure  which  is  truly  a  great  na- 
tional resource;  and  one  which  I  have  indicated  has  been  so  fre- 
quently called  upon;  and  one  which  has  brought  our  nationwide 
communications  network  to  the  level  where  it  is  really  and  truly  the 
envy  of  the  world. 

Over  the  years  it  has  gi'own  in  the  service  it  provides  at  better 
than  twice  the  rate  of  the  gross  national  product.  It  has  been  a  tre- 
mendously significant  factor  in  the  economic  growth  of  this  country 
and  the  high  standard  of  living  we  enjoy,  and  the  high  level  of  pro- 
ductivity. It  is  the  life  blood  of  many  business;  it  is  a  household  ne- 
cessity. And  over  the  years,  the  services  provided  by  this  network 
have  steadily  increased  in  value,  while  steadily  decreasing  in  real 
cost  to  the  consumer. 

Now,  as  Mr.  Crosland  has  indicated,  this  network  is  extremely 
complex.  It  is  composed  of  trillions  of  parts.  It  must  perform  24 
hours  a  day,  7  days  a  week,  52  weeks  a  year,  continously.  And  while 
operating  continuously,  it  must  continue  to  grow,  accommodate  in- 
creasing demands.  It  must  adapt  and  push  forward  the  horizons  of 
new  technology,  provide  new  services  the  customers  require,  and  at 
the  same  time,  see  that  the  old  works  well  with  the  new,  and  the 
things  we  do  today  leave  open  the  door  to  accommodate  the  technol- 
ogy in  the  years  ahead.  And  at  the  same  time,  we  must  optimize  this 
network  to  minimize  the  amount  of  equipment  required  to  do  the  job. 

Now,  this  is  an  extremely  com]:)lex  job.  It  cannot  be  done  in  bits 
and  pieces.  It  must  be  done  as  it  has  been  and  is  being  done  at  this 
time.  It  is  a  joint  enterprise;  the  joining  together  of  the  Long  Lines 
Department  of  the  A.T.  &  T.  Co.  and  the  local  operating  telephone 
companies  in  a  true  partnership  that  provides  joint-through,  end-to- 
end  service;  a  partnership  in  which  we  all  concur  in  tariffs.  We 
share  revenues  and  expenses.  We  agree  to  common  technical  stand- 
ards. We  agree  to  the  management  and  direction  of  the  Long  Lines 
Department  in  the  setting  of  these  technical  standards  and  the  plan- 
ning of  the  network  in  its  day-to-day  real-time  management. 

Now,  there  just  is  not  any  sharp  line  of  demarcation  between  the 
Bell  System  operating  companies  and  the  Long  Lines  Department  of 
A.T.  &  T.  We  have  joint  ownership  of  transmission  facilities  and 
switching  equipment.  As  associated  Bell  System  companies  require 
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new  routes,  we  sliare  them.  We  transfer,  freely,  ownership  back  and 
forth  to  meet  the  needs  and  to  avoid  duplication  of  facilities  and  to 
delay  the  construction  of  new  routes  as  long  as  possible.  And  in  this 
way,  we  minimize  plants.  . 

Xow,  Mr.  Whitehead,  in  his  statement  before  this  committee,  indi- 
cated that  it  made  no  difference  who  owned  the  Long  Lines  Depart- 
ment. He  has  demonstrated  a  true  lack  of  knowledge  of  just  how 
this  system  operates  and  is  managed.  Can  you  imagine  if  the  organi- 
zation I  had  were  completely  separate  from  the  rest  of  the  Bell  Sys- 
tem and  publicly  owned;  can  you  imagine  us  transferring  plant  to 
another  separate"^  company  at  net  book  ?  In  other  words,  original  cost, 
less  depreciation.  AVe  would  have  a  shareowners'  suit  on  our  hands 
in  short  order  if  we  transferred  it  at  anything  less  than  full  present 
value.  And  then  it  would  go  into  the  books  of  that  other  company, 
not  at  an  original  cost,  less  depreciation,  but  at  a  current  value  and 
would  be  on  their  rate  base  at  that  rate.  And  what  it  would  mean  is 
that  really  instead  of  sharing  routes  and  minimizing  facilities,  it 
would  be' more  to  their  advantage  to  build  additional  paralleling 
routes  and  increase  the  cost. 

Over  the  years,  as  I  shall  discuss  shortly,  through  technological 
advances  coming  out  of  the  Bell  Telephone  Laboratories  and 
through  the  Western  Electric  Co..  we  have  been  able  to  increase  sub- 
stantially the  capacities  of  our  inner-city  facilities.  And  as  a  result, 
unit  costs — costs  per  circuit  mile,  as  Mr.  Crosland  has  demonstrated — 
have  gone  down  dramatically. 

Now,  these  substantial  decreases  in  cost  have  reflected  themselves 
not  only  in  lower  interstate  rates,  but  also,  as  Mr.  Crosland  points 
out,  in  an  increased  sharing  of  the  local  costs  of  telephone  service  by 
the  interstate  end  of  the  business.  Now,  can  you  imagine  that  being 
permitted  if  the  Long  Lines  Department  were  a  separate,  independ- 
ent company  and  not  part  of  the  same  overall  ownership  and  man- 
agement ? 

Likewise,  who  would  undertake  the  major  development  projects 
that  have  only  been  undertaken  by  the  Bell  System  to  provide  these 
new,  high  capacity,  large  systerns  that  the  technology  has  made 
available  ? 

Now.  private  line  services  are  also  carried  on  the  same  network. 
They  share  in  the  same  economies,  and  through  the  rates  charged,  as 
explained  by  INIr.  Crosland.  they  contribute  to  the  common  costs,  to 
the  holding  down  of  the  costs  of  ordinary  telephone  service. 

Now.  Avhile  only  a  few  have  recommended  so  drastic  a  step  as  the 
severing  of  Long  Lines  from  the  Bell  System,  and  the  dismembering 
of  the  Bell  System,  there  are  many  others  that  are  already  tamper- 
ing with  the  integrity  of  the  network,  and  tampering  with  it  in  a 
very  serious  way.  The  FCC  has  embarked  on  a  course  that  can  have 
very  serious  consequences.  They  have  authorized  competitive  inter- 
city, carriers,  the  specialized  common  carriers,  and  as  Dean  Rostow 
clearly  pointed  out  yesterday  these  were  authorized  in  the  Commis- 
sion's own  statement  on  the  basis  that  they  would  provide  new  serv- 
ices and  would  tap  a  previously  unserved  market. 

Now,  they  have  not  offered  to  date  a  single  new  service,  not  a  sin- 
gle service  that  the  Bell  System  does  not  already  provide.  They  are 
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provading  duplicating  services  over  duplicate  routes,  and  as  Mr. 
Crosland  pointed  out,  selectively  choosing  their  markets.  In  total,  it 
means  more  total  equipment  in  service  to  provide  the  same  level  of 
service. 

Now  we  have  been  ordered  to  permit  the  insertion  of  their  facili- 
ties into  the  switched  network.  Obviously  if  they  are  going  to  be  an 
integral  part  of  the  switched  network  they  have  to  be  providing  the 
same  kinds  of  services  that  the  Bell  System  can  provide.  But  they 
have  said  that  they  have  no  desire  to  share  in  the  costs,  revenues, 
tariffs,  or  standards  that  are  part  of  the  network,  and  obviously  they 
cannot.  If  they  did  they  would  not  be  competitive. 

They  have  said  that  they  will  have  different  standards,  that  they 
will  not  be  as  restrictive  as  to  what  can  be  introduced  on  their  cir- 
cuits. There  is  not  just  one  of  these  new  carriers,  there  are  substan- 
tial numbers.  Already  six  of  them  have  filed  for  tariffs. 

Now.  can  you  imagine  what  kind  of  a  mare's  nest  that  makes  with 
substantial  numbers  of  additional  carriers  with  different  standards, 
different  objectives,  different  kinds  of  signals,  different  levels  of  per- 
formance and  ability  to  restore  interruptions,  being  made  a  part  of 
the  network?  Can  you  imagine  the  almost  impossible  job  of  trying 
to  have  all  of  this  operate  smoothly,  and  the  additional  costs  re- 
quired? And  how  do  we  continue  to  move  on  with  innovation  as  we 
have  done  so  successfully  in  the  past  when  it  requires  the  concur- 
rence and  willingness  of  a  number  of  other  carriers  to  spend  money 
to  innovate  for  the  benefit  of  the  overall  system? 

There  is  no  incentive  for  them  to  do  that  as  competing  carriers, 
and  we  are  left,  if  we  move  ahead  with  the  innovation,  of  being 
charged  with  an  attempt  to  put  them  out  of  business  through  chang- 
ing our  technical  operation,  our  signaling  system,  for  example. 

Now,  as  has  been  indicated,  the  economies  of  scale  are  tremen- 
dously important  in  this  network.  The  technology  has  enabled  us  to 
provide  larger  and  larger  systems,  systems  with  increasingly  large 
capacities.  We  have  been  able  to  continually  increase  the  capability 
of  existing  systems  within  the  same  frequency  bands,  making  the  in- 
cremental costs  of  these  additional  circuits  very  low. 

Of  course,  in  order  to  realize  these  lower  costs,  we  must  have  the 
requirement  for  traffic.  If  you  cannot  fill  them  up  in  a  reasonable 
time,  you  do  not  realize  the  costs.  The  extent  to  which  that  traffic  is 
drained  off',  it  takes  longer  to  realize  those  costs;  it  takes  longer  to 
justify  new  and  innovative,  larger  capacity,  lower  unit  cost  systems. 

We  are  able  to  utilize  these  systems  because  of  the  large  volume  of 
traffic  we  carry  on  the  switched  message  network,  message  telephone 
service.  This  really  makes  our  costs  over  these  competitive  routes 
substantially  lower  than  our  competitors. 

There  are  those  that  argue  that  this  is  unfair,  and  judging  from 
the  rate  of  roadblocks  the  FCC  has  placed  in  our  way  in  our  at- 
tempts to  compete  fairly  and  squarely,  they  seem  to  agree.  Dean 
Rostow  discussed  this  yesterday.  But  this  is  what  the  common  car- 
rier principle  is  all  about,  the  pulling  together  of  large  numbers  of 
requirements  into  bundles  that  enable  you  to  obtain  these  economies 
of  scale  and  all  customers  should  be  permitted  to  realize  these  econo- 
mies. If  this  country  is  to  move  away  from  the  tradition  of  nation- 
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wide  avenimng  and  the  support  that  is  provided  to  local  telephone 
service  by  our  interstate  services,  and  do  all  telephone  service  by  pri- 
vate line  services,  then  it  must  be  with  true  competition  permitted 
and  not  the  contrived  cartelization  of  the  communications  business 
that  has  been  the  experience  to  date.  ^     j-       j 

Xow  I  would  just  like  to  say  a  word  about  this  concept  ot  end- 
to-end  service.  Todav  you  can  point  to  the  Bell  System  and  hold  it 
completely  responsible  for  the  quality  of  service  m  this  country.  We 
take  the  end-to-end  service  responsibility.  To  the  extent  that  non-tei- 
ephone-company  devices  are  permitted  to  be  connected  to  the  serv- 
ices, our  ability  to  take  responsibility  for  this  end-to-end  service 
withers  away. 

Xow,  Mr.  Whitehead  in  his  statement  said  that  he  did  not  see  any 
difference  between  the  customer  attaching  any  appliance  he  wanted 
to  electrical  service,  electrical  power  service  to  plug  in  anything  he 
wants.  He  overlooks  the  fact  that  the  telephone  business  is  a  two- 
way  business  and  not  a  one-way  business.  If  I  plug  a  defective 
toaster  into  an  electric  outlet  in  my  home,  it  only  burns  my  toast.  It 
does  not  burn  my  neighbor's  or  someone  across  the  other  side  of  the 
country.  But  if^I  have  a  defective  telephone  set,  it  provides  poor 
service  for  lots  of  innocent  customers,  wrong  numbers,  poor  trans- 
mission, complaints  to  the  telephone  company,  substantial  expense  m 
running  down  the  difficulties. 

Xow,  as  Mr.  Crosland  has  indicated,  we  are  not  opposing  all 
connection  of  customer-owned  terminal  devices  to  the  network.  We 
realize  that  it  is  in  the  public  interest  and  necessary  that  various 
kinds  of  data  sets,  computers,  and  other  devices  be  enabled  to  make 
the  optimum  use  of  this  network.  But  it  is  important  that  these  be 
connected  tlirough  proper  protective  devices  and  that  the  Bell  Sys- 
tem be  permitted  to  compete  fairly  and  squarely  in  the  area  of  many 
of  these  terminal  devices,  and  not  have  arbitrary  regulatory  road- 
blocks. 

Xow,  just  to  summarize,  in  conclusion,  there  is  not  any  question 
but  that  we  have  the  best  communications  service  in  the  world  at  the 
lowest  cost.  It  is  the  envy  of  the  world.  We  frequently,  over  the 
years,  have  visi*:ations  from  foreign  countries,  committees  of  Parlia- 
ment from  Britain,  studying  how  we  do  it.  and  why,  and  trying  to 
shape  their  structure  as  "well  as  they  can  within  their  political  con- 
traints  to  ours.  And  this  service  is  furnished  by  an  organization  that 
pays  almost  $4  billion  a  year  in  taxes.  It  pays  dividends  to  3  million 
shareowners,  and  it  employs  1  million  people,  while  across  the  world 
most  telephone  systems  are  losing  money  and  are  a  drag  on  the  pub- 
lic coffers. 

It  is  a  service  that  is  vital  to  our  economy  in  this  day  and  age 
when  so  many  of  our  vital  national  systems  are  in  trouble;  it  seems 
very  foolhardy  to  risk  ruining  one  system  that  is  performing  su- 
perbly, and  if  the  Congress  considers  it  difficult  and  expensive  today 
to  try  to  salvage  our  railroad  system,  I  hate  to  contemplate  the  cost 
if,  through  unwise  regulation  and  legislation,  it  becomes  necessary 
some  years  down  the  road  to  try  to  salvage  our  communications  sys- 
tem. 

Thank  you,  Mr.  Chairman. 
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Senator  Hart.  I  know  you  do  not  want  to  be  interrupted,  but  that 
last  note  was  sounded  yesterday  by  Dean  Rostow. 
Mr.  Croslaxd.  Mr.  Trienens,  INIr.  Chairman. 
Senator  Hart.  Mr.  Trienens  ? 

Statemp:nt  of  Howard  J.  Triexexs 

Mr.  Trienens.  Yes.  sir.  I  am  here  to  sound  the  same  note. 

Senator  Hart.  Xow,  with  a  distinguished  partner  who  once  was  a 
regulator,  you  certainly  cannot  tell  us  Government's  intrusion  is  al- 
ways unwise. 

IVIr.  Trienens.  Those  were  the  good  old  days,  although  they  were 
pretty  good  having  him  as  a  partner,  too,  I  must  say,  Mr.  Chairman. 
I  woiild  say  I  have  practiced  law  in  Chicago.  I  have  done  so  for  a 
little  over  25  years,  and  I  have  had  the  opportunity  and  the  pleasure 
to  represent  the  Bell  System  and  the  railroads  in  various  groups — 
no  railroad  as  their  regular  counsel,  but  a  number  of  railroads  and 
railroad  groups  in  merger,  rate  revisions,  other  contested  matters. 
And  over  those  years  I  have  had  an  opportunity  to  observe  the  dif- 
ferences in  the  structure  and  the  behavior  and  the  regulation  of 
these  industries,  and  I  would  like  to  give  to  the  committee  some  of 
my  insights  into  these  two  very  different  industries. 

I  do  not  have  to  spend  your  time  telling  you  about  the  agonies  of 
the  7-ailroad  business,  particularly  in  the  Northeast.  The  Congress 
had  hearings  all  last  summer,  debates  all  last  fall,  and  came  up  with 
a  bill  called  the  Regional  Rail  Reorganization  Act  of  1973,  which 
the  President  signed  on  January  2  of  this  year.  That  bill  has  built 
in  it  an  article  of  faith,  and  that  is  that  a  privately  owned,  profita- 
ble, healthy,  railroad  can  be  created  out  of  the  northeastern  railroad 
mess.  I  think  Secretary  Brinegar  said  that  somewhere  in  the  wreck- 
age of  the  northeastern  railroad  system  there  is  a  healthy  railroad 
trying  to  crawl  out. 

The  bill  sets  up  machinery,  a  I^.S.  Railroad  Association,  designed 
to  create  a  new  corporation  called  ConRail,  which  will  be  this  new, 
health}'  corporation. 

Xow,  nobody  is  deluding  themselves  into  thinking  that  this  is 
going  to  be  free,  while  it  is  hoped  ultimately  to  create  a  private  cor- 
poration which  will  make  money  again.  Congress  has  already  au- 
thorized $2  billion  of  Federal  appropriations  to  get  this  process 
going  and  to  rehabilitate  the  railroad  and  hopefully  to  get  it 
started. 

Experience  since  this  statute  was  passed  casts  severe  doubt  as  to 
whether  that  is  enough  money.  The  doubt  has  been  cast  in  a  number 
of  directions,  one  of  which  was  by  a  three-judge  court  which  re- 
cently held  the  statute  unconstitutional  for  failure  to  provide 
enough  money  to  existing  creditors.  Others  have  said  that  it  will  re- 
quire a  lot  more  money  to  rehabilitate  the  railroad,  to  repair  the  rot- 
ting ties  and  bent  tracks  that  are  causing  some  of  these  wrecks  you 
hear  about,  and  that  is  going  to  cost  a  lot  of  money,  quite  apart 
from  the  creditors. 

The  chairman,  I  am  sure,  felt  the  shock  waves  last  winter,  as  we 
did  in  Illinois,  Indiana,  Ohio,  and  other  States,  when  the  Depart- 
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ment  of  Transportation  issued  its  preliminary  plan.  If  j'ou  remem- 
ber the  maps  with  orange  lines  which  represented  the  lines  to  be 
abondoned.  cuttino;  perhaps  40  percent  of  the  mileage  out  of  the  north- 
eastern railroad  system  in  order,  hopefully,  not  surely  but  lio])e- 
fully,  to  create  a  healthy  railroad  out  of  that  existing  wreckage. 
This  presents  quite  a  dilemma  with  the  communities,  the  shippers, 
the  mayors,  all  screaming  about  the  abandonment  of  this  service. 
Any  time  those  cries  are  heeded  it  adds  to  the  money  needed  from 
the  Federal  Treasury  to  create  a  railroad  that  will  operate  in  the 
Xortheast. 

At  the  same  time,  even  if  you  cut  all  that  traffic  out  there  is  some 
doubt  whether  it  can  be  created  without  very  substantially  more 
Federal  money.  Now,  I  do  not  want  to  suggest  that  the  only  prob- 
lems are  in  the  Northeast.  To  some  degree  and  to  a  large  degree,  the 
problems  of  the  Northeast  are  simply  the  result  of  regulatory  and 
governmental  policies  that  have  been  aft'ecting  all  railroads  over  the 
years,  a  combination  of  competition  and  regulation,  and  it  just  hap- 
pened to  hit  the  Northeast  first  and  it  is  affecting  all  the  railroads. 

In  addition,  much  of  the  energies  of  railroad  management — and  I 
am  talking  now  of  western,  southern  and  eastern — those  energies  are 
spent  fighting  among  themselves  over  their  divisions  of  these  joint 
rates  on  interterritorial  traffic,  compensation  for  the  use  of  each  oth- 
er's freight  cars,  problems  of  service,  where  you  cannot  have  ade- 
quate through  service  unless  your  partner  can  provide  adequate  serv- 
ice. No  matter  how  good  a  job  you  do,  if  your  connection  is  in 
ti'ouble  or  has  wrecks  it  hurts  your  joint  service  you  are  trying  to 
sell  to  the  shipping  public. 

Now,  these  problems  of  the  railroad  industry — I  am  going  to  first 
talk  about  the  structure — are  quite  different  from  the  Bell  System. 
As  Mr.  Hough  has  described  it,  the  Bell  System  is  an  integrated,  na- 
tionwide network  with  common  standards,  technical  standards, 
standards  of  service.  Unlike  the  railroads,  who  have  not  any  research 
organization  worthy  of  mention  in  tlie  same  breath  as  Bell  Labs,  Bell 
System  has  research,  development,  and  manufacturing  integrated 
into  a  system  that  has  brought  our  Nation  the  world's  finest  tele- 
phone service  and  has  done  so  at  low  rates,  despite  inflationary  pres- 
sures. 

A  couple  of  months  ago  when  I  started  preparing  this  statement, 
I  analyzed  the  freight  rate  increases  of  the  railroads  in  the  post- 
Vietnam  era,  starting  from  1967  when  the  first  rate  increases  came 
along,  and  took  them  to  date,  which  was  then  early  spring  of  this 
year,  and  found  there  had  been  about  a  50-percent  increase,  some 
territorial  variations,  but  about  a  50-percent  increase  in  the  interstate 
freight  rate  level.  Since  that  analysis  of  mine,  the  freight  rates  have 
gone  up  another  10  percent.  Now,  this  is  to  be  contrasted  with  the 
Bell  System's  interstate  rate  offerings,  which  have  since  that  same 
1967  date  been  substantially  offsetting  reductions  in  the  early  period 
and  very  moderate  increases  to  date.  And  that  is  only  part  of  the 
story,  because  whereas  Penn  Central  and  other  bankrupt  railroads 
are  receiving  Federal  aid  that  I  mentioned,  at  the  same  time  they 
are  paying  no  taxes — and  when  I  say  no  taxes,  I  mean  no  Federal 
incopiie  taxes,  no  State  taxes,  and  no  local  taxes — no  taxes. 
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\t  the  same  time  the  Bell  System  is  paving  about  $4.5  billion  a 
year  in  taxes  to  Federal,  State,  and  local  governments.  Now,  this 
contrast  between  the  structures  is  not  one  that  I  discovered  by  any 
means.  If  you  check  Prof.  John  Galbraitlrs  book  "The  New  In- 
dustrial St^ate,"  page  357,  he  comments  on  the  railroads  and  he 
points  out  that  because  of  their  different  system  of  development,  dif- 
ferent historv,  each  part  of  the  railroad  industry  provided  a  mere 
fraction  of  the  total  services,  and  that  in  an  industry  which  required 
planning  because  of  its  nationwide  scope,  none  of  the  requisites  of 
planned  performance  were  available. 

'Tt  is  not  surprising,"'  says  the  professor,  "that  the  results  havp 
been  singularly  bad."  ^ 

And  in  the  "next  paragraph  he  goes  on  and  points  out  the  dilierent 
development  of  telephone  service  and  that  it  has  been  an  unques- 
tioned success  because  it,  "had  planning  authority  coordinate  with 
the  whole  task." 

With  these  contrasting  structures  and  results,  mainly  the  results 
produced  by  and  inlierent  in  the  structure,  it  is  not  surprising  at  all 
that  a  nuniber  of  observers  inside  the  railroad  scene  and  observers 
from  about  have  suggested  a  restructuring  of  the  railroads  along  the 
lines  of  the  Bell  System.  I  believe  it  was  Spencer  Miller,  president 
of  the  Maine  Central,  who  first  discussed  this  within  the  industry 
some  years  ago.  But  it  has  been  picked  up  by  Jervis  Langdon,  who 
is  president  of  Penn  Central  and  has  advocated  that  some  order  be 
brought  out  of  the  present  confusion  by  creating  a  nationwide  con- 
trol along  the  lines  of  A.T.  &  T.  Similar  opinions  have  been  ex- 
pressed by  such  disparate  sources  as  industrialist  Norton  Simon, 
who  had  a  seminar  on  the  railroad  business  recently,  and  urged  that 
the  Bell  System  model  be  followed,  and  by  then  Senator  Saxbe,  who 
introduced  legislation  to  this  effect  last  September. 

Now,  that  is  not  surprising  to  me.  What  is  surprising  is  to  have 
witnesses  come  before  this  committee  and  advocate  that  the  Bell 
System  be  restructured  on  the  present  model  of  the  railroads.  I  refer 
to  a  number  of  witnesses,  but  particularly  and  most  extremely.  Pro- 
fessor :Miller  who  proposed  that  the  Bell  System  be  broken  up  into 
the  24  or  so  operating  companies,  the  Long  Line  Division  be  made 
into  a  separate  transmission  company,  that  which  Mr.  Hough  ad- 
dressed, and  with  the  manufacturing  affiliate  spun  oft'  and  Bell  Lab- 
oratories, Dr.  Baker's  institution,  spun  oft'.  That  is  a  proposal  that 
can  only  be  characterized  as.  let  us  restructure  the  Bell  System  in 
order  to  bring  in  the  same  wonderful  results  we  have  with  the  simi- 
lar structure  in  the  railroads. 

Now.  I  do  not  want  to  suggest  that  everything  in  the  history  of 
the  railroad  business  has  parallels  in  the  Bell  System.  There  are 
some  very  great  differences.  There  are  a  lot  of  lurid  stories  about  the 
mismanagement  and  inefficiency  of  the  railroads,  and  particularly 
some  of  the  use  of  railroad  money  to  diversified,  unregulated,  and 
sometimes  speculative  enterprises.  Those  stories.  I  think,  exaggerate 
the  true  causes  of  the  railroad  ])ioblem.  But  whether  they  do  or  not. 
those  pi-oblems  have  no  application  to  the  Bell  System,  which  is  con- 
fined to  providing  regulated  telecommunications  services.  It  does  not 
and  cannot  get  into  these  other  areas. 
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There  is  one  other  area  of  similarity  that  I  do  want  to  dwell  upon 
for  a  moment,  Mr.  Chairman,  and  that  is  the  way  the  rates  devel- 
oped, the  history  of  the  rate  structure,  and  some  of  the  parallels  we 
see  in  present  regulatory  efforts  dealing  with  competition  and  regu- 
lation. When  I  use  the  phrase  "value  of  service  rate  structure,''  I  am 
merely  talking  about  a  structure  that  has  been  developed  with  a 
vieAv  toward  a  broader  public  interest — social,  political,  regional — as 
contrasted  with  a  rate  structure  made  by  a  computer  or  otherwise 
closely  geared  to  costs. 

Xow,  in  the  early  years  of  the  railroad  business,  often  at  the  be- 
hest of  the  regulatory  agencies,  there  were  rates  made  for  farm 
products,  forest  products,  raw  materials  very,  very  far  below  any 
full}'  distributed  cost  formula  or  any  cost  formula.  Sometimes  these 
rates  were  called  missionary  rates  to  attract  and  develop  a  business. 

While  the  railroads  had  motives  for  doing  this  on  their  own,  to 
develop  the  country.  Congress  not  only  encouraged  this  approach, 
but  dictated  it.  In  what  was  called  the  Hoch-Smith  resolution  in 
1925,  Congress  ordered  the  ICC  to  establish  the  lowest  possible  rates 
on  products  of  agriculture  for  individual  commodities.  The  railroad 
rates  were  designed  by  the  railroads  and  often  described  by  the  In- 
terstate Commerce  Commission  to  balance  producing  areas,  cities, 
ports  into  very  symetrically  and  socially  desirable  rate  structures 
that  had  nothing  or  little  to  do  with  relative  costs. 

Xow,  this  was  not  by  inference.  The  ICC  would  directly  find,  in 
the  case  I  have  cited  in  my  paper,  that  rates  should  be  made  "in  the 
best  interest  of  the  carriers,  of  the  ports,  and  particularly  the  ship- 
pers," and  dismissing  these  ideas  that  they  ought  to  be  made  with 
regard  to  costs.  And  the  Supreme  Court  went  "along  with  that  and 
sanctioned  the  policy  which  said  that  the  controlling  factor  in  rate- 
making  was  not  cost  of  service. 

Xow,  this  was  considered  socially  desirable  in  the  early  1900's  and 
through  the  1920's,  and  what  I  want  to  point  to  today  is  what  hap- 
pened w^hen  the  trucks  came  along,  highways  were  developed,  barge- 
lines  and  other  competition  developed.  ^  What  happened,  what 
happened  to  economics,  and  what  happened  to  regulation. 

The  truckers  were  able  to  come  in,  because  of  this  a  alue-of -service 
rate  structure,  raw  materials  were  low  rated  and  the  manufactured 
products  were  high  rated,  and  the  rates  were  uniform  in  broad  areas 
of  the  country.  So  trucks  would  come  along,  not  all  over  the  area, 
but  between  those  points  and  as  to  those  particular  commodities 
where  the  railroad  rates  on  manufactured  goods  were  very  high.  The 
trucks  could  come  in  and  handle  tliat  business  even  though  the  truck 
costs  were  higher  than  the  rail  costs  because  it  was  the  truck  costs 
being  lower  than  the  railroad  rate  which  meant  they  could  get  the 
business.  They  came  in  under  the  rate  umbrella,  truck  costs  that 
would  make  a  lot  of  jnofits  and  still  be  lower  than  tlie  railroad  rate, 
even  though  it  was  way  above  the  railroad  cost  for  that  manufac- 
tured product  between  those  points. 

Tliis  was  not  only  selective  by  commodities  but  selective  by  points. 
The  railroads  tried  to  meet  this  process  which  is  known  locally  as 
cream  skimming,  several  ways.  On  one  of  them  they  tried  to' im- 
prove their  own  technology  by  buying  their  own  trucks,  putting 
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their  own  intercity  trucklines,  and  they  also  tried  to  meet  the  rates, 
to  make  their  own  rates  more  in  line  with  their  own  rail  costs  and 
take  the  business,  get  back  the  business.  There  they  ran  into  regula- 
tory restraint  with  respect  to  technology;  the  ICC  made  no  bones 
about  it.  In  cases  approved  by  the  Supreme  Court  as  within  their 
regulatory  discretion,  they  limited  the  railroads'  use  of  truck  tech- 
nology and  they  did  it  for  the  avowed  purpose  of  limiting  full  rail- 
road competition  with  over-the-road  motor  carriers.  The  motor  car- 
riers were  to  be  brought  in  by  the  jNIotor  Carrier  Act  under  ICC 
jurisdiction  and  the  ICC  felt  it  was  their  role  to  protect  them. 

With  respect  to  rate  actions,  the  ICC  canceled  railroad  rate  reduc- 
tions designed  to  meet  competition,  notwithstanding  that  they  would 
make,  the  reduced  rates  would  make  a  fine  contribution  to  the  rail- 
roads' net  profit,  and  otherwise  relief  the  burdens  on  other  rates,  and 
they  did  it  many  times,  using  fully  distributed  cost  concepts  which 
economists  have  condemned  as  unsound,  and  the  Supreme  Court 
has  upheld,  not  because  it  makes  any  economic  sense,  but  because 
these  fully  distributed  cost  concepts  were,  they  felt,  within  the  dis- 
cretion of  the  regulatory  body,  notwithstanding  the  economics  of  the 
situation. 

There  were  Congressmen  and  the  Supreme  Court  who  very  aptly 
described  the  lole  of  the  ICC  as  that  of  a  giant  handicapper.  We 
were  not  going  to  have  a  horserace  where  the  speed  of  the  horse  de- 
termined the  outcome.  We  were  going  to  have  a  handicapper  to  de- 
cide who  was  going  to  win. 

Now,  the  point  of  all  this  is  not  one  of  shedding  tears  for  the  rail- 
roads as  corporations.  The  point  is  what  has  been  the  overall  effect 
on  the  economy  and  on  the  consuming  public,  and  on  that  I  am  not 
going  to  give  any  expert  appraisal  of  my  own.  I  will  simply  ref«r  to 
appraisals  that  the  Council  of  Economic  Advisers  have  made,  first 
under  President  Johnson,  and  later  under  the  current  administra- 
tion, in  which  they  found  that  the  ICC's  action  in  protecting  com- 
petitors have  been  detrimental  to  the  interests  of  the  consuming  pub- 
lic. 

Dr.  Peck  of  Yale,  a  former  member  of  the  Council,  has  estimated 
that  detriment  as  amounting  to  several  billions  of  dollars  each  year. 

As  recently  as  January  of  this  year,  the  Federal  Railroad  Admin- 
istrator, the  office  in  the  Department  of  Transportation,  John  In- 
gram, stated  that  "Artificially  sustaining  competition  hurts  the 
whole  Nation  in  the  pocketbook.  It  is  unfair  to  a  far  greater  number 
of  people.  It  is  a  misallocation  of  transportation  resources."'  And 
hopefully  Congress  is  considering  doing  something  to  restore  some 
degree  of  relief  from  this  giant  handicapping  role  that  the  ICC  has 
played  to  such  a  great  cost  to  the  American  people. 

So  now  we  come  to  the  telecommunications  industry,  and  where 
is  that  industry  today?  Now,  as  Mr.  Crosland  has  described  the  his- 
tory, telecommunications  business  came  into  the  1970's  with  a  value 
of  service  rate  structure  developed  in  its  own  way  but  with  the  same 
idea  of  producing  rates  which  were  considered  socially  desirable,  an 
average  to  create  equality  for  all  users,  and  most  importantly,  with- 
out any  particular  regard  to  costs. 

The  charts  that  Mr.  Crosland  showed  indicate  that  the  basic  resi- 
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dence  user  has  been  a  primary  beneficiary ;  operators  of  business  in 
low  density  areas  are  also  beneficiaries. 

Now.  wily  was  this  done?  It  was  done,  as  Mr.  Crosland  has  indi- 
cated, in  many  instances  by  the  State  regulators  who  have  basic  ju- 
risdiction over  the  exchange  rate  structure,  but  not  only  the  State 
regulators.  Before  World  War  II,  the  Pacific  Telephone  Co.  u.nder- 
took  to  have  a  departure  from  the  nationwide  average  rates  because 
of  a  cost  difference  in  a  particular  section  of  the  Pacific  Northwest. 
The  FCC  rejected  any  difi'erentiation  of  toll  rates,  interstate  rates 
on  the  basis  of  costs.'  saying  there  ought  to  be  equal  charges  for 
equal  service,  notwithstanding  any  difference  in  costs. 

Whv?  It  was  not  the  economics  of  the  telephone  business;  it  was 
the  fact  that  as  the  Commission  then  put  it,  telephone  service  and 
the  rates  charged  therefor  have  an  important  and  direct  impact  on 
the  dailv  economic  and  social  lives  of  the  many  millions  of  individ- 
ual telephone  users.  So  it  was  in  the  interest  of  the  user  that  rates 
were  averaged  and  costs  were  not  regarded  as  controlling. 

Now.  this  has  led  us  to  this  value  of  service  rate  structure  with 
the  burdens  of  the  total  cost  being  spread  in  the  way  that  has  been 
described  by  Mr.  Crosland.  It  has  also  produced  a  structure  which 
has,  because  of  its  monopoly  characteristics,  allowed  the  concentra- 
tion of  the  business  and  the  efficiencies  that  have  held  the  cost  down. 
But  one  tiling  that  I  would  like  to  mention  that  has  not  been  men- 
tioned so  far.  What  ever  happened  to  the  monopoly  profits?  Because 
the  Bell  System  is  regulated,  its  return  on  net  worth,  as  shown  by 
Mr.  Cook  last  summer,  is  lust  about  one  half,  just  about  one  half  of 
such  unregulated  companies  as  General  Motors.  General  Electric, 
and  IBM.  So  the  monopoly  profits  are  one  half  of  the  profits  of  cor- 
porations of  comparable  size  that  has  been  produced  by  this  common 
carrier  principle  of  regulation. 

So  along  come  the  trucks  of  the  telephone  business,  the  intercity 
competitors,  the  specialized  competitors,  the  terminal  gear  manufac- 
turers, and  because  of  recent  decisions,  they  are  permitted  entry  into 
this  field.  They  do  not  come,  as  do  tlie  trucks,  these  new  competitors 
do  not  come  and  say  we  will  serve  the  entire  country,  we  will  ser^^e 
the  basic  residence  user  at  the  comparable  rates.  No.  We  will  come 
into  the  intercity  market  where  the  high  density  business  is.  We  will 
sell  terminal  equipment  to  the  elaborate  business  user.  And  you  have 
to  bear  in  mind  that  it  is  Government,  it  is  Government  through  the 
common  carrier  principle  and  the  averaging  and  the  disregard  of 
costs,  it  is  Government  that  has  made  the  Bell  System  vulnerable  to 
these  competitors  because  of  this  rate  umbrella  created  by  Govern- 
ment for  social  reasons.  State  and  Federal  Government  for  social 
and  political  reasons  that  has  made  the  Bell  System  vulnerable  to 
these  selective,  pick-and-choose  competitors. 

Now,  if  the  Bell  System  does  not  compete,  is  not  permitted  to 
compete,  the  contribution  made  by  these  services,  intercity  and  ter- 
minal services,  is  lost.  In  order  to  maintain  the  earning  equal  to  the 
cost  of  capital  and  provide  a  fair  return,  rates  will  have  to  be  raised 
for  everyone  else.  If  the  Bell  System  is  permitted  to  compete,  the 
contribution  will  still  be  there,  but  it  will  not  be  nearly  as  much  as 
it  is  under  the  value  of  service  rate  structure.  Either  way,  competi- 
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tion  means  a  reorientation  of  the  present  rate  structure  to  a  cost-ori- 
ented rate  structure. 

One  thing  that  Congress  and  this  committee  ought  to  look  right  in 
the  eye  is,  3^ou  cannot  have  it  both  ways.  You  cannot  have  competi- 
tion into  a  previously  regulated  monopoly  without  the  price 
adjustments  that  may  help  some  users  but  will  adversely  affect  the 
users  of  basic  services.  You  just  cannot  have  that  both  ways. 

Now,  Mr.  Dean  Rostow  said  it  is  a  tough  choice,  but  you  have  got 
to  make  the  choice.  You  cannot  have  it  both  ways.  You  have  got  to 
look  it  in  the  eye,  know  the  consequences,  and  make  that  choice. 

Now.  the  choice  I  am  talking  about  there  is  between  free  competi- 
tion and  a  regulated  monopoly.  One  thing  I  think  there  is  no  choice 
about  that  really  is  the  worst  of  all  worlds  is  this  idea  of  having 
regulated,  monitored,  cartelized  handicapper  competition  of  the  kind 
the  ICG  found  itself  in,  and  I  thoroughly  agree  with  Mr.  White- 
head's characterization  that  has  been  repeated  here  today  that  the 
FCC's  decisions  are  turning  the  Government  into  a  cartel  manager, 
apportioning  markets  among  competitors,  and  he  says,  "competitors'' 
not  true  competitors,  just  "competitors." 

I  think  Mr.  Whitehead  has  made  an  accurate  appraisal  of  recent 
activities  of  the  FCC  and  is  certainly  supported  by  some  statements 
that  their  staff  has  made  in  speeches  around  the  country.  And  it  is 
not  just  in  rates.  It  is  not  just  in  rates.  It  is  also  in  a  restriction  on 
technology,  very  reminiscent  of  the  ICG's  refusal  to  let  the  railroads 
use  the  modern  technology  of  trucks  and  become  surface  transporta- 
tion competitors.  When  the  domestic  satellites  were  approved,  the 
FCC  inserted  a  very  similar  restriction  in  which  the  Bell  System 
was  precluded  from  using  satellite  technology  for  a  period  of  years 
in  private  line  competition. 

Now,  it  has  been  said  by  philosophers  that  those  who  do  not  study 
history  are  condemned  to  repeat  it.  If  we  are  to  learn  anything  from 
our  regulatory  history,  particularly  the  regulatory  history  of  the 
surface  transportation  industry,  we  ought  to  know  by  now  that  per- 
mitting the  selective  entry  of  competitors  and  at  the  same  time  regu- 
lating to  protect  those  competitors  is  the  worst  of  all  worlds,  partic- 
ularly for  the  consuming  public. 

Thank  you,  Mr.  Chairman. 

Mr.  Chumbeis.  Before  you  leave  the  subject,  there  is  one 
comparison  that  has  not  yet  been  brought  into  these  hearings,  and  I 
would  like  to  get  the  reaction  of  all  of  you  to  it.  Mr.  Hellerman  and 
I  went  to  Canada  to  talk  to  Bell  Canada  about  the  whole  picture.  In 
the  conversations  we  both  asked  the  chairman  of  the  board  about 
terminal  equipment  and  interconnect.  He  said  outside  terminal 
equipment  and  no  interconnect  are  not  permitted  in  Canada ;  and  he 
gave  us  a  reason  why.  It  is  because  it  would  upset  their  whole  sys- 
tem— technology,  rates,  effect  on  all  the  small  users,  and  so  forth.  So 
they  do  not  allow  any  at  all.  At  least  we  in  this  country  do  allow  it 
to  the  extent  that  you  gentlemen  have  mentioned  herein. 

Would  you  want  to  comment  as  to  that  as  we  go  along?  You  do 
not  have  to  do  it  right  now,  as  to  any  parallel  of  why  Canada  as- 
serts the  dangers  they  see  in  it. 
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Yon  liave  already  indicated  some  of  the  dangers  on  the  nse  of  in- 
terconnecting and  terminals. 

Mr.  Trienexs.  Yes,  sir.  My  colleagues  will  address  that  perhaps 
after  the  next  statement.  Thank  you. 

Senator  Hart.  Mr.  Baker. 

Stati^ment  of  Willl\.m  O.  Baker 

]Mr.  Baker.  Thank  you,  sir. 

I  am  president  of  Bell  Telephone  Laboratories,  where  I  have 
worked  for  some  years.  -one 

I  appear  before  this  committee  as  a  representative  of  the  Bell  Sys- 
tem, but  my  remarks  will  be  based  on  a  lifetime  involvement  in  sci- 
ence and  technology,  not  only  as  carried  out  at  Bell  Laboratories, 
but  also  in  various  academic  and  governmental  institutions. 

And  it  is  in  this  regard  that,  as  I  review  the  transcript  of  these 
proceedings.  I  wisli  that  it  contained  more  concerted  discussion  of 
science  and  technologv.  The  omission  is  unworthy  of  the  broad  pur- 
poses of  the  committee's  activity.  And  so  I  am  grateful  and  welcome 
the  occasion  to  describe  briefly  'how  science,  technology-,  and  innova- 
tion arising  from  them  are  related  to  industrial  structure,  the  Bell 
Svstem  mission,  and  competition. 

'in  that  respect,  we  should,  in  the  time-honored  way  of  science, 
comment  quickly  on  definitions. 

Competition  as  a  mode  of  expression  of  human  energy  and  pur- 
pose to  excel,  to  be  there  first,  to  do  the  best,  is  the  primary  ingredi- 
ent of  all  research  and  development,  and  most  particularly  m  the 
ways  that  these  are  practiced  in  industrial  laboratories — such  as  in 
the  laboratories  of  the  Bell  System.  And  as  you  well  know,  sir,  the 
semantic  origins  of  the  word  "competition"  are  synonymous  with 
those  of  competence.  The  pride  that  we  take  in  American  science 
and  engineering,  such  as  that  of  the  Bell  System,  which  has  been  ap- 
proved even  by  our  critics,  is  based  on  competence,  which  indeed 
arises  directly  from  the  ceaseless  and  productive  competition,  in  all 
phases  and  all  levels,  of  our  people  with  the  rest  of  the  world's  com- 
munity in  science  and  engineering — and  even  competition  with  each 
■other. 

And  thus  we  comment,  Mr.  Chairman,  on  Mr.  Nathan's  submis- 
sions to  the  committee,  where  we  try  to  reflect  on  how  the  effects  of 
competition  in  science  and  engineering  help  to  produce  the  overall 
progress  characteristics  of  highly  competitive  structures  that  Mr. 
Xatlian  referred  to. 

^Molecules  just  do  not  know  whether  they  are  present  in  alleged 
monopoly  or  assumed  free-marketry  programs,  but  they  are,  of 
course,  the  stuff  of  the  most  intense  and  refined  intellectual  rivalry, 
which  in  fact  is  a  day-to-day  quality  of  life  in  the  Bell  System  and 
its  industrial  contemporaries  around  the  world.  In  fact,  this  rivalry 
in  research  and  development  is  the  more  fierce  the  larger  the  institu- 
tion, and  point  out  that  by  contrast,  hundreds  of  small,  market-ori- 
ented laboratories  simply  seek  technical  and  trade  differentiation  of 
their  products,  with  no  transferable  innovation  result.  So,  at  the 
roots  of  the  matter,  we  find  that  the  often  discussed  rubric  of  indus- 
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try  structure  lias  not  much  meaning  in  the  forward  thrust  of  human 
affairs  as  embodied  in  natural  science  and  engineering  with  respect 
to  the  role  of  competition. 

The  problem  of  meaning  and  understanding  goes  beyond  this.  For 
competition  to  mean  anything  really  basic  to  the  concerns  of  this 
subconnnittee.  it  apparently  has  to  be  attended  by  a  host  of  economic 
traditions  and  theories  which  have  to  do  with  market  structure  and 
entry  and  so  on.  And  we  are  simply  reporting,  Mr.  Chairman,  that 
these  aspects  are  not  generally  necessary  to  the  liberation  of  energy 
and  the  application  of  human  talent  in  the  broader  meanings  of 
"compete"  and  "competence"  as  reflected  in  science  and  technology'. 
In  fact,  this  difference  raises  a  caution  from  the  scientific  aspect, 
since  while  theorj^  in  physical  science  has  an  unquestionable  record 
reaching  from  Newton  and  gravity  to  the  nuclear  age,  it  is  awkward 
to  find  a  validation  of  economic  theory  with  respect  particularly  to 
innovation.  And  if  there  is  one,  I  am  sure  it  should  be  brought  to 
the  attention  of  these  proceedings. 

Now.  this  is  not  a  trivial,  even  though  possibly  unsettling,  remark. 
For  unless  this  can  be  proved  to  be  wrong,  are  we  not  taking  rather 
sinister  risks  for  the  future  of  our  free  society  in  assuming  some 
consistent,  even  sacred,  generality  of  qualities  in  a  market  structure? 
I  believe  we  can  demonstrate  that  it  is  indeed  unsound  to  assume 
such  generalit}'^  with  respect  to  innovation  in  science  and  engineer- 
ing. Indeed,  the  proposed  irreversible  application  of  such  generaliza- 
tions to  the  telecommunications  industry  seems  to  be  both  wrong 
and  dangerous.  We  shall  try  to  reflect  on  this  in  technically  simpli- 
fied ways — and  we  should  note  a  couple  of  the  underlying  features. 

One  is  that  a  product,  a  single  thing,  or  a  component,  such  as  is 
the  currency  of  conventional  market  activity- — the  appropriate  exam- 
ple, long  ago  adopted  by  the  profession  of  economics,  is  the  mouse- 
trap—has little  or  no  meaning,  that  component,  that  single  thing, 
for  an  operating  system.  And  accordingly,  its  developers,  its  engi- 
neers and  scientists,  and  its  makers  and  sellers,  really  have  no  way 
of  taking  responsibility  for  its  performance,  short  of  owning  or  op- 
erating the  using  system  itself.  In  that  situation  in,  say,  the  case  of 
transistor  radios,  where  the  physiological  system  is  identical  with 
the  purchaser  who  can  make  his  own  decisions  and  evaluations  im- 
mediately, or  even  with  mousetraps,  where  although  there  might  be 
considerable  benefit  from  a  wider  systems  analysis,  the  critical  func- 
tion in  those  cases  can  be  pretty  well  contained  in  the  marketed 
jiroduct  itself — its  compatibility  demands  with  the  rest  of  the  system 
are  only  modest. 

But  in  contrast,  systems  technology  and  innovation  of  the  kind  we 
are  treating  today  demand  at  every  stage  that  every  component, 
every  part,  from  the  wire  on  the  telephone  pole  to  the  elegant  digi- 
tal processors  of  the  No.  4  ESS,  must  balance  in  properties — includ- 
ing lifespan  and  cost — with  all  the  other  systems  ingredients.  And  as 
Mr.  Hough  has  pointed  out,  the  number  of  those  ingredients  is  more 
than  10^%  it  is  more  in  the  millions  of  millions  of  discrete  elements 
in  the  case  of  the  Bell  System.  And  an  entrepreneur,  a  product  mar- 
keter, would  not  have  the  same  incentive  to  burden  his  product  de- 
sign, development,  and  manufacture  with  responsibilities  for  endur- 


4347 

ance  and  precise  optimization  of  such  a  plant  as  the  Bell  Systems 
plant — much  of  it  already  beino:  decades  old.  and  which  must  last, 
all  of  it,  for  many  decades  into  the  future.  For  the  entrepreneur  has 
no  responsibility  for  the  operation  of  that  plant,  for  the  provision  of 
its  services  on  a  universal  and  timely  basis  to  any  and  all  of  the 
American  people.  The  livelier  he  is  in  making,  and  shall  we  say, 
making  integrated  circuit  boards  for  everybody's  enjoyment  in  rec- 
ord players  or  hand  pocket  calculators,  or  movie  camera  controls, 
and  machine  tool  programers,  the  livelier  he  is  in  those  enterprises, 
the  less  interested  he  will  be  in  the  extra  and  often  agonizing  effort 
of  assuring  performance  and  reliability  that  our  systems  demand. 

For  instance,  we  find  in  our  No.  i  ESS  switching  m.achine  that 
maintenance  over  the  years  is  50  percent  less  than  for  comparable 
switching  investment  with  earlier  designs,  and  that  the  No.  4  ESS 
switching  macliine  can  be  arranged  to  take  up  one-sixth  less,  one- 
sixth  of  the  vastly  less  space  that  the  prior  equivalent  toll  switching 
facilities  demanded.  Now  these  are  systems  design  features,  and  yet 
they  impact  ^-ery  lieavily  and  directly  on  the  components,  on  the 
integrated  circuit  packs,  for  example,  with  requirements,  that  if  the 
impact  is  practical  responded  to,  yields  savings  for  telephone  sub- 
scribers, which  is  not,  of  course,  the  prime  motive  of  the  component 
manufacturer. 

This  unique  continuity  of  technical  action,  from  the  basic  discov- 
eries and  inventions  through  to  direct  operations  in  the  network,  is 
possible  only  through  joint  effort  with  the  Western  Electric  Co.  The 
Western  Electric's  role  in  the  conversion  of  science  and  engineering 
into  continuously  evolving  telecommunications  capabilitj^  is  unparal- 
leled in  industry  or  Government.  Without  subjecting  the  exploratory 
programs  or  the  final  development  and  design  at  Bell  Laboratories 
to  self-interested  control,  or  even  to  pressures  for  manufacturing 
convenience,  the  Western  Electric  responds  to  the  modes  and  needs 
for  innovation  with  alacrity  and  high  technical  competency  and  un- 
derstanding. 

Such  a  way  of  accomplishing  the  difficult  phases  of  converting 
new  ideas  and  devices  into  something  actually  usable  and  makable  is 
not  found  in  the  conventional  market-ruled  enterprises,  as  proposed 
to  the  case  of  a  systems-ruled  enterprise.  Not  only  does  the  Western 
Electric  provide  a  daily  liaison  and  cooperation  at  the  various 
branches  of  Bell  Laboratories  situated  at  maior  Western  Electric 
plants — but  allowed  to  operate  wholly  autonomously  therein — but 
further,  its  own  laboratories,  the  laboratories  of  Western  Electric, 
called  the  engineering  research  center,  vigorously  prepare  for  new 
and  versatile  manufacturing  processes  which  are  intimately  coordi- 
nated with  the  design  and  development  of  new  products  and  systems 
at  Bell  Laboratories.  Thus,  in  thin  film  technology-,  a  variety^  of 
basic  processes  Avere  being  explored  at  Western  Electric  Engineering 
Research  Center  simultaneously  and  concurrently  with  the  experi- 
mental work  on  the  circuitry  and  devices  at  Bell  Laboratories.  As 
synthetic  plastics  became  major  structural  elements  in  the  Bell  Sys- 
tem in  new  Bell  Laboratories  designs,  the  engineering  research  cen- 
ter of  AVestern  Electric  conducted  pioneering  studies  of  improve- 
ments in  extrusion  and  of  new  processing  machinery. 
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Many  other  elements  of  the  Western  Electric's  role  have  been 
described  in  other  records  for  this  subcommittee,  such  as  that  by  Mr. 
Stephen  Fletcher.  However,  in  the  context  of  this  report  about  engi- 
neering and  science  and  about  innovation,  the  institutional  and  per- 
sonal affiliation  with  the  Western  Electric  is  intrinsic  to  the  whole 
innovation  process  we  pursue. 

For  instance,  in  the  matter  of  quality  assurance,  such  as  the  result 
of  quality'  control,  a  statistical  technique  discovered  at  Bell  Labora- 
tories which  is  regarded  by  the  industrial  world  as  the  essential  step 
in  the  serial  production  of  product ;  in  that  matter,  the  Bell  Labora- 
tories has  independent  responsibility  for  maintaining  the  highest 
performance  of  all  Western  Electric  output  on  behalf  of  the  operat- 
ing telephone  companies.  This,  of  course,  is  a  primary  object  of  sys- 
tems innovation  through  the  design  and  development  method.  But 
invariably,  and  often  at  large  initial  cost  and  difficulty,  the  Western 
Electric  responds  to  our  extensive  and-  incisive  Bell  Laboratories  re- 
quirements for  tests  and  quality  checks,  both  at  the  early  stages  and 
throughout  manufacturing  schedules.  Bell  Laboratories  has  the  re- 
sponsibility, and  exercises  it  whenever  needed,  of  closing  down  pro- 
duction lines  if  they  produce  unsatisfactory  quality.  Yet,  by  remark- 
able merging  of  interests,  and  the  literal  as  well  as  presumed 
integration  of  purpose,  the  cooperation  of  the  Western  Electric  from 
production  man  to  top  management  in  accepting  and  improving 
with  incessant  economy  the  host  of  new  systems  features,  as  we  shall 
sample  some  of  them  below,  that  cooj)eration  is  simply  indispensable 
to  the  function  of  research  and  development  in  telecommunications. 
And  this  is,  indeed,  the  proper  thing  to  cite,  since  the  manufactur- 
ing methods  and  processes  of  the  Western  Electric  are  recognized 
throughout  the  independent  telephone  industry  as  well  as  in  Govern- 
ment as  the  preferred  and  pacesetting  paths  by  which  new  things 
are  made  into  real  devices  and  systems. 

So  the  Bell  Laboratories  does  depend  on  every  element  of  an  in- 
genious Western  Electric  organization,  including  such  things  as 
Western  Electric  training  centers  for  ESS  operation;  we  depend 
upon  product  engineering  control  centers;  we  depend  on  this  struc- 
ture for  the  translation  of  our  novelty  into  use  just  as  fully  as  we 
depend  on  our  own  creativity  for  the  introduction  of  new  systems. 

Our  greatest  stimulus  to  creativity  is  the  close  bond  to  the  operat- 
ing telephone  network  which  permits  us  to  gauge  what  is  real  and 
what  is  illusory  in  new  teclinology.  Equally,  the  stimulus  to  ingen- 
ious design  and  optimal  economy  of  new"  products  comes  from  this 
same  coworking  with  the  Western  Electric  production. 

We  have  this  symmetry  of  stimulus  for  systems  creativity  from 
the  operating  companies,  stimulus  for  design  and  economy  of  prod- 
uct from  the  Western  Electric,  and  this  is  illustrated  in  many  areas 
such  as  presently,  strikingly,  in  the  Denver  laboratory  for  the  design 
of  PBX's  and  related-customer  facilities.  These  are  a  piece  of  termi- 
nal equipment  that  we  will  refer  to  again  shortly.  This  laboratory  is 
located  in  the  Western  Electric  factory  in  Denver,  and  permits  a 
quick  translation  of  development  into  useful  hardware. 

But  it  has  been  claimed  that  these  features  of  network  compatibil- 
ity and  reliability  do  not  extend  to  things  like  terminal  equipment, 
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■whicli  are  instead  Avrongl}'  claimed  to  operate  independently  of  the 
system.  Examples  of  such  equipment,  of  course,  include  the  tele- 
phone set  itself,  or  a  dataphone  accessory,  or  indeed  to  local  distrib- 
uting methods  that  we  just  noted  as  PBX.  And  we  assert  to  the  con- 
trary that  there  is  a  direct  and  mutual  influence  between  inno^'ation 
in  telephones  and  other  terminal  equipment  and  the  intimate  coordi- 
nation of  new  qua,lities  of  such  apparatus  with  known  and  controlla- 
ble signaling,  transmission,  and  switching  parameters  of  the  system 
to  which  it  must  be  attached.  As  Mr.  Hough  has  brought  out  ear- 
lier, this  appears  especially  in  a  vast,  sensitive  structure  like  the 
Long  Lines  operation,  but  acts  also  in  local  networks. 

Further,  the  responsibilities  of  such  attachments  have  a  profound 
influence  on  the  generation  of  new  science  and  engineering  by  the 
professional  experts,  when  these  people  know  that  they  are  part  of 
the  same  enterprise  that  will  use  their  creations.  Their  compatibility 
tends  to  be  designed  in  very  earh'  indeed,  I  can  assure  you. 

And  for  example,  in  the  historj^  of  key  telephone  systems  and  aux- 
iliary products,  which  was  referred  to  by  Mr.  Frank  JNIcDermott, 
Jr.,  in  earlier  sessions  of  your  committee,  this  history  continues  un- 
interrupted technically  through  the  time  since  the  lA  system  of 
1938.  This  flow  of  systems  innovations  through  terminal  equipment 
research,  development,  design,  and  manufacture  is  an  interesting 
case  of  a  theme  which  we  have  been  reporting  just  now,  that  we 
have  just  noted.  Above  all,  it  illustrates  the  pressure  constantly  ex- 
erted by  consistent  systems  optimization,  the  pressure  exerted  in  en- 
gineering and  operations  for  innovation  and  improvement.  The  inti- 
mate liaison  of  the  engineering  and  operations  departments  of  the 
A.T.  &  T.  Co.  and  of  its  Long  Lines  with  Bell  Laboratories  provides 
a  guiding  thrust  for  our  creation  of  new  components  and  systems. 

We  report  categorically,  Mr.  Chairman,  that  this  pressure  far  ex- 
ceeds an}'  alleged  market  stimulus,  even  for  products  such  as  termi- 
nal equipment.  For  these  reasons,  alleged  competition  for  furnishing 
seemingly  isolated  parts  of  an  operating  system  results  in  neither 
satisfactory  quality  nor  reliability  of  such  components  nor  in  actual 
force  for  innovation  and  improvement  itself — no  manufacturing 
stimulus  either. 

So  we  should  look  quickly  at  the  record  of  key  telephone  technol- 
ogy as  an  example.  As  Mr.  McDermott's  report  shows,  a  constant 
advance  was  in  the  speeding  of  response  to  customer  usage  habits. 
The  key  telephone,  of  course,  is  as  we  say  a  typical  case  of  a  busi- 
ness terminal  facility,  and  the  speeding  of  response  to  the  customer 
usage  habits  and  needs  occurred  in  simplification  and  economy  and 
insulation  and  operation  of  the  unit. 

It  occurred  by,  in  the  first  decade  of  this  period  we  are  looking  at, 
by  the  five  decibel  transmission  gain  for  the  basic  telephone  svstem, 
which  reported  very  substantial  improvement  in  quality.  It  was  ac- 
companied by  the  introduction  of  various  important  technical  inno- 
A'ations,  such  as  wire-spring  relaj'S  and  printed  circuitry,  and  voice- 
switched,  hands-free  transistorized  speakerphone,  repertory  dialers, 
and  so  on,  currently  by  plug  in,  easily  maintained  circuitr3^  But  one 
set  of  requirements  all  this  time  presented  a  constant  challenge. 

Thej  were  the  need  for  providing  these  key  telephones,  these  typi- 
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cal  coniponents  of  the  business  set,  with  full  electric  powerlines.  It 
had  to  come  from  the  regular  electric  power  system,  and  this  was 
■caused  by  tlie  most  practical  operation  recjuiring  signal  lights,  even 
though  small  ones.  These  were  simply  built  into  the  way  the  user  ex- 
pected and  wanted  and  deserved  to  be  able  to  use  the  system.  But 
these  signal  lights  were  based  on  incandescent  bulbs.  They  took 
'extra,  expensive,  and  often  cumbersome  power  lines.  They  had  to  be 
powered  b}^  separate  lines  and  cables  that  came  into  the  office  that 
contained  those  lines. 

This  signal  lamp  or  optical  signaling  market  is,  as  you  can  see,  an 
exceedingly  broad  one,  for  you  know  that  winking  lights  character- 
ize almost  every  instrument  panel,  control  unit,  and  other  display 
system  of  our  modern  society.  They  are  almost  a  mode  of  expression 
of  modern  industrial  society.  And  nevertheless,  despite  the  very 
prosaic  market  need  that  everybody  needed  these  things,  these  were 
still  always  electric  lamps  in  the  case  of  telecommunications  and  in 
the  case  of  every  other  kind  of  things,  and  they  were  parts  of  the 
system  that  nevertheless  required  reliability  and  uniformity,  and  re- 
placing these  lamps  comes  to  be  an  intolerable  cost  for  key  telephone 
operation.  It  is  a  very  difficult  cost  for  many  other  parts  of  indus- 
try, since  one  would  be  using  hours  of  labor  for  maintenance  of 
them  for  cents  worth  of  materials'  cost  and  function.  Although 
bulbs  themselves  do  not  cost  very  much,  but  their  lives  are  unpre- 
dictable. 

The  results  were,  as  we  have  postulated  that  they  would  be,  that 
over  these  decades,  despite  this  very  clear  possibility  for  use,  no  ad- 
vances of  any  importance  were  made  in  this  field  by  the  general 
trade.  This  was  particularly  true  in  that  vigorous  portion  of  the 
general  industry  which  makes  other  electrical  components. 

The  telephone  companies,  however,  demonstrated  emphatically 
that  some  better  display  and  signaling  system  was  absolutely  neces- 
sary, and  this  was  made  a  long-term  objective  in  the  Bell  Laborato- 
ries, and  particularly  when  the  new  era  of  solid  state  electronics 
came  along  in  the  late  1940's.  It  was  therefore  in  the  late  fifties  that 
a  special  effort  was  undertaken  after  searching  fruitlessly  during 
this  early  period  to  see  whether  a  new  class  of  compound  that  had 
been  identified  by  Mv.  Welker  in  Germany — it  was  a  semiconductor 
like  the  bases  of  transistors,  but  a  semiconductor  of  different  compo- 
sition, transparent  to  visible  light — could  be  made  to  embody  a  prin- 
ciple that  was  discovered  at  Bell  Laboratories  in  the  period  of  tran- 
sistor and  later  semiconductor  invention.  It  greAv  out  of  the  fact  that 
Chynoweth  and  McKay  had  reported  in  Bell  Laboratories,  from 
fundamental  structures  of  iunction  physics,  which  is  the  very  heart 
of  the  whole  field  of  solid  state  electronics,  a  field  which,  as  you 
know,  is  now  responsible  for  more  than  $30  billion  of  our  gross  na- 
tional product. 

Way  back  in  the  beginnings  of  the  understanding  of  this  field,  it 
was  found  that  light  could  be  produced  from  reverse  biased  struc- 
tures, as  they  are  called,  simple  treatments  of  these  very  precisely 
controlled  crystals.  The  rest  of  the  chronicle  is  an  elegant  but  en- 
tirely typical  record  of  scientific  and  technical  creativity,  based  on 
systems  advance,  based  on  systems  stimulus. 
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You  have  already  guessed  tlie  present  phase  of  it,  which  is  that  all 
key  telephones  will  now  have  signal  lights  of  various  colors,  thereby 
notably  extending  their  functions,  that  are  made  of  these  new  light- 
emitting  diodes.  These  light-emitting  diodes  are  so  efficient  in  their 
power  demands  that  they  are  simply  powered  over  the  ordinar}-  tele- 
phone lines.  They  are  manufactured  by  Western  Electric.  This  labo- 
ratory model  is  powered  by  less  than  2  volts  and  3  milliamperes. 
Now,  that  was  a  very  modest  illumination.  But  it  is  so  far  below 
and  it  is  jierfectly  visible  and  detectable  in  use,  it  is  so  far  below  the 
power  required  for  any  kind  of  optical  signaling  system  in  any  way 
before,  that  of  course  it  has  opened  a  completely  new  era  of  such 
signaling.  The  incandescent  bulb  of  Edison,  the  fluorescent  light  in- 
vented by  Boutry  and  these  light-emitting  diodes  are  the  three  great 
steps  in  the  illumination  for  mankind  since  the  candle  and  the  oil 
lamp. 

Yfliat  may  not  be  so  obvious  is  that  the  systems  innovation  in.  a 
vertically  integrated  industry  drives  tow^ard  improvement  of  such 
components  and  equipment  in  ways  that  just  do  not  come  from  gen- 
eral market  activity  endeavor.  As  you  will  very  well  know,  these 
diodes  which,  as  you  can  probably  see  here,  will  form  all  kinds  of 
colors  now,  are  being  used  in  all  of  the  hand  computers.  They  are 
being  increasingly  used  on  moded  and  other  signaling  systems.  They 
are  essential  in  the  systems  of  optical  communication  and  data  proc- 
essing now  being  developed. 

This  happened  in  America  because  we  have  allowed  industries  of 
this  scope  and  character  to  pursue  the  most  fundamental  concepts  of 
physical  science,  the  very  action  of  electrons  and  waves,  of  quantum 
entities  envisioned  by  Einstein  and  the  pioneers  in  the  subject.  This 
work  has  been  translated  b}"  Bell  into  practical  technology,  and 
through  our  patent  and  licensing  and  publication  policies,  has  been 
made  also  available  to  any  other  industry  that  will  find  additional 
uses  for  a  public  and  economic  benefit.  And  as  you  knoAv.  a  very 
strong  industry  is  arising  in  this  whole  light-emitting  diode  area. 

The  whole  course  of  these  findings  has  a  basis  in  the  kinds  of  peo- 
ple, the  dedication  and  commitment  that  they  have  to  make  these 
new  processes  Avork.  and  to  create  the  new  things  that  we  pursue. 

The  same  kinds  of  people,  the  kinds  of  stimulus  from  systems 
needs,  were  true  for  Pfann's  invention  of  zone  refining,  which  cre- 
ated the  first  usable  matter  for  transistors.  It  is  the  worldwide  basis 
for  production  of  ;i]l  silicon,  germanium,  and  related  substances  on 
which  solid  state  electronics  depends. 

It  is  perhaps  a  little  poignant  recollection  that  a  week  or  so  ago, 
the  fifth  anniversarv  of  Armstrong's  landing  on  the  moon,  reminds 
one  of  Sir  Jolm  Cockcroft's  observation  a  few  years  ago  that  with- 
out these  solid  state  devices,  these  crystals,  these  things  that  we  now 
find  give-'  out  light  that  earlier  controlled  electrons,  these  junction 
devices  that  came  out  of  the  pressures  of  telephone  systems  innova- 
tions demand,  without  those  devices  no  space  exploration,  no  satellite 
orbiting  or  missile  production  would,  according  to  Sir  John,  would 
have  been  possible. 

So  perhaps  you  will  be  intrigued  that  these  are  some  of  the  w^ys, 
in  Avhich  the  response  to  a  system's  need,  in  the  primary  example— 
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that  of  the  key  telephone — has  stimulated  innovation.  In  markets 
that  are  competitive  in  the  sense  of  our  hearings,  like  say,  garment- 
making,  it  is  hard  to  find  some  similar  evidence. 

There  is,  however,  innovation  that  we  should  remark  about  in  a 
much  different  kind  of  industry  such  as  garment  making,  and  it  did 
not  happen  in  that  case  through  competition.  The  most  important 
part  of  it,  of  course,  is  the  use  of  synthetic  fiber,  which  has  revolu- 
tionized the  comfort,  economy,  and,  not  so  incidentally,  the  ecology 
of  the  developed  world. 

The  point  is  that  these  fibers  came  from  relatively  integrated 
chemical  industries  which  were  interested  in  raw  materials  which 
could  be  converted  directly  by  them  into  a  systems  function,  a  paral- 
lel to  telecommunications  that  we  are  talking  about,  a  comparable 
kind  of  integration  and  systems  need — a  systems  function  such  as 
that  of  a  fiber  and  a  fabric. 

Some  of  us  on  behalf  of  the  American  Chemical  Society  have  re- 
cently documented  this  extraordinary  saga  in  the  report  entitled 
''Chemistry  and  the  U.S.  Economy."  There  are  some  pretty  deep  les- 
sons, we  think,  in  it  for  critics  of  industry  concentration  and  inte- 
gration and  for  the  relationship  between  innovation  and  market  al- 
location and  dispersion.  But  this  is  not  the  reason  that  I  refer  to  it 
here,  sir.  The  reason  is  that  another  recent  and  dramatic  innovation 
in  garment  making  is  that,  led  by  the  French  industry,  increasingly 
the  economic  and  waste-free  cutting  of  valuable  fabric  to  fit  the 
human  shape — I  apologize  for  that  pretty  dull  description  of  the 
great  couturiers  of  Paris — but  anyway,  that  is  this  cutting  of  the 
valuable  fabric  to  fit  the  human  shape  is  done  by  laser  beam. 

This  is  laser  energy,  or  coherent  light,  discovered  by  Schawlow 
and  Townes  in  the  Bell  Laboratories  in  1958.  At  last,  another  age- 
old  human  labor  is  being  relieved.  The  snip,  snip,  snip  of  the  shears 
is  replaced  in  many  centers  by  the  use  of  ever  present  machine  cut- 
ters. Those  too  will  be  abolished  by  tlie  use  of  the  fourth  great  ad- 
vance in  light  generation  in  modern  history. 

Once  more  you  will  know  that  new  industries  have  already  been 
derived  from  this  finding.  We  shall  point  out  later  that  it  can  lead, 
if  we  are  given  the  chance  to  apply  it,  to  as  dramatic  an  advance  in 
telecommunications  as  Bell  work  on  radio  and  coaxial  cables  and 
v;aveguides  has  already  achieved  for  our  Xation  and  the  world. 

But  right  now  my  point  is  different.  It  merely  is  that  our  press- 
ing, relentless,  internal  competition  for  systems  improvement,  for 
new  ways  of  modulating  the  energy  of  signals  to  handle  human  in- 
formation, led  us  to  the  laser.  It  led  us  to  the  phenomena  of  ener- 
getic population  inversion  that  Townes  perceived  first  in  principle, 
stemming  from  his  original  work  in  microwave  spectroscopy  at  the 
Bell  Laboratories  just  following  World  War  II. 

It  is  fascinating,  although  chilling,  to  speculate  on  what  might 
have  happened  if  one  had  depended  on  dispersed,  fragmented  free- 
market  stimulus  to  introduce  lasers  into  the  free  world.  For  one 
thing,  we  are  quite  sure  from  the  work  of  Basove  and  Prokharov 
that  we  should  have  been  hearing  of  lasers  first  from  Russia.  We 
should  have  been  hearing  of  them  as  sources  of  the  most  intense 
nonnuclear  energy  ever  achieved  by  man,  with  brilliance  rivaling  the 
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sun.  Instead  of  that,  as  3'ou  know,  thej^  completely  and  fully  came 
from  xVmerican  industry. 

As  you  will  know  from  current  work,  tliey  offer  a  high  probabil- 
ity of  so  intense  an  energy  source  that  it  will  induce  fusion  of  nu- 
clear particles,  yielding  controlled  thermonuclear  reactions.  In  the 
last  few  months,  claims  of  substantial  fusion  events  and  the  accom- 
panying neutron  production  due  to  high  energy  laser  illumination 
have  been  reported  in  the  United  States. 

AVliat  sort  of  detente  should  we  have  in  a  trade  agreement  to 
barter  some  of  our  phosphate  ore,  for  instance,  for  a  hint  of  how  to 
make  a  Soviet  carbon  dioxide  laser?  This  was  actually  discovered  in 
our  Murray  Hill  Laboratories  by  Kumar  Patel. 

These  and  derived  systems  now  provide  an  energy  source  which  is 
not  only  the  essence  of  "smart  bombs'-  for  national  security  but  for  a 
host  of  technologies.  These  range  from  a  measure  of  continental 
drift  to  the  world's  most  efficient  ways  of  laying  out.  by  civil  engi- 
neering, water  and  waste  duct  systems,  which  must  be  in  line  and 
geometricalley  positioned. 

These  examples  we  have  discussed  so  far,  of  the  stimulus  of  sys- 
tems operation,  vertical  integration  and  genuine  intellectual  competi- 
tion to  innovation,  could  have  been  supplied  in  exhausting  detail  for 
all  the  elements  of  the  Xation's  telephone  system,  as  well  as  to  the 
coordinate  impacts  on  other  industries  and  other  things  of  the  Na- 
tion that  we  have  cited. 

What  I  am  saying  is  tliat  the  extensive  evidence  you  have  heard, 
especially  beginning  with  that  of  my  associate  Dr.  Jack  Baird  last 
year,  speaking  as  the  chief  engineer  of  the  American  Telephone  & 
Telegraph  Co.,  gives  excellent  technical  descriptions  of  how  an  inte- 
grated system  actually  functions.  Progress  in  that  function,  as  Mr. 
Hough  has  also  pointed  out,  is  based  on  the  same  methods  of  advance, 
!Mr.  Chairman,  that  we  have  attempted  to  sample  quickly  today. 

We  shall  not  take  the  time  to  touch  on  very  many  more  of  them, 
although  we  have  cited  others  in  our  submission. 

One  that  may  interest  you  involves  switching  which,  as  you  know, 
involves  making  someone  in  the  case  of  a  particular  telephone  con- 
versation of  7  million  billion  possible  combinations,  a  process  which 
takes  place  about  600  million  times  a  day. 

In  that  case,  the  stimulus  from  the  systems  need  led  to  the  evolu- 
tion of  the  digital  computer  and  its  accessories.  It  caused  the  begin- 
ning and  has  led  to  the  further  progress,  along  with  other  parts  of 
industry  and  Government,  of  the  computer  age. 

The  concept  of  digital  processing  electrically  by  the  logic  of  tele- 
phone switching  was  discovered  by  Stibitz.  Bell  Laboratories,  in 
1937,  and  was  achieved  in  a  machine  by  Stibitz  and  Williams  which 
performed  the  calculations  of  the  modern  digital  computer  in  1939. 
Since  then,  the  digital  machines  have  been  vastly  improA^ed  by  us 
and  by  others.  But  the  discovery  of  that  phenomenon,  coupled  with 
the  theory  of  information,  the  theory  of  communication  and  infor- 
mation theory,  generated  by  Shannon  at  tlie  Bell  Laboratories,  has 
led  to  the  basis  for  all  modern  data  ]iroeessing  and  digital  communi- 
cations. 

It  says  that  digital  encoding  is  capable  of  representing  all  the 
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knowledge  of  mankind.  Now,  the  thing  that  telegraphers  used  to 
seek  to  encode  a  telegraph  message  with  Morse  code  or  whatever, 
that  kind  of  electrical  effect  is  actually  capable  of  encoding  anything 
at  any  time  ever  known  by  man. 

Now,  that  development  from  the  telephone  technology  has.  of 
course,  reached  out  into  all  phases  of  our  modern  industrial  society. 
The  revolution  is  still  in  full  course.  Each  No.  4  ESS  switching  sys- 
tem usiiig  digital  signals  by  time  division  can  handle  107,000  termi- 
nations, and  with  the  associated  processor,  which  is  the  computing 
function  itself,  will  handle  at  least  350,000  telephone  calls  an  hour  in 
a  way  that  would  require  hundreds  or  even  thousands  of  of>erators 
to  manage.  The  use  of  these  new  facilities  is  proceeding  rapidly. 

In  view  of  its  history,  Mr.  Chairman,  we  are  baffled  and  even  dis- 
mayed to  find  that  even  such  continued  technical  progress  as  the 
end-to-end — and  ultimately  switched — Dataphone  digital  service 
developed  and  readied  by  the  Bell  System  has  not  yet  been  permit- 
ted to  operate. 

This  network,  which  can  be  extended  readily  nationwide,  is  equiv- 
alent to  a  new  national  resource.  In  many  nations,  it  could  represent 
a  major  step  into  the  future  and  would  be  of  primary  value  to  our 
own  economy,  our  social  order,  and  education  through  the  digital 
]H-ocessing  facilities  it  can  enable,  those  very  digital  processing  facil- 
ities that  I  hurriedly  referred  to  above,  which  are  pervading  educa- 
tion and  business  and  learning  and  government  in  all  phases,  and  wo 
serve  those  processes. 

Do  we  not  soberly  have  to  inquire  whether  a  dogmatic  application 
or  interpretation  of  theories  of  competition  should  be  used  to  de- 
prive a  nation  of  new  ways  to  expedite  its  business,  its  government, 
its  social  structure,  with  the  help  of  tens  of  thousands  of  terminal 
machines  which  this  system  would  support  ? 

We  could  make  also  similar  references  to  the  growing  and  wide- 
spread use  of  PBX  machines  which  have  been  cited  from  time  to 
time  as  independent  terminal  equipment.  They  are  not.  of  course. 
They  are  an  intrinsic  part  of  the  system. 

One  aspect  of  this  function  t^hat  is  coming  out  of  the  switcldng 
science  and  technology  is  that  we  can  perform  many  of  the  functions 
of  PBX  machines  at  a  central  office.  And,  increasingly,  the  user  can 
get  all  of  the  advantages  of  personalized,  localized  service  without 
having  to  have  the  facilities  in  his  buildings  and  on  his  mind.  So 
that  the  arguments  about  that  particular  element  of  our  technology 
are,  indeed,  very  different  than  has  been  claimed. 

One  other  aspect  of  our  systems-induced  innovation  to  which  the 
fallacy  of  market  competition  might  carelessly  be  applied  should  be 
mentioned.  It  is  the  primary  matter  of  materials,  which  represent  a 
major  cost  of  the  telephone  plant,  and  of  course  represent  a  vast  in- 
dustry in  our  country,  covering  all  of  the  metals,  plastics,  rubbers, 
ceramics,  and  other  major  classes  of  substance,  which  innovates  vig- 
orously the  industry  supporting  all  of  those. 

Yet  even  here  the  stimulus  of  the  Bell  System  plant  with  which 
we  have  to  live,  as  well  as  to  help  create,  has  led  the  Bell  System 
and  its  laboratories  to  be  a  principal  source  of  modern  materials  sci- 
ence and  engineering.  This  is  currently  documented  in  a  study  of  a 
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special  committee  of  the  National  Academy  of  Sciences,  which  has 
recentl}'  issued  the  report,  "Materials  for  Man's  Needs". 

I  would  only  cite  in  this  respect,  Mr.  Chairman,  that  the  one  case 
of  the  telephone  company  system's  demand  for  improved  cable 
sheathing,  compared  to  the  classical  use  of  lead,  saved  in  the  cost  of 
the  synthetic  material  that  the  Bell  Laboratories  and  Western  Elec- 
tric developed,  saved  in  the  cost  of  the  sheathing  material  itself,  $2 
billion  over  the  past  25  years,  which  somewhat  exceeds  the  total  cost 
of  the  fundamental  research  and  fundamental  development  that  the 
Bell  Laboratories  spent  over  that  whole  period — not  the  cost  of  ail 
of  the  final  development,  but  the  whole  cost  of  fundamental  research 
and  development. 

This  sheathing  has  now  replaced  lead  in  power  cables.  It  has 
caused  a  revolution  in  electrical  distribution  and  communications 
facilities  throughout  the  country.  It  has  reduced  the  world  consump- 
tion of  lead  so  drastically  that  the  ecolog}^  of  lead  mining,  a  very 
dangerous  and  difficult  subject,  has  been  highly  modulated.  Even 
squeeze  bottles  were  a  byproduct  from  this,  whether  you  regard  that 
as  a  cultural  advance  or  not. 

Anyway,  we  have  to  say  that  this  venture  which  replaced  a  major 
structural  material  on  a  scale  that  had  never  been  achieved  before 
was  not  done  without  difficulty,  without  stumbles.  Innovation  every- 
where, and  especially  on  our  scale,  is  a  risk  venture.  Dealing  with 
technological  risks  is  a  big  part  of  our  activity.  But  unlike  the  gen- 
eral market  quasi-competition,  we  have  to  live  with  what  we  event- 
ually do.  We  do  not  sell  the  polyethylene  cable  sheath  and  walk 
away  from  it,  as  is  the  classic  caveat  emptor  doctrine  of  much  mar- 
ket entrepreneurship. 

In  this  report  to  you  of  the  role  of  network  responsibility  and 
vertical  integration  in  the  technical  progress  of  telecommunications 
and  electronics,  we  have  tried  to  treat  some  examples  of  what  exists. 
But  let  us  conclude  in  saying  in  many  ways  this  is  but  a  prolog  for 
the  future  if  we  are  given  a  chance. 

We  shall  not  boast  of  future  accomplishments.  But  we  do  have 
faith  and  are  fully  committed  to  the  future  in  our  actions  and 
projections  right  now.  Whatever  precarious  signals  one  can  feel  die 
future  in  science  and  engineering  is  giving,  they  seem  even  more  ex- 
citing and  productive  than  in  the  past. 

New  combinations  of  metals  and  insulators,  operating  at  near  ab- 
solute zero,  were  conceived  by  Anderson  and  Josephson,  as  the  Jo- 
sephson  junctions,  and  at  the  Bell  Laboratories,  these  utterly 
unanticipated  devices  were  realized  first  in  our  laboratory  by  Ander- 
son and  Rowell.  They  will  measure  10~^*,  which  is  a  hundredth  of  a 
millionth  millionth,  as  I  can  assure  you,  utterly  negligible  quantities 
of  volts,  a  quantity  of  electrical  potential  so  small  that  it  opens  up 
new  horizons  of  thought  about  signals  and  about  science,  really. 

In  the  work  of  Walter  Brown,  Walter  Gibson,  and  their  associates 
at  the  Bell  Telephone  Laboratories  on  the  implantation  of  nuclear 
projectiles  as  ions  into  thin  films  of  semiconductors  and  insulators, 
we  are  finding  completely  new  modes  of  electronic  behavior.  A  de- 
rivative of  the  channeling  studies  of  ion  bombardment  was  a  time 
measurement  by  Gibson  of  a  hundred-thousandth  of  a  millionth  of  a 
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milliontli  second,  a  quantity  thousands  of  times  smaller  in  time  than 
had  ever  been  observed  by  man,  and  one  which  is  absolutely  intrinsic 
for  our  future  ventures  in  telecommunications,  because  it  is  a  divi- 
sion of  time.  It  is  the  serialization  of  the  signal  in  time  which,  of 
■course,  is  a  basis  for  human  communication,  as  well  as  voice  or  elec- 
tricity or  whatever. 

With  such  basic  elements  of  nature  as  the  second,  the  volt,  the 
numbers  of  quanta  from  a  laser  being  drastically  cast  into  new  di- 
mensions, and  also  with  the  engineering  and  scientific  capabilities  of 
the  digital  computers  we  have  spoken  about,  we  believe  that  a  new 
world  of  communications  and  information  processing  beckons  bril- 
liantly in  the  times  ahead. 

We  can  say  that  the  struggle  for  world  position  and  for  ideologi- 
cal value  and  acceptance  will  depend  heavily  on  how  we  meet  this 
future  and  how  well  modern  communication  and  information  method- 
oloirv  are  put  at  the  service  of  our  Nation. 

We  have  spoken  about  the  very  exciting  new  visions  here  of  such 
things  as  optical  communications,  depending  on  glass  fibers.  We  can 
see  those  in  a  cable  like  this,  in  an  aggregation  like  this,  of  fibers 
which  lose  thousands  of  times  less  light  in  passing  through  them 
than  any  form  of  matter  ever  lost  in  transmitting  light  before.  These 
are  thousands  of  times  clearer  than  any  glass  ever  made,  ever  put 
into  the  finest  lenses  or  optical  equipment,  before. 

As  the  result  of  the  ruthless  demands  of  the  telephone  system  for 
reducing  the  number  of  completely  new  kinds  of  optical  repeaters 
and  optical  amplifiers  which  would  be  put  in  also,  a  system  depend- 
ing on  these  fibers. 

I  would  conclude,  beginning  on  page  35,  that  we  have  been  per- 
mitted to  describe  to  you  some  features  of  how  the  Bell  System  has 
evoked  and  applied  technical  innovation.  As  I  have  personally  seen 
and  participated  in  it.  I  have  felt  obliged  during  this  third  of  a  cen- 
tury to  maintain  intimate  association  with  our  contemporaries  in 
government,  universities,  and  industry  as  this  20th  century  age  of 
science  and  engineering  has  evolved.  This  has  led  to  many  other  ven- 
tures than  those  we  have  cited  in  telecommunications,  such  as  the 
first  communications  satellite,  which  was  created  by  the  Bell  System, 
and  subsequently,  on  the  basis  of  these  themes,  we  have  participated 
in  other  space  ventures  such  as  the  Apollo  mission  and  other  fea- 
tures that  Mr.  Hough  has  referred  to. 

In  the  course  of  this  work,  and  much  other  with  which  we  have 
kept  fully  current,  involving  other  modes  of  innovation  and  discov- 
ery throughout  the  world,  I  would  only  say  finally,  Mr.  Chairman, 
that  there  has  merged,  both  by  the  testimony  of  our  peers  in  other 
laboratories  and  institutions,  including  the  Government,  and  by  our 
own  firsthand  findings,  a  disintegration  of  the  Bell  System  would 
destrov  Bell  Telephone  Laboratories.  The  forceful  professional  com- 
petition, the  stimulus  of  the  insatiable  demand  and  opportunity  of 
the  operating  network  for  innovation,  for  improvement,  for  economy 
and  for  efficiency,  the  personal  excitement  and  commitment  to  see  re- 
alized in  honest  technical  terms,  through  the  partnership  of  the 
Western  Electric,  to  see  realized  the  actual  manufacture  and  instal- 
lation of  new  things,  all  of  these  will  not  survive  dismemberment. 
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Those  of  us  Avho  have  worked  for  decades  to  attract  and  help  fulfill 
the  human  goals  of  our  professional  community  working  toward  a 
common  purpose  know  that  it  will  not  stay  together  under  fracture 
of  the  Bell  System  or  even  under  indefinitely  continued  harassment. 

Yet,  the  alternatives  of  being  allowed  to  go  forward  are  achingly 
alluring,  for  we  represent  now  the  youngest  engineering  and  science 
laboratory  in  the  country,  perhaps  in  the  world,  according  to  the 
median  age  of  our  professional  statf,  as  surveyed  by  the  Livermore 
Scientific^Laboratory,  the  Manhattan  study,  of  a  couple  of  years 
ago.  With  a  population  of  median  age  in  the  low  oO's,  we  find  an  ag- 
gregation of  talent,  including  some  2.000  Ph.D.s  never  before  fo- 
cused on  a  defined  and  common  purpose.  But  it  is,  accordingly,  a 
fragile  community.  Each  individualistic  member  who  will  do  the 
creating  and  inventing  and  coworking  with  the  Western  Electric 
and  the  operating  companies  has  to  be  convinced  that  it  is  a  doable 
and  practical  task.  Our  own  experience  in  organizing  and  participat- 
ing in  the  national  energy  research  and  development  programs  in 
the  past  year  demonstrated  even  more  poignantly  than  before  that 
in  vast  systems  such  as  electrical  utilities,  the  fragmentation  of  engi- 
neering and  systems  operational  courses  and  endeavors  is  disastrous. 
And  that  is  what  would  happen  to  us.  What  a  bitter  turn  of  history 
it  would  be  to  find  that  the  casual  application  of  a  vague,  outworn, 
and  never  proved  myth,  that  "technosystems''  should  be  controlled 
by  a  casual  salesmanship  of  hardware  really  made  for  something 
else,  should  result  in  a  destruction  of  an  existing  one  of  those  insti- 
tutions which  we  are  otherwise  trying  hard  to  create. 

The  notion  that  Bell  Laboratories  could  endure  and  function  away 
from  the  Western  Electric  and  the  operating  integrated  Bell  System 
would  be  laughable  were  it  not  so  sinister  and  so  ominous,  for  as  we 
have  said,  the  stimulus  to  our  thought  comes  from  the  bold  and  stir- 
ring challenge  that  if  we  can  think  of  new  digital  networks,  of  new 
telephone  instruments,  of  new  modes  of  distribution  like  satellites 
and  fiber  optics,  of  new  kinds  of  radio  qualities  like  DUY,  then  we 
have  in  the  Bell  System's  integrated  affairs  and  skills  the  opportu- 
nity to  see  the  thrust  of  human  creativitv  converted  to  human  bene- 
fits. 

In  engineering  and  science,  we  have  to  depend  on  the  evidence, 
and  in  these  issues  that  I  have  cited,  with  which  we  conclude,  some 
parts  of  the  world  show  us  the  technical  alternatives.  One  of  them 
has  been  described  by  a  senator  of  France,  Senator  Chauvin,  as 
quoted  in  a  recent  publication  in  which  Senator  Chauvin  said : 

The  situation  of  the  telephone  service  in  the  Paris  region,  400,000  pending 
requests  for  new  phones  plus  100,000  requests  for  transfer,  has  become  a  sub- 
ject of  sarcasm  and  jokes,  when  it  does  not  generate  anger.  A  Paris  nightclub 
entertainer  sings  everyday,  "1  million  Frenchmen  wait  for  a  telephone  and  7 
million  wait  for  the  dial  tone." 

Telephony  is  not  the  easiest  pursuit  in  the  world,  and  France  is  by 
no  m.eans  the  worst  example  of  its  difficulties.  I  can  assure  you,  Mr. 
Chairman,  from  the  many  discussions  with  my  engineering  and  sci- 
entific counterparts  in  other  telephone  administrations,  in  the  Penn 
Central  Railroad,  in  Consolidated  Edison  Co.,  in  certain  airlines, 
and  other  essential  institutions,  that  our  Government,  if  it  wishes, 
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can  arran<;e  for  us  to  follow  France  and.  with  traditional  American 
zeal,  go  down  even  deeper.  But  the  wonderful  option  yet  remains, 
that  if  our  system  is  supported,  not  just  tolerated  and  pulled  at.  but 
approved  and  affirmed,  the  path  is  upward  and  straight  ahead. 

Thank  you,  sir. 

Senator  Hart.  It  is  a  good  thing  we  are  about  due  for  a  recess. 
That  was  a  delightful  concluding  statement. 

You  were  gentle  enough  to  throw  in  at  several  points  in  your  pas- 
sage, as  you  know,  especially  you  were  gentle  when  I  realize  wliat 
you  think  of  even  the  legislation  I  proposed,  much  less  my  scientific 
ability,  but  it  was  something  that  I  would  inhale  slowly,  but  we 
have  enjoyed  trying  to  get  a  handle  on  it. 

Unlike  that  French  senator,  there  will  be  a  number  of  telephone 
calls  that  will  have  reached  my  office,  some  of  which  will  expect 
fairly  prompt  reply.  I  will  permit  that,  among  other  things,  for  all 
of  you. 

Let  me  suggest  a  recess.  Is  2  :30  all  right  for  you  ? 

Mr.  Crosland.  Yes.  2:30  would  be  fine  with  us;  any  time  that  is 
convenient  for  j^ou,  sir. 

Senator  Hart.  All  risrht.  We  will  then  recess  until  2 :30. 

[Whereupon,  at  1 :43  p.m.,  the  subcommittee  recessed,  to  recon- 
vene at  2 :30  p.m.  this  same  day.] 

afternoon  session 

Senator  Hart.  The  subcommittee  will  come  to  order. 

STATEMENTS  BY  PANEL  OF  WITNESSES  ON  BEHALF  OF  A.T.  &  T.— 
EESUMED 

BAKER,  WILLIAM  0.,  PRESIDENT,  BELL  TELEPHONE  LABORA- 
TORIES, INC.,  MURRAY  HILL,  N.J. ; 

CROSLAND.  EDWARD  B.,  SENIOR  VICE  PRESIDENT,  A.T.  &  T., 
NEW  YORK,  N.Y. : 

FLETCHER,  STEPHEN  H.,  VICE  PRESIDENT,  GENERAL  COUNSEL. 
WESTERN  ELECTRIC  CO.,  NEW  YORK,  N.Y. : 

HOUGH,  RICHARD  R.,  PRESIDENT,  LONG  LINES  DEPARTMENT, 
A.T.  &  T.,  NEW  YORK,  N.Y. ;  AND 

TRIENENS,  HOWARD  J.,  ATTORNEY,  SIDNEY  &  AUSTIN, 
CHICAGO,  ILL. 

]\Ir.  Crosland.  Mr.  Chairman,  when  we  broke  for  lunch,  I  think 
we  had  an  unanswered  question  that  was  posed  by  Mr.  Chumbris. 

Would  you  like  for  us  to  clear  that  up  before  we  start  cross-exam- 
ination, sir? 

Senator  Hart.  Fine. 

Mr.  Crosland.  With  your  leave,  sir,  I  will  ask  INIr.  Hough  to  clar- 
ify the  Bell  Canada's  attitude  toward  competition,  and  especially  as 
common  carriers. 

^Ir.  Hough.  Well,  Bell  Canada,  like  many  foreign  telephone  ad- 
ministrations, appreciates  the  potential  harm  to  the  network  and  its 
sensitivity  to  uncontrolled  interr-onnection.  and  therefore  they,  like 
others,  have  been  opposed  (o  this  as  you  indicated  Mr.  Scribner  told 
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you  it  happens  in  Canada.  Their  view  is  also  shared  by  the  Cana- 
dian Government. 

]Mr.  Chumbris.  That  is  the  way  I  understood  it.  The  Canadian 
Government  made  it  clear  that  they  were  not  going  to  allow  inter- 
connect, et  cetera,  to  interfere  with  the  franchise  that  the  company 
had. 

Mr.  Hough.  Yes,  sir;  and  also  I  understand  that  this  view  has 
been  supported  in  the  Canadian  courts. 

Mr.  Chumbris.  Thanlv  you  very  much. 

Senator  Hart.  Thank  you. 

Last  year,  and  this  bears  somewhat  on  the  point  that  Mr.  Chum- 
bris was  discussing.  I  had  the  impression  that  the  Bell  System  posi- 
tion could  be  described  as  ''Well,  if  there  is  going  to  be  competition, 
let  us  compete."  And  this  morning  I  sensed  a  change  in  that  theme : 
no  specialized  common  carriers,  no  terminal  equipment  manufactur- 
ers. Communications  should  be  offered  by  franchised  monopoly  com- 
mon carriers  subject  to  strict  regulation. 

Please  react  to  that. 

Mr.  Crosland.  INlr.  Chairman,  may  I  respond  to  that,  please,  sir. 

If  I  left  that  impression  I  failed  miserably  in  my  efforts  this 
morning  to  state  correctly  the  Bell  System  position,  and  I  apologize 
for  having  done  so. 

As  a  matter  of  fact,  our  position,  if  I  may  capsulize  it,  sir.  is  sim- 
ply that  we  recognize  that  it  is  not  in  our  province  at  all  to  deter- 
mine the  public  interest,  whether  there  should  be  or  should  not  be 
competition  in  telecommunications.  That  is  within  your  province, 
within  governmental  authority's  jurisdiction,  and  it  certainly  rests 
within  your  discretion. 

Xow.  however,  Ave  feel  we  have  an  obligation  to  point  out  to  you 
and  the  public  generally  what  the  consequences  of  competition  will 
be  in  our  judgment,  if  it  is  permitted  in  telecommunications.  Now. 
from  the  beginning,  when  we  did  not  have  any  competition,  up  to 
about  1894.  so  history  tells  me,  but  there  was  a  great  deal  of  compe- 
tition in  the  telecommunications  industry  from  about  1894  until 
about  1911,  if  I  remember  correctly,  when  regulation  came  into 
being  on  the  national  level. 

In  1921,  with  the  passage  of  the  Lewis-Graham  Act,  permitting 
mergers  in  the  telecommunications  industry  and  abhorring  competi- 
tion. In  the  telecommunications  industry  the  Congress  again  reaf- 
firmed its  position  with  respect  to  competition,  that  telecomrnuni- 
cations  should  be  provided  by  regulated  entities  in  their  exclusively 
franchised  territories  without  competition. 

In  1953,  I  think — and  again,  in  1974,  May  of  this  year — the  courts 
again  supported  this  position. 

Our  point,  sir,  is  that  economic  harm  and  damage  would  be  done 
to  the  user  if  competition  is  to  be  one  of  the  rules  of  the  game,  and 
you  set  these  rules.  We  fully  recognize  that.  We  think  competition 
also  could  result  in  degradation  of  the  network  from  a  service  stand- 
point, again  damage  to  the  user. 

So.  we  feel  we  are  discharging  an  obligation  to  Congress  by  being 
here  today  to  explain  to  you  what  we  think  will  happen,  such  as  this 
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chart  on  your  right  up  here  indicates,  if  competition  is  to  be  the 
way  of  life  in  the  future  of  telecommunications. 

But,  if  you  decide,  on  the  other  hand,  with  all  of  these  facts  be- 
fore you,  that  competition  should  be  allowed,  then  we  say  please  let 
us  compete  fully  and  freely.  We  think  we  would  be  supported  by 
economists,  by  everyone  on  that  score.  We  do  not  think  we  should  be 
required  to  compete  with  one  arm  tied  behind  our  back.  We  think 
we  have  to  be  unfettered  and  free.  We  think  that  would  be  a  waste 
of  national  resources  not  to  permit  us  to  compete  fully  and  freely, 
which  we  are  not  being  allowed  to  do  by  the  FCC  in  certain  areas. 

Senator  Hart.  Now,  it  is  a  fair  summary,  then,  that  for  the  rea- 
sons you  have  assigned  this  morning,  you  believe  wise  public  policy 
would  go  the  way  of  a  common  carrier,  monopoly  carrier,  rigidly 
regulated,  not  a  field  into  which  specialized  carriers  and  terminal 
manufacturers  would  belong. 

Is  that  right  ? 

Mr.  Croslaxd.  Mr.  Chairman,  may  I  speak  to  that  question  in  two 
parts,  please,  sir.  First,  with  respect  to  specialized  common  carriers, 
as  you  know,  in  the  early  days  of  telecommunications,  as  I  pointed 
out  earlier,  we  had  two  or  more  local  companies  providing  local  ex- 
change telephone  service  in  the  same  area.  The  regulatory  bodies  and 
Congress  also,  as  well  as  State  legislatures,  all  agreed  that  this  was 
wasteful.  It  was  duplicative,  it  was  uneconomical,  and  they  deter- 
mined that  only  one  telephone  company  should  provide  local  tele- 
phone service. 

Nov/,  as  a  matter  of  principle  I  have  a  A^ery  difficult  time  rational- 
izing two  paralleling  facilities,  exactly  alike  in  technology, 
practically,  providing  the  same  services  the  same  principle  would  ob- 
tain. There  can  be  no  economies  of  scale.  There  can  be  no  advantages 
to  the  consumer  as  a  result  of  that. 

Now,  what  have  we  experienced  recently  in  this  area  of  specialized 
common  carriers?  Let  us  look  at  the  area- between  St.  Louis  and  Chi- 
cago where  MCI  is  operating.  For  example,  there  are  107  private 
line  facilities  between  Chicago  and  St.  Louis,  private  line  services, 
the  ty]5e  services  the  Bell  System  has  been  providing  for  years  and 
years  between  those  tAvo  cities.  Today  the  INICI's  have  100  of  the  107 
because  they  price  their  services  on  a  point-to-point  basis  and  we  are 
on  a  nationwide  averaging  basis,  so  obviously  our  rates  are  higher 
than  theirs.  We  only  have  today — they  have  94  percent  of  that  en- 
tire market. 

I  think  it  is  perfectly  clear  that  there  is  no  advantage  to  the  pub- 
lic or  the  user  to  have  competing  facilities — and  the  same  thing  ap- 
plies to  dome-set,  so-called  dome-set,  satellite  entities,  if  they 
duplicate  our  facilities — in  other  words,  unless  they  provide  some 
new  and  innovative  services  that  do  not  connect  with  the  switched 
network,  we  think  that  damage  could  be  done  to  the  user. 

Now,  from  a  standpoint  of  terminal  gear,  our  position  is  that  we 
do  not  think  we  should  have  a  monopoly  in  the  terminal  equipment 
area.  We  think  that  is  an  entirely  different  situation.  We  do  think, 
obviously,  that  the  integrity  of  the  network  demands  that  we  have 
end-to-end  service  responsibility,  including  the  telephone,  the  sin- 
gle-line instrument  with  the  network.  Then  when  you  get  into  the 
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area  of  PBX's  and  that  type  equipment,  business  terminals  and  key 
systems,  we  think  there  economic  harm  can  be  done  to  the  user  on 
tiie  local  level  if  that  business  is  taken  away  from  the  common  car- 
rier who  serves  that  particular  franchise  territory. 

The  NEUEC  report  supports  that  position. 

With  respect  to  the  area  of  data  equipment,  such  as  computer  de- 
vices, we  do  not  intend  to  provide  computers  to  our  customers,  but 
we  do  not  expect  to  deny  our  customers  having  computers  either,  at- 
tached to  our  network.  \Ve  have  never  suggested  that  so  long  as  ap- 
propriate connecting  units  are  provided  to  protect  the  system  from 
spurious  signals  being  injected  into  the  system,  we  would  object. 

In  the  data  field,  we  provide  data  equipment,  and  there  are  others 
who  provide  data  equipment.  We  also  agree  that  value-added  type 
carriers  should  be  allowed  to  interconnect  with  our  system.  And  we 
are  making  a  study  now  to  present  evidence  to  the  FCC  in  connec- 
tion with  docket  20003  that  goes  to  the  very  point  you  are  raisings 
Senator. 

After  that  long  speech,  I  hope  I  have  clarified  the  situation. 

Senator  Hart.  Yes,  I  think  that  clarified  it. 

I  think  counsel  did  not,  but  others  this  morning  commented  on  the 
possible  harm  to  the  network  from  interconnection  of  noncarrier 
equipment,  or  whatever  you  call  it,  and  you  described  the  achieve- 
ments, the  technological  achievements  of  the  Bell  System  over  the 
years. 

Now,  if  competition  was  to  be  the  rule,  or  the  policy,  for  terminal 
equipment  manufacturers,  wliy  can  Bell  not,  with  all  of  its  resources 
and  talent,  sit  down  and  work  out  standards,  a  certification  program 
with  testing  and  all  of  that  business,  to  permit  interconnection  with- 
out the  need  for  the  protective  device  ? 

]Mr.  Croslaxd.  Mr.  Chairman,  may  Mi\  Hough  respond  to  that^ 
sir? 

Senator  Hart.  Yes. 

Mr.  I-IouGii.  Well,  let  me  first  separate  the  connection  of  special- 
ized common  carrier  facilities  into  the  network — in  other  words, 
transmission  facilities,  private  lines— from  the  terminal-type  things 
and  speak  to  the  terminal  one  first. 

Certification,  of  course,  has  been  proposed  and  there  has  been  a 
special  committee  under  auspices  of  the  FCC  studying  that.  But 
every  proposal  that  we  have  seen  for  certification  in  our  view  not 
only  would  be  much  more  expensive  than  the  ])rovision  of  protective 
devices,  but  also  would  be  extremely  difficult  to  implement. 

The  fact  that  a  manufacturer,  for  example,  submits  one  model  of 
a  piece  of  equipment  that  meets  all  of  the  specification  requirements 
does  not  insure  that  his  entire  production  is  going  to  be  satisfactory, 
and  beyond  that  there  is  the  question  of  the  adequacy  of  mainte- 
nance. If  maintenance  is  not  adequate,  then  the  meeting  of  specs  ini- 
tially by  the  initial  design  bides  almost  nothing,  and  the  job  of  con- 
tinuously evaluating  all  that  might  come  down  the  line,  inspection 
and  insuring  maintenance — there  just  has  not  been  any  workable 
scheme  for  doing  that  at  any  cost  that  could  really  serve  the  func- 
tion of  protecting  the  network. 
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XoTv,  when  it  conies  to  the  specialized  carriers  and  interconnection 
with  their  facilities  you  will  recall  I  indicated  that  they  have  said, 
and  rightly  so.  that  they  do  not  intend  to  conform  to  Bell  System's 
specification  and  standards.  They  said  they  will  be  much  more  flexi- 
ble in  their  standards.  They  will  provide  different  kinds  of  services 
and  facilities,  and  they,  of  course,  will  have  different  tariffs,  will  not 
share  in  the  joint  provision  of  service.  So  there  is  no  way  that  you 
can  make  that  compatible  if  they  are  going  to  be  competitors. 

Mr.  Chumbris.  Mr.  Chairman  ? 

Senator  Hart.  Yes  ? 

Mr.  Chumbris.  On  the  other  point  that  you  were  raising  a  mo- 
ment ago  as  to  competition.  I  think  that  the  thing  that  struck  me 
was  Dean  Kostow's  statement  yesterday  that  it  was  not  a  question  of 
allowing  competition,  it  was  a  question  of  allowing  new  companies 
to  explore  new  services  not  reached  by  the  telephone  companies.  If  I 
may  quote  exactly  from  his  statement,  on  page  24  he  said  thusly : 

In  these  decisions  tlie  FCC  lias  nominally  followed  the  recommendations  of 
the  report,  thus  in  the  basic  MCI  case  of  1969  and  1971  authorizing  a  special- 
ized common  carrier  private  line  service  between  Chicago  and  St.  Louis,  and 
its  correlative  1971  and  1972  reports  in  orders,  in  docket  number  18920  in  spe- 
cialized common  carrier  services  generally,  the  FCC  explicitly  relied  on  the  as- 
sumption that  the  new  companies  would  develop  new  services  and  explore 
areas  of  demand  not  reached  by  the  telephone  companies. 

'\"Miich  is  similar,  then,  to  what  would  happen  in  Canada,  they  can 
compete  as  long  as  they  come  in  with  something  that  does  not  affect 
the  operation  that  these  people  have  under  a  franchise. 

But  now  instead  of  doing  that,  instead  of  coming  into  new  areas 
and  new  services  they  are  merely  coming  in  and  giving  the  same 
services  that  A.T.  &  T.  has  been  offering  all  along.  There  is  where 
you  may  run  into  the  problems  that  are  shown  by  those  charts  re- 
ferred to  by  you  and  that  would  be  consistent  with  protecting  the 
franchise  and  your  public  utility,  and  at  the  same  time  if  there  is  an 
area  where  they  cannot  meet  that  challenge,  just  like  trains  cannot 
cover  everything  so  ICC  let  trucks  come  in  to  do  the  work  that  the 
trains  were  not  able  to  do.  or  buses  to  do  what  trains  were  not  able 
to  do.  And  I  think  that  is  what  you  are  trying  to  show. 

Mr.  Crosland.  That  is  exactly  right,  ]Mr.  Chumbris. 

What  I  was  saying  was  that  any  new  or  innovative  service  which 
is  not  connected  witli  the  switched  network  would  not  give  rise  to 
the  problems  that  Mv.  Hough  has  mentioned.  "We  cannot  complain 
about  it,  but  any  service  that  is  strictly  competitive  with  ours,  such 
as  private  line  service  between  St.  Louis  and  Chicago,  as  I  men- 
tioned earlier,  is  a  drain.  I  believe  Dean  Kostow  suggested  it  was  a 
nibbling  away  of  our — the  revenues  that  would  be  used  otherwise  to 
make  a  contribution  primarily  to  the  local  user,  and  that  is  what 
this  represents  up  here  on  the  chart. 

Mr.  Chumbris.  Thank  you.  Mr.  Chairman. 

Senator  Hart.  As  my  question  indicated,  it  does  not  have  to  be 
testimony  as  detailed,  as  esoteric  as  Dr.  Baker's  to  leave  me  cold.  I 
have  said  this  on  the  record  before.  I  am  a  Greek  in  history.  But  as 
a  dumb  layman.  T  have  listened  to  this  business  about  the  need  for  a 
unitary  operation  because  this  is  a  complex  network  and  so  on. 
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I  am  still  not  persnaded  that  there  is  not  some  method  that  could 
be  developed  that  would  permit  freer  utilization  of  some  of  these 
non-Bell  products,  if  you  Avant  to  call  them  that.  There  was  nothing 
more  complex  than  putting  a  man  in  space  and  getting  that  space 
machine  up.  God  knows  how  many  hundreds  of  manufacturers 
boxed  everything  up  and  then  it  worked.  It  required,  I  am  sure, 
enormous  effort  with  respect  to  compatible  standards.  But  you  know, 
they  did  it  there.  And  one  other  im]iression  I  have  that  contributes 
to  this  feeling  that  somehow  we  should  be  able  to  get  a  handhold  on 
this. 

You  have  described  the  skills  which  are  developed  in  the  A.T.  & 
T.-Bell-Western  Electric  network,  and  they  are  dramatic.  I  think  al- 
most everybody  that  has  come  in  here  who  has  testified  who  is  mak- 
ing these  "other  things  came  out  of  the  Bell  System  themselves.  So 
they  are  not  plumbers  putting  phones  together.  They  are  former 
Bell  people. 

Mr.  Hough.  Well  sir.  as  I  have  indicated,  you  cannot  put  things 
together  in  bits  and  pieces.  It  has  to  be  a  fully  integrated  considera- 
tion of  an  entire  network  and  all  the  things  that  go  into  making  up 
that  network,  all  the  way  from  the  research  and  development 

Senator  Hart.  Well,  where  am  I  wrong  in  suggesting  that  there 
was  not  that  network  at  Canaveral,  but  they  got  the  thing  up  ? 

Mr.  Hough.  I  am  going  to  come  to  that.  You  cannot  do  these 
things  in  isolated  bits  and  pieces  and  try  to  put  them  together.  That 
is  where  many  Government  programs  have  come  croppers,  and  why 
we  keep  being  called  upon  over  and  over  again  to  bring  a  fully  inte- 
grated systems  approach. 

Xow,  I  have  a  lot  of  respect  for  the  space  program,  but  frankly, 
this  country  could  not  afford  to  run  and  advance  its  communications 
system  in  the  same  manner  that  was  necessary  in  order  to  do  the 
space  program.  They  could  just  not  afford  it.  The  cost  would  be  as- 
tronomical compared  to  the  present  costs,  and  I  know  whereof  I 
speak  because  I  had  close  connections  with  the  space  program.  But 
under  the  rules  of  Government  type  of  organization  and  the  pro- 
curement rules  that  are  involved,  it  was  done  about  as  well  as  you 
could  possibly  accomplish  it. 

But  to  translate  that  into  the  design,  implementation,  and  opera- 
tion of  our  national  communications  network  we  would  not  be  pay- 
ing $4  billion  in  taxes,  we  would  be  looking  for  Government  subsi- 
dies instead. 

]Mr.  Triexexs.  ]Mr.  Chairman,  there  is  one  feature  of  the  Gov- 
ernment reconciliation  wliich  von  are  trying  to  achieve  which  is  be- 
tween the  systems  approach  and  the  network  protection  on  the  one 
hand  versus  giving  a  chance  to  these  other  manufacturers  to  have 
their  wares  put  into  this  thing.  I  think  an  important  development, 
and  it  is  one  that  is  fairly  recent  because  imtil  recently  there  was  no 
real  efficient  way  to  bring  in  manufacturers  whose  production  of 
electronic  gear  was  substantially  higher  cost  than  Western  Electric. 
There  was  no  real  point  in  considering  this  because  the  telephone 
company  would  be  under  very  severe  criticism  if  you  went  out  and 
paid  20  percent  more,  or  40  percent  more,  to  an  outside  firm  for 
what  it  could  make  itself. 
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But  there  have  been  great  strides  in  the  manufacture  of  electronic 
equipment,  terminal  gear  and  others,  where  now  the  cost,  the  price 
relationship,  is  fairly  close,  and  it  is  for  that  reason  that  the  pur- 
chases by  the  operating  telephone  companies  and  the  purchase  by 
Western  from  other  manufacturers  have  increased  so  dramatically  in 
recent  years  so  that  there  is  more  and  more,  up  to  approaching, 
what  was  it,  $700,  $800  million  a  year,  more  and  more  of  the  manu- 
facturers' products  coming  out  of  the  network.  But  imder  the  re- 
sponsibility for  maintenance  operation  and  indeed,  the  specifications 
of  the  s^^stem  managers,  now,  that  trend  will  continue,  partly  be- 
cause of  the  economics.  If  somebody  can  make  it  better  and  there  is 
a  consumer  demand  Bell  will  be  obliged  to  go  out  and  buy  it,  just  as 
Mr.  McDermott  said  yesterday  we  had  to  do  for  Delta. 

And  the  other  pressure  is  the  regulatory  pressure.  If  there  is 
something  better  or  cheaper  available  on  the  outside,  the  regulatory 
pressures  force  the  Bell  System  to  acquire  from  the  outside.  There  is 
more  and  more  of  this  going  on,  which  does  accomplish,  I  believe, 
the  purpose  the  chairman  was  endeavoring  to  accomplish. 

Mr.  Crosland.  IMr.  Chairman,  there  is  a  footnote  to  what  Mr.  Tri- 
enens  and  INIr.  Hough  both  said.  I  think  I  mentioned  earlier  this 
morning  that  in  testimony  given  last  year,  last  July,  reference  was 
made  to  the  fact  that  the  Bell  System  operating  companies  had  pur- 
chased the  preceding  year  about  $300  million  in  telephone  compo- 
nents and  equipment  which  was  used  within  the  system.  The  West- 
ern Electric  Co.  had  purchased  on  the  outside  about  $500  million. 
For  1973,  I  should  say,  they  have  purchased  about  15  percent  more. 
Both  operating  companies  have,  between  10  and  15  percent  more 
than  they  had  previously,  and  Western  Electric  is  purchasing  from 
10  to  15  percent  more  than  they  did  previously. 

So  the  figures  of  ^300  million  and  $500  million  have  increased 
considerably  since  then. 

Also,  the  figures  I  mentioned  do  not  include  components  that 
Western  purchases  from  outside  suppliers  that  are  used  in  what 
Western  Electric  manufactures  themselves,  but  we  buy  a  tremendous 
amount  of  equipment  from  outside.  As  I  mentioned  in  my  testimony 
this  morning,  we  have  instituted  a  new  unit,  the  195  Broadway,  to 
even  speed  up  that  activity  and  make  it  more  feasible  for  outside 
companies  to  sell  to  the  Bell  System. 

Senator  Hart.  Xow.  would  some  of  that  dollar  figure  represent  in- 
terconnect facilities  that  you  bought  outside? 

]Mr.  Hough.  It  would  represent  terminal  equipment,  if  that  is 
what  you  mean.  Yes ;  it  would. 

Senator  Hart.  Well,  is  my  understanding  correct  that  when  you 
install  the  outsiders'  equipment  and  when  independent  telephone 
companies  install  it,  a  protective  device  is  not  required  in  those  in- 
stallations? 

]Mr.  Hough.  Yes,  sir,  that  is  correct:  but  you  must  remember  that 
these  things  are  procured  to  our  specifications.  Western  Electric  un- 
dertakes to  put  inspectors  in  the  suppliers'  factories  to  insure  quality 
control ;  design  changes  must  be  approved  by  the  Bell  System ;  and 
the  Bell  System  maintains  these  devices.  It  is  different  from  permit- 


4365 

ting  anything  that  comes  down  the  pike  to  be  connected  by  anyone 
and  maintained  by  anyone. 

Senator  Hart.  I  am  afraid  we  are  in  for  an  afternoon  where  there 
will  be  a  number  of  interruptions  because  of  votes,  and  for  that  rea- 
son I  would  ask  the  staff  to  begin  now  developing  a  series  of  ques- 
tions. 

Mr.  Ckoslaxd.  I  hope  we  have  been  responsive  to  your  questions, 
Mr.  Chairman. 

Thank  you,  sir. 

Senator  ITaet.  Mr.  O'Leary  ? 

Mr.  O'Leary.  In  3'our  prepared  testimony  you  discuss  the  effects 
of  competition  on  big  business,  the  elderly,  and  low-income  consum- 
ers. We  all  recognize  that  those  on  fixed  income  and  those  in  lower 
income  brackets  suffer  more  during  periods  of  inflation,  to  the  extent 
that  monthly  local  charges  go  u]).  or  charges  for  long  distance  go 
up,  but  as  the  colloquy  went  with  Mr.  Colter  yesterday,  your  rates 
do  not  distinguish  between  ricli  and  poor,  between  young  and  old, 
merely  business  and  residential.  Is  that  correct  ? 

Mr.'  Crosland.  Well,  primarily,  Mr.  O'Leary;  but  on  the  other 
hand  certain  of  our  companies  have  established  rates;  for  example, 
in  the  State  of  Michigan.  Our  regular  flat  rate  there  for  one-party 
service,  residential  service,  is  $7.15  per  month.  But  we  have  estab- 
lished a  special  rate,  a  special  measured  rate,  where  people  who  do 
not  require  the  use  of  a  telephone  to  the  extent  that  others  might. 
One  party  service  is  $4.95  a  month. 

Xow.  these  are  message  units,  and  they  are  allowed  $4.95  worth,  so 
to  speak,  of  telephone  service,  at  41-^  cents  per  message,  and  after 
they  exceed  $4.95,  then,  of  course,  they  pay  more. 

I  can  cite  some  others.  We  have  a  comparable  situation  here  in  the 
District,  where  the  one-party  service  is  $8.85,  but  the  special  type, 
lifeline,  economy,  or  budget  service,  if  you  will,  is  not  predicated  on 
economic  conditions  of  the  individual  or  whether  he  is  disadvan- 
taged, but  this  enters  into  the  picture  naturally.  One-party  residence 
is  $8.85  here  in  the  District,  but  he  can  also  get  a  service  for  $3.95, 
which  does,  I  think,  accommodate  the  problem  you  are  alluding  to 
now. 

Mr.  O'Leary.  You  do  offer  a  different  package  to  the  residential 
user  who  wants  to  take  advantage  of  it. 

Mr.  Crosland.  Yes,  sir.  It  depends  upon  their  demands  for  service 
and  their  requirements. 

3Ir.  O'Leary.  Eight. 

With  respect  to  commercial  users,  you  do  not  distinguish  between 
big  business  and  small ;  do  you  ? 

I  understand  that  perhaps  there  may  be  some  difference  in  de- 
mand for  vertical  services,  but  if  General  Motors  and  White  Motors 
leased  the  same  PABX,  you  charge 

Mr.  Croslaxd.  Our  rate  pattern  would  be  the  same;  yes,  sir,  for 
anyone. 

^Ir.  O'Leary.  By  the  same  token,  your  rates  to  commercial  enter- 
prise do  not  distinguish  between  those  who  offer  the  necessities  of 
life  and  those  who  offer  the  luxuries.  In  other  words,  you  do  not 
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charge  the  Cadillac  dealer  more  than  the  gny  who  pushes  used  cars: 
do  you  ? 

Mr.  Croslakd.  No,  sir. 

Mr.  Hough.  I  might  say,  his  bill  may  be  more  or  less  depending 
on  how  much  service  he  elects  to  attain,  and  General  Motors  is  likely 
to  get  much  more  in  the  way  of  vertical  services  than  White  ^Motors, 
for  example. 

Mr.  Croslaxd.  Another  thing,  too.  that  would  enter  into  that.  Mr. 
O'Leary,  is  the  fact  that  we  have  measured  service.  If  they  use  more 
service,  naturally  they  will  pay  more  for  it.  In  some  places  we  have 
flat  rate  service,  and  that  is  the  same  charge  to  everyone. 

Mr.  O'Leart.  Well,  we  have  made  reference  before  to  the  testi- 
mony of  Mr.  Warkow  from  Montgomery  Ward,  to  the  effect  that  by 
buying  their  own  communications  system  they  could  save  approxi- 
mately $1  million  a  year. 

Now.  if  wise  public  i)olicy  dictates  that  they  should  not  buy  their 
own  equipment  and  that  they  should  lease  from  a  common  carrier 
and  pay  an  additional  $1  million  a  year,  they  are  going  to  ]:>ass  that 
additional  cost  on  to  tlie  consumers  of  their  products,  are  they  not? 

Mr.  Croslaxd.  I  would  assume  so ;  as  a  business  expense,  yes.  I  do 
not  know  anything  about  the  facts  with  respect  to  the  million-dollar 
savings.  I  am  not  familiar  with  that  case. 

Mr.  Hough.  Sometimes  the  companies  who  claim  those  million- 
dollar  savings  fi.nd  in  practice  it  is  rather  a  fantasy. 

Mr.  O'Leart.  I  understand  that,  but  you  would  agree  that  to  the 
extent  that  a  subsidy  is  involved  to  the  poor  and  the  elderly,  and  the 
sick,  from  commercial  enterprises  paying  higher  rates  as  opposed  to 
residential  users,  that  it  is  sort  of  a  crude  form  of  subsidy:  would 
you  not  ? 

Mr.  Hough.  Yes.  l)ut  this  is  t1ie  basis  on  which  communications 
service  has  been  established  in  this  country  over  many  years,  and  the 
legislative  and  regulatory  bodies  have  decided  themselves  that  these 
social  benefits  warrant  it  and  the  advantages  of  universal  service, 
which  enhance  the  value  of  service  and  enhance  the  whole  economy, 
make  the  service  more  valuable  to  the  car  dealers  or  General  Motors 
or  the  businessman  who  can  then  communicate  with  more  customers. 
It  has  to  be  looked  at  in  a  very  broad  context,  and  I  am  sure  that 
the  increased  costs  to  subscribers  as  a  whole  would  more  than  offset 
the  additional  cost  that  those  who  bought  Cadillacs  or  Fords  might 
have. 

Ml".  O'Leart.  To  what  extent,  if  at  all.  has  the  Bell  System  per- 
formed studies  to  determine  what  portion  of  the  residential  use  is 
deA'oted  to  that  which  some  of  us  might  consider  wasteful  use  of  the 
telephone  system,  teeny-bopper  talk? 

Mr.  Croslaxd.  I  do  not  know  that  we  have  made  any  studies  to 
make  that  determination,  I  guess  you  are  referring  to  an  individual 
who  has  several  children  who  mav  use  the  telephone,  "Wlien  he  wants 
to  get  his  wife,  he  objects  to  it.  He  conld  net  a  second  line.  T  guess, 
under  those  conditions,  but  I  do  not  think  we  have  made  any  studies 
along  that  line. 

I  did  have  a  chart  OA'er  here  which  showed  earlier  a  breakdown  of 
the  use  of  communications  bv  catejrories  of  income  below  $5,000.  be- 
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tween  $7,500  and  $10,000.  and  above  $30,000,  if  that  would  help  re- 
spond to  your  question,  sir. 

Mr.  Hough.  Mr.  O'Leary,  we  do  not  attempt  to  evaluate  the  im- 
portance of  the  contents  the  communications  people  use  our  facilities 
for.  We  do  not  think  that  is  any  of  our  business.  So  we  do  not  do 
that.  However,  you  certainly  can  say  that,  for  the  average  house- 
liold,  coiimiunications  is  an  essential  not  a  luxury. 

Mr.  O'Leary.  Would  you  agree  that  the  fully  distributed  cost 
studies  that  you  have  submitted  to  the  FCC  over  the  past  years 
show  that  on  a  service-by-service  basis  you  earn  higher  returns  in 
your  monopoly  services  than  on  your  competitive  services? 

Mr.  Croslaxd.  No,  sir. 

Mr.  Hough.  Xo,  sir ;  not  as  a  general  statement. 

Mr.  Crosland.  Both  of  us  feel  that,  JNIr.  O'Leary.  I  am  sorry,  sir. 

Mr.  O'Leary.  I  believe  Mr.  Cox  who  testified  last  year  submitted 
the  results  of  FCC's  seven-Avay  cost  study. 

Do  vou  disagree  with  the  results  of  that  particular  study  ? 

^Mr.CROsLAXD.  Yes.  on  a  fully  allocated  cost  basis:  yes,  sir. 

Mr.  HouGii.  It  is  not  a  meaningful  study. 

Mr.  Crosland.  The  method  employed  there  is  not  adequate  or  ac- 
curate. 

Mr.  O'Leary.  In  any  event,  that   was  the  conclusion  that  that 

studv  reached. 

Mr.  Croslaxd.  I  am  not  sure  that  is  correct  either,  Mr.  O'Leary.  I 
would  have  to  see  tlio  study  itself,  which  I  do  not  have  with  me  at 
the  moment.  I  do  not  have  it  here  with  me.  But  we  think  the  method- 
ology is  entirely  inappropriate. 

Mr.  0'Le.\ry.  Would  you  agree  that  the  users  of  your  competitive 
services,  such  as  private  line,  generally  tend  to  be  businesses  or  large 
businesses  ? 

Mr.  Crosland,  Yes.  sir. 

Mr.  O'Leary.  And  although  you  disagree  with  this  seven-way  cost 
study,  one  could  infer  from  those  two  things,  could  they  not,  that 
perhaps  your  monopoly  services  do,  to  some  extent,  subsidize  or 

Mr.  Crosland.  ]Monopoly  services  ? 

Mr.  O'Leary.  Your  monopoly  services,  when  I  say  that  I  mean 
message  toll  service  and  WATS  do  subsidize  the  competitive  serv- 
ices. 

Mr.  Crosland.  Xo.  sir. 

Mr.  Hough.  Xo,  sir.  they  do  not:  and  I  think  that  is  a  complete 
non  secpiitur. 

Mr.  O'Leary.  Well,  I  am  sure  you  are  aware  of  the  suggestions 
that  have  been  made  recently  by  Mr.  Strassburg,  the  former  chief  of 
the  FCC  Common  Carrier  Bureau,  and  Stanford  Research  Institute, 
and,  I  believe,  a  member  of  the  staff  of  the  Xew  York  Public  Serv- 
ice Commission,  casting  doubt  on  the  proposition  that  business  subsi- 
dizes residential  service.  And  I  am  sure  you  have  also  seen  a  refer- 
ence to  tlie  Dittberner  report,  which  somewhat  tentatively  reaches 
the  opposite  conclusion. 

Does  it  surprise  you  ? 

Mr.  Crosland.  Yes :  I  am  aware  of  this. 

Mr.  O'Leary.  That  these  separate  and  distinct  sources 
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Mr.  Crosland.  Mr.  O'Leary,  may  I  say  that  Mr.  Dittberner  used 
some  fallacious  data.  We  have  reviewed  his  study  completely,  and  he 
used  some  fallacious  data.  He  has  now  been  supplied  additional 
data,  and  I  understand  that  he  will  come  up  with  different  results 
after  he  applies  the  new  data. 

Now,  insofar  as  the  New  York  situation  is  concerned,  that  arose  in 
a  hearing  before  the  New  York  Commission.  My  understanding  is 
that  in  March  1073  a  staff'  member  of  the  New  York  Public  Service 
Commission  manipulated  some  New  York  company  telephone  study 
data  improperly.  He  used  them  improperly,  I  should  say,  and  sub- 
mitted testimony  to  show  that  basic  services  showed  a  higher  rate  of 
return  than  vertical  services.  Those  were  the  points  he  reached. 

But  in  handling  this  situation  he  transferred  over  $200  million  in 
expenses  from  basic  to  vertical  services  through  error.  Now,  this 
error  has  been  called  to  his  attention,  and  the  New  York  Public 
Service  Commission  now  has  this  matter  under  advisement.  And  the 
answer  again  is  that  the  study  is  in  error,  and  I  am  sure  we  will  be 
vindicated  in  that  connection. 

And  as  Mr.  Dittberner  has  also  stated  that  his  study  is  in  error 
because  of  improper  data  that  he  used. 
:\lr.  O'LEAr.Y.  Mr.  Crosland. 
Mr.  Croslaxd,  Yes. 

]\Ir.  O'Leary.  Would  you  agree  that  the  proposition  that  business 
sup]:>orts  residential  is  at  least  in  controversy? 

Mr.  Crosland.  I  would  agree  simply  that  Mr.  Dittberner  has  so 
stated,  and  that  this  New  York  study  has  so  stated.  But  I  would 
also  further  assert  that  they  are  both  in  error. 

^h\  O'Leary.  Now,  w^oiild  you  agree  that  this  subsidy  issue,  as  to 
whether  or  not  business  subsidizes  residential,  really  should  not  be 
an  overriding  concern  to  those  wdio  make  public  policy  in  this  area, 
apart  from  the  fact  that  at  best  it  is  an  imperfect  subsidy  ? 

Would  you  agree  that  our  primary  concern  would  be  with  finding 
out  that  policy  which  would  encourage  the  most  productivity  which 
would  inure  to  the  benefit  of  all  users  ? 

]\rr.  Crosland.  ]\Ir.  O'Leary,  you  raise  so  many  questions  within  a 
question,  the  subissues  there.  I  would  have  to  say  no  to  that  at  the 
outset. 

I  agree  with  the  phikisopliy  which  Avas  estalilished  many  decades 
ago.  about  50  years  ago,  that  tliere  were  many  social  goals,  as  well  as 
economic  gains,  to  the  consumers  of  this  Nation  where  we  have  busi- 
ness services  and  where  we  have  interstate  and  intrastate  toll  rates 
subsidizing  the  local  residents'  rates.  The  social  benefits  tlien  are  to 
achieve  the  widest  possible  use  of  communications  we  could  have. 

Now,  this  of  necessity  means  from  a  value  of  service  standpoint 
that  a  business  can  reach  more  customers  and  a  customer  can  reach 
more  businesses — it  is  an  advantage  to  the  business  user.  And  if  you 
will  pardon  the  personal  reference,  sir,  I  tried  about  12  to  1-1  rate 
cases  for  the  Southern  Bell  Telei)hone  Co.  before  coming  with 
A.T.  &  T.  In  each  case  we  submitted  balance  schedules  to  these  com- 
missions, and  in  each  case  it  was  suggested  strongly  that  the  schedules,. 
insofar  as  the  residents'  charges  were  concerned,  should  not  be  in- 
creased in  relationship  to  the  other  increases  we  were  suggesting. 
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This  has  been  a  philosophy  which  is  ingrained,  I  think,  in  all  of 
our  regulatory  bodies,  and  1  think  it  is  a  good  one.  It  has  served 
this  Nation  well.  Otherwise,  you  would  not  have  a  Di-percent  pene- 
tration of  the  market  today  of  households.  There  are  many  areas 
that  you  could  not  even  afford  to  have  telephone  service  but  for  this 
basic  philosophy  that  the  regulatory  bodies  and  the  Congress  and 
the  courts  have  all  endorsed  time  and  time  again. 

Senator  PIakt.  You  have  some  pretty  strong  recommendations  for 
the  committee. 

Do  you  have  any  recommendations  as  to  how  somebod}'  should 
vote  on  the  Packwood  motion  to  table  the  Jackson  amendment  ? 

[General  laughter.] 

Senator  Hart.  We  will  have  to  take  a  recess.  I  am  going  to  find  out 
about  that. 

Mr.  CitosLAXD.  Senator,  I  would  not  dare  suggest  that  one. 

[A  brief  recess  was  taken.] 

Senator  Hart.  Mr.  OT^eary  ? 

Mr.  O'Leary.  Mv.  Crosland,  let  me  restate  my  question. 

Mr.  Crosland.  Yes,  sir. 

]Mr.  OT^EARY.  To  the  extent  that  the  availability  of  telephone  serv- 
ice to  all  income  groups  is  a  worthy  social  goal,  there  are  a  number 
of  different  wa3'S  we  could  accomplish  that  end,  are  there  not,  in  ad- 
dition to  the  system  which  you  have  testified  to  today  ? 

Mr.  Crosland.  There  possibly  are,  Mr.  O'Leary.  But  I  cannot  con- 
ceive of  any  better  ones. 

]\[r.  O'Leary.  And  my  question  is,  would  3'ou  agree  that  it  is  of 
more  concern  or  more  important  for  those  Avho  make  policy  in  this 
area  to  find  that  system  which  encourages  the  most  productivity  in 
terms  of  generating  new  technology  and  getting  those  products  and 
services  to  the  market  ? 

]Mr.  Crosland.  Mr.  O'Lear}^,  may  I  refer  you  again  to  Mr.  Na- 
than's testimony  of  several  da3'S  ago,  in  which  he  stated  very  clearly 
and  very  plainly  that  the  productivity  of  the  Bell  System  was  A'ery, 
very  high.  Indeed,  we  have  all  of  the  productivity  advantages  that  a 
competitive  industry  does,  and  even  more.  So  I  do  not  understand 
the  nature  of  your  question  when  you  say  in  terms  of  greater  pro- 
ductivity, because  I  do  not  believe  it  would  be  achieved  in  any 
greater  degree  than  it  is  now  being  achieved  in  our  regulated  entity 
situation. 

Mr.  O'Leary.  "Well,  I  understand  both  Mr.  Nathan's  testimony 
and  your  position  that  indeed  this  is  the  most  productive  of  all  sys- 
tems that  we  could  have.  But  is  it  the  goal  that  should  be  pursued 
b}'  those  who  have  to  make  policy  ? 

Mr.  Crosland.  ]Mr.  O'Leary,  I  think,  if  I  understand  you  cor- 
rectly, sir,  you  are  possibly  putting  productivity  ahead  of  social 
objectives. 

Is  that  correct,  sir? 

^Mr.  (^"Leary.  That  is  correct. 

Mr.  Crosland.  I  do  not  agree  Avitli  you  on  that  objective.  I  think 
that  social  goals  have  been  the  objective  of  this  Nation  for  many 
years  and  I  see  no  reason  to  change  that.  But  productivity  has  been 
attained  by  this  company  of  ours  both  in  Western  Electric  and  all 


4370 

other  aspects  of  our  operations  to  a  grant  degree.  Mr.  Hough  might 
be  able  to  add  something  to  my  statement  witli  respect  to  the  pro- 
ductivity of  our  company. 

Mr.  Hough.  Well,  I  was  just  going  to  say  that  again,  the  whole 
network,  the  whole  system,  is  a  complicated  system  and  the  system 
includes  rates  and  tariffs,  the  way  the  costs  are  distributed  among 
the  users  of  the  system,  the  regulatory  history,  the  legislative  his- 
tory, and  I  think  the  worst  thing  you  can  do  is  start  chipping  away 
at  it  in  bits  and  pieces.  Now,  as  Mr.  Crosland  has  said,  the  determi- 
nation of  the  objectives  of  this  country  from  the  standpoint  of  its 
communications  network  is  a  responsibility  of  the  Congress  and  the 
regulatory  bodies,  and  I  submit  that  before  you  start  whittling  away 
at  bits  and  pieces  of  it,  you  had  better  take  a  broad  look  at  the  over- 
all system,  not  just  parts  of  it,  as  have  been  taken  to  date,  and  see  if 
you  are  prepared  to  face  the  consequences  of  a  radical  reorientation, 
radical  change  of  this  system  which  works  so  well  to  one  that  you 
really  have  no  way  of  telling  whether  it  will  work  at  all  or  not. 

]Mr.  O'Leary.  That  system  that  you  describe,  Mr.  Hough,  is  one 
that  does  encompass  some  1,700  different  companies. 

Mr.  Hough.  Yes,  sir. 

Mr.  O'Leary.  And  throughout  that  system  there  is  all  different 
kinds  of  equipment ;  is  there  not '. 

Mr.  Hough.  It  is  all  equipment  that  is  installed,  operated,  and 
functions  to  one  set  of  standards  that  are  set  overall  by  the  A.T.  &  T. 
Co..  and  in  a  partnership  that  has  the  same  objectives  and  which 
compensates  each  one  of  those  companies  in  proportion  to  the  costs 
it  incurs  and  the  investment  it  has  to  make  in  order  to  meet  the 
common  objectives  of  the  overall  system. 

It  is  not  a  bunch  of  individual  entrepreneurs  going  their  own  way 
in  competition.  It  is  a  team. 

Mr.  O'Leary.  Let  me  get  both  your  reaction  and  that  of  Mr.  Cros- 
land to  this  next  question : 

Is  it  fair  to  say  that  the  reason  that  interconnect  manufactur- 
ers and  specialized  common  carriers  received  FCC  approval  in  the 
first  place  is  that  at  the  time  they  sought  entry  there  was  a  demand 
for  products  and  services  which  was  not  being  met  by  the  Bell  Sys- 
tem and  other  common  carriers  ? 

]Mr.  Crosland.  To  whom  are  you  addressing  that  now,  Mr. 
O'Leary — Mr.  Hough  or  me  ? 

Mr.  O'Leary.  Well,  let  us  start  with  ;Mr.  Hough. 

Mr.  Hough.  Well,  first  of  all,  from  the  standpoint  of  the  special- 
ized common  carriers,  they  based  their  application  for  permission  to 
enter  the  field  on  the  fact,  as  I  indicated  before  and  as  Dean  Rostow 
indicated,  that  they  would  provide  new  services  currently  unavaila- 
ble and  would  tap  a  new  unserved  market,  and  the  FCC  very  care- 
fully in  their  order  referred  to  that. 

Xow,  the  facts  are  they  have  uncovered  no  unserved  market  and 
no  new  services,  and  they  are  providing  exactly  the  same  services  as 
are  provided  by  the  Bell  System.  As  a  matter  of  fact,  the  one  that 
has  been  in  service  the  longest  between  St.  Louis  and  Chicago  pro- 
vides the  same  old  PBX  tie  trunks  that  the  Bell  System  has  pro- 
vided for  vears.  Nothing  new  about  it. 
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Now,  in  the  terminal  field  we  provided  PBX's  in  a  wide  range  in- 
creasing utility  and  features  over  the  years.  There  is  no  new  service 
here.  We  provided  data  sets.  We  instituted  Dataphone  service  many 
vears  ago.  in  the  neighborhood  of  15  years  ago,  before  the  intercon- 
nect company  was  ever  dreamed  of. 

]\Ir.  O'Leary.  ]Mr.  Hough,  is  it  true  that  there  were  a  substantial 
number  of  users  that  sup>ported  the  application  of  the  specialized 
common  carriers  to  get  into  business  on  the  basis  that  the  demand 
was  not  being  met  by  Bell  and  a  number  of  other  common  carriers? 
Mr.  HouGii.  There  were  a  number  of  users  which  the  specialized 
common  carriers,  MCI  in  particular,  used  as  a  basis  for  market 
studies  to  support  their  application.  But  they  have  not  materialized 
in  practice.  No  new  services  are  being  provided. 

Mr.  O'Leary.  You  do  not  think  it  is  more  accurate  to  say  that  at 
the  time  they  sought  entry  these  services  they  offered  were  new,  and 
after  they  gained  entry  Bell  responded  b}^  offering  the  same  serv- 
ices ? 

Mr.  IIouGii.  No,  sir. 
'Mr.  Croslaxd.  The  other  way  around. 

3tlr.  HouGii.  The  services  they  provided,  are  ones  we  provided  for 
years.  As  a  matter  of  fact,  as  I  said,  they  are  mostly  PBX  tie 
trunks,  and  when  the  service  fails  the  customer  just  picks  up  his  tel- 
ephone and  calls  long  distance,  and  the  Bell  System  provides  the 
backup.  There  are  no  new  services  involved  here.  They  are  very  sim- 
ple ones. 

Mr.  O'Leary.  Thank  you,  Mr.  Chairman.  I  have  no  further  ques- 
tions. 

Senator  Hart.  Mr.  Chumbris. 
Mr.  Ciiu:mbris.  Thank  you,  Mr.  Chairman. 

On  the  last  point,  it  would  seem  to  me  the  only  thing  that  I  have 
seen  in  the  record  so  far  would  be  that  some  people  felt  that  they 
could  get  a  lesser  rate  between  Chicago  and  St.  Louis,  and  hoped 
they  could  get  someone  else  to  come  in  and  give  that  service.  The 
new  companies  had  to  get  the  cooperation  of  A.T.  &  T.  services 
from  the  frontline  and  the  rear  line,  which  I  understand  your  tele- 
phone companies  services  them.  So  it  was  a  matter  of  these  business- 
men thinking  if  they  can  get  a  lower  rate  that  would  be  just  great. 
But  the  service  was  exactly  the  same.  It  was  just  the  rate  that  was 
different. 

^Ir.  HouGir.  Yes.  sir ;  that  is  exactly  right. 

Mr.  Chumbris.  And  when  you  tried  to  come  back  with  a  high-low 
rate  to  compete  with  them,  the  FCC  would  not  give  you  approval  to 
compete  on  a  high-low  basis. 
Is  that  correct  ? 

Mr.  Croslaxd.  Yes.  And  may  I  say  this,  Mr.  Chumbris,  that  the 
situation  is  further  complicated  by  the  fact  that  a  matter  of  days 
after  we  filed  our  high-low  rates,  or  put  into  effect  our  high-low 
rates,  these  competitors  filed  even  lower  rates  and  they  were  allowed 
to  go  into  effect  on  1  day's  notice. 

Mr.  Hoi'Gii.  And,  of  course,  the  ability  of  these  businesses  to  get 
lower  rates  through  these  specialized  common  carriers  also  depends 
on  our  being  obstructed  from  moving  our  rates  down  closer  to  cost, 
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because  there  just  is  not  any  question — ^Yhen  we  have  on  the  order 
of  20,000  circuits  between  Chicago  and  St.  Louis  and  the  competitor 
has  about  100,  the  economies  of  scale  are  overwhelming. 

Mr.  Chumbeis.  Thank  you  very  much. 

I  have  no  further  questions,  Mr.  Chairman. 

Senator  Hart.  Mr.  Hellerman. 

Mr.  Hellerman.  Thank  you,  Mr.  Chairman. 

Mr.  Hough,  in  your  opinion,  has  there  been  any  benefit  as  a  result 
of  competition  since  the  Gavterjone  decision,  the  specialized  common 
carrier  decision? 

Mr.  Hough.  Benefits  to  whom  ? 

Mr.  Hellerman.  To  the  state  of  technology,  to  the  equipment  in 
use.  to  its  affect  on  rates. 

Mr.  HouGii.  Xo,  sir. 

]Mr.  Hellermax.  Pardon  me? 

Mr.  IIouGH.  No,  sir.  There  has  been  no  advance  in  the  state  of  the 
technology  as  a  result  of  this.  You  will  find  most  of  these  suppliers 
of  equipment,  if  not  all,  are  employing  Bell  System  patents  obtained 
through  license  agreements  with  the  Western  Electric  Co. 

Mr."  Hellermax.  I  would  like  to  refer  to  your  testimony  in  the 
phase  2  case,  the  question  by  Judge  Grishard:  "Has  this  outside 
market  at  all  stimulated  the  Bell  System  to  innovate  more  than  it 
has  in  the  past?" 

Your  answer  was,  "In  the  area  of  PBX'S  and  data  modums.  I 
would  say  yes." 

The  judge  went  on:  "To  that  extent,  then,  the  public  benefited 
from  that  competition?" 

Your  answer:  "Yes,  sir." 

Mr.  Hough.  Well,  that  was  not  the  same  question  as  you  asked 
me.  You  asked  me  with  regard  to  the  advance  in  the  technology  by 
those  on  the  outside  supplying  this  equipment,  and  I  just  answered 
you  that  they  had  made  no  advances  in  the  technology. 

Xow,  I  do  feel  that  the  advent  of  different  options  with  regard  to 
PBX's  has  stimulated  the  Bell  System  to  also  provide  some  of 
those;  and  we  have  also  gone  outside  and  purchased  some  PBX's 
and  supplied  them  to  our  customers  from  outside  organizations.  But 
that  is  a  different  matter  from  the  unlimited  interconnection  of  such 
equipment  over  which  we  have  no  control  and  cannot  assure  of  good 
end-to-end  service. 

Mr.  Hellermax.  You  mentioned  several  times  today  the  fact  that 
vou  are  purchasing  more  and  more  equipment  outside  of  the  Bell 
Svstem. 

"  Has  that  not  been  due  to  the  demands  of  the  operating  companies,, 
particularly  led  by  Southern  New  England  Telephone  and  New 
York  Telephone? 

]Mr.  Hough.  Well,  all  of  the  equipment  su]:)plied  by  the  Western 
Electric  Co.  and  purchased  outside  is  to  meet  the  demands  of  the 
local  operating  com])anies.  The  reason  why  we  have  been  increasing 
our  purchases  outside  is  that  more  suitable  equipment  that  we  can 
use  and  standardize  has  become  available,  and  available  at  a  reason- 
able price. 

Mr.  Hellermax.  I  would  like  to  read  part  of  an  article  from  the 


4373 

"Wall  Street  Journal  which  has  been  previously  introduced  in  the 
record  of  October  14, 1971.  It  says : 

Mr.  deButts  said,  however,  that  the  Carterfone  decision  has  stimulated 
A.T.  &  T.'s  own  research  and  development  efforts.  He  said  the  company  is  intro- 
ducing this  year  three  new  switchboards  each  developed  in  just  1  year's  time, 
versus  a  previous  average  development  time  of  6  years. 

That  would  seem  to  say  there  is  some  stimulation  caused  by  this 
competition. 

Mr.  Hough.  Yes ;  I  indicated  there  had  been. 

]Mr.  Hellerman.  You  also  mentioned  before  data  sets.  Looking  at 
a  summary  of  a  customer  products  council  meeting  of  July  29,  1971, 
there  is  indication  there  by  Mr.  Elmendorf  of  A.T.  &  T.  that  A.T.  &  T. 
has  allowed  their  competitors  to  get  7  to  10  years  ahead  of  them  in 
the  design  of  data  sets.  , 

Mr.  Hough.  I  do  not  agree  with  that. 

Mr.  Hellerman.  Do  you  recall — I  do  not  know  whether  to  direct 
it  to  you  or  to  Mr.  Crosland — whether  or  not  your  received  pressum 
from  Southern  New  England  Telephone  Co.  to  come  up  with  new 
products  to  meet  the  competitive  demand,  or  indications  from  them 
that  since  they  did  not  think  that  Western  Electric  had  competitive 
equipment,  that  they  were  going  to  Nippon  j)rimarily  to  get  equipH 
meiit,  and  Pacific  Telephone  &  Telegraph  and  New  York  Tel.,  have 
also  gone  outside  the  Bell  System. 

Mr.  Hough.  There  has  always  been  pressure  from  the  associated 
operating  companies  for  new  devices  and  new  equipment.  That  is 
one  of  the  stimuli  that  Dr.  Baker  referred  to,  the  thing  that  stimu- 
lates the  laboratories,  the  reason  they  are  being  part  of  an  active, 
ongoing  system  and  part  of  the  operating  organization  is  important — 
the  stimulus  they  do  get  from  companies. 

Now,  there  is  a  limit  to  how  much  the  Bell  Laboratories  can  do. 
And  all  of  these  requests  are  not  met.  Priorities  have  to  be  estab- 
lished. And  to  the  extent  that  equipment  is  available  on  the  outside 
from  other  manufacturers  that  will  meet  needs  of  a  particular  local 
operating  company,  why,  there  is  no  pressure  for  them  not  to,  and 
no  reason  why  they  should  not,  purchase.  And  they  do  that,  and 
they  do  much  of  it  through  the  Western  Electric  Co.  to  take  advan- 
tage of  their  warehousing  distribution  and  inspection  services.  So 
there  is  not  anything  very  new  about  that.  That  is  the  way  the  sj'S- 
tem  luis  operated  for  as  long  as  I  can  remember. 

Mr.  Hellermax.  You  mentioned  earlier  this  afternoon  that  in 
connection  with  purchases  from  outside  the  Bell  System  of  equip- 
ment that  there  is  inspection  by  A.T.  &  T.  personnel  of  that  equi[> 
ment  to  meet  A.T.  &  T.  standards. 

I  believe  I  was  informed  that  Avhen  you  started  buying  the 
NA-409  from  Nippon  you  had  people  go  over  there  and  you  had 
them  come  back  because  their  inspection  procedures  were  tougher 
than  yours. 

!Mr.  Houoii.  I  am  not  aware  of  that.  But  if  you  will  talk  to  a  few 
of  the  manufacturers  around  this  country  they  will  tell  you  how 
tough  our  inspection  procedures  are. 

]Mr.  HELLf:RMAx.  I  would  like  to  get  off  this  area  for  just  one 
minute,  liecently,  we  have  read  in  the  papers  about  IBM's  entry  into 
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the  domestic  satellite  area.  "\^liat  is  A.T.  &  T.'s  reaction,  or  position, 
to  IBM's  entry  into  this  area  ? 

Mr.  Crosland.  Mr.  Hellerman,  sui^pose  I  respond  to  that  ques- 
tion ? 

iSIr.  Hellerman.  Certainly. 

Mr.  Croslaxd.  Our  reaction  to  IBM's  entry  into  this  field — I  sus- 
pect YOU  have  reference  to  the  article  that  appeared  in  Business 
Week  last  week,  in  which  Mr.  deButts  was  quoted  as  saying  that 
A.T.  &  T.  will  do  nothing  directly  to  block  IBM's  current  move: 
''Let  me  say  emphatically,"  he  declares,  '"that  we  have  no  problem 
with  IBM's  taking  over  Lockheed's  and  MCI's  share.  Their  technol- 
ogy is  good." 

iS^ow,  may  I  say  that  Mr.  deButts — I  have  chatted  with  him  about 
this  matter— was  merely  making  reference  to  the  fact  that  it  did  not 
make  any  difierence  to  him  as  to  who  might  purchase  Locklieed's  or 
MCI's  interest  in  the  consortium  with  Comsat  that  Locklieed  and 
MCI  wanted  to  withdraw  from.  That  it  could  be  the  XYZ  Co.  as 
far  as  he  was  concerned ;  it  would  make  no  difference  insofar  as  our 
relationship  is  concerned. 

As  Dr.  Baker  can  tell — and  so  can  INIr.  Hough — we  purchase  a  lot 
of  equipment  from  IBM.  They  do  manufacture  good  quality  equip- 
ment. And  we  expect  to  continue  to  do  so.  And  their  entry  into  this 
consortium  with  Comsat  will  have  no  impact  on  that  whatsoever. 

On  the  other  hand,  let  me  say  that  the  question  of  what  our  atti- 
tude will  be  toward  the  services  that  might  be  undertaken  to  be  pro- 
vided by  this  consortium  is  an  entirely  different  matter.  And  if  it 
will  undertake  to  provide  services  that  will  not,  as  we  mentioned  ear- 
lier, either  impact  on  the  system  from  a  technological  standpoint  im- 
properly, or  on  our  consumers  from  an  economic  standpoint  then  we 
would  oppose  any  action  they  might  take  just  as  we  would  be  op- 
posed to  any  other  Comsat-type  operation  if  their  competitive 
actions  resulted  in  detriment,  either  from  a  technological  standpoint 
to  the  user  or  from  an  economic  standpoint  to  the  user.  The  fact  is 
IB^NI  has  nothing  whatsoever  to  do  with  the  matter. 

]Mr.  Hellermax.  Are  you  implying  that  if  IBISI  decided  to  use 
the  domestic  satellite  for  voice  communications  you  might  be  upset? 

Mr.  Croslaxi).  If  it  is  a  duplicative  facility  or  service,  I  should 
say,  a  facility  duplicating  those  of  ours,  and  it  is  not  providing  any 
new  or  innovative  services^  then  we  would  oppose  it,  just  as  we 
would  oppose  any  other  intercity  competitor — the  MCI's  and  all  of 
the  specialized  common  carriers,  including  Comsat's. 

The  point  I  am  trying  to  get  over  is  it  makes  no  difference  to  us 
whatsoever — the  fact  that  it  is  IBM.  It  is  what  the  impact  on  the 
users  would  be. 

^Ir.  Hough.  It  is  too  early  to  speculate  now.  "\Ve  have  no  idea 
what  the}'  propose  to  do.  There  is  no  active  application  before  the 
FCC.  excei:)t  for  permission  for  this  change  in  ownership.  And  they 
said  in  their  announcement  that  they  were  instituting  studies  to  see 
what  they  were  going  to  do.  And  we  will  have  to  wait  and  see  what 
they  are  going  to  do.  It  could  be  some  completely  new  and  separate 
service  we  have  not  thought  of,  or  it  might  be  something  that  very 
closely  parallels  services  that  are  already  being  provided.  So,  we  will 
cross  that  bridge  when  we  come  to  it. 


4375 

Mr.  Crosland.  That  is  correct. 

Mr.  Hellerman.  From  the  statements  at  the  hearings  last  year 
and  tiie  statements  today  and  yesterday,  it  appears  that  A.T.  &  T.'s 
position  is  that  regulation  is  the  answer  to  any  commmiications 
problem :  is  that  correct  ?  .  . 

Mr.  Crosland.  It  has  been;  yes,  sir.  I  think  regulated  entities 
serving  in  an  exclusively  franchised  area  have  served  this  country 
quite  well  in  the  past,  and  we  see  no  reason  to  change  it. 

Mr.  Heller^ian.  Is  it  your  position  that  A.T.  &  T.  is  effectively 
and  fully  regulated  by  the  Federal  and  State  regulatory  commis- 

sions  ? 

Mr.  Crosland.  I  would  say  we  are  extremely  well  regulated  by 
the  State  and  Federal  regulatory  bodies.  As  a  matter  of  fact,  you 
heard  my  complaint  this  morning  about  the  regulation  by  the  FCC. 
So,  in  some  respects,  we  are  overregulated  by  the  FCC  at  the  mo- 
ment. . 

Mr.  Hellermax.  I  would  like  to  call  your  attention  to  a  speech  by 
the  former  chairman  of  the  FCC,  Mr.^  Burch,  in  New  Orleans  on 
October  5.  1973.  He  said  in  part :  "There  is  also  no  question  but  that 
this  virtual  monopoly"— referring  to  A.T.  &  T.— "is  virtually  uncon- 
trolUible."  ^     , 

]SIr.  Crosland.  Well,  I  hate  to  disagree  with  Mr.  Burch.  but  i 
have  to  on  that  statem.ent,  because  we  have  been  extremely  well  con- 
trolled. As  a  matter  of  fact,  the  chart  I  showed  you  this  morning, 
with  respect  to  the  level  of  rates,  is  one  indication  of  how  well  we 
have  been  regulated  on  the  interstate  side.  There  have  been  numer- 
ous rate  reductions  over  the  years,  caused  by  the  FCC ;  and  we  have 
certainly  progressed  under  the  FCC,  from  the  standpoint  of  techno- 
logical improvements.  But  I  would  say  that  the  FCC  does  have  the 
tools,  and  if  anything,  we  have  been  overly  regulated. 

]Mr.  Hellermax.  Continuing  on  with  questions  on  regulations.  I 
assume  you  would  say  it  is  A.T.  &  T.'s  policy  to  cooperate  with 
State  and  Federal  regulatory  agencies? 

Mr.  Croslaxd.  Yes,  sir. 

Mr.  Hellermax.  I  understand  that  the  New  York  Telephone  Co. 
received  a  letter  from  Chairman  Swidler  complaining  about  coopera- 
tion and  supplving  of  information  to  the  staff. 

Mr.  Croslaxd.  What  letter  is  that,  Mr.  Hellerman?  I  am  not 
aware  of  it,  sir. 

Mr.  Hellermax.  I  have  been  told  that  that  letter  exists. 

!Mr.  Croslaxd.  Do  you  have  it  in  your  possession,  sir  ? 

Mr.  Hellermax.  No;  we  do  not"^have  it.  I  was  going  to  ask  you  if 
you  could  check 

Mr.  Croslaxd.  Xo  :  I  do  not  know  anything  about  that  letter. 

]Mr.  Hellermax.  Could  you  check  and  see — from  New  York  Tele- 
phone ? 

Mr.  Croslaxd.  Yes;  we  would  be  glad  to  look  into  it  and  supply 
the  response  to  you  for  the  record. 

[See  exhibit  33  at  the  end  of  Mr.  Crosland's  testimony.] 

Mr.  Hellermax.  We  have  heard  questions  asked  and  statements 
made  concerning  the  California  and  Michigan  Commissions,  that 
they  have  had  problems  in  the  past  with  your  accounting  system 
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procedures.  How  maii}^  other  State  commissions  have  questioned 
your  accounting  procedures,  in  addition  to  the  States  of  New  York. 
Michigan,  and  California? 

Mr.  Crosland.  How  many  do  what,  sir  ? 

Mr.  Hellerman.  How  many  State  commissions  have  questioned  or 
iound  fault  with  your  accounting  procedures  and  your  cost  figures? 

[See  exhibit  34  at  the  end  of  Mr.  Crosland's  oral  testimony.] 

ilr.  Crosland,  Mr.  Hellerman,  our  accounts  are  all  kept  iii  strict 
accordance  with  the  uniform  system  of  accounts  prescribed  by  the 
FCC.  And  I  do  not  know  of  any  charge  where  we  have  failed  to 
keep  our  accounts  in  accordance  with  the  system.  So,  from  the 
standpoint  of  accounting  matters,  I  do  not  know  of  any  complaints 
we  have  received  from  any  State  commission  that  we  failed  to  com- 
ply Avith  the  uniform  system  of  accounts. 

Mr.  Hellerman.  Are  you  familiar  with  the  suggestions  made  in 
the  recent  Michigan  case  ? 

Mr.  Crosland.  With  respect  to  what,  sir  ? 

jMr.  Hellerman.  With  respect  to  the  accounting  methods. 

Mr.  Crosland.  The  accounting  methods  followed  by  the  IMichigan 
company,  I  can  assure  you,  are  the  same  accounting  methods  fol- 
lo\yed  by  all  the  rest  of  the  Bell  System  companies.  We  comply 
strictly  with  the  uniform  system  of  accounts.  So,  I  do  not  know  of 
any  complaint  that  could  have  arisen  with  respect  to  tlie  manner  in 
which  we  keep  our  accounts. 

If  you  could  give  me  some  indication  of  to  what  you  are  refer- 
ring. I  would  be  happy  to  look  into  it. 

Mr.  Hellerman.  There  were  several  paragraphs  in  the  recent 
Micliigan  rate  opinion  commenting  on  accounting  matters. 

Mr.  HouGii.  Well,  their  argument  should  be  with  the  FCC,  and 
not  with  the  Michigan  company,  since  we  have  no  choice  as  to  the 
way  we  keep  our  accounts.  This  is  specified  by  the  FCC. 

Mr.  Crosland.  We  will  look  into  the  question  again  for  you,  ]\Ir. 
Hellerman.  But  if  it  is  a  question  of  our  failure  to  keep  our  acc^ount 
propei'ly,  or  the  Michigan  commissioners  complaining  about  the  pre- 
scribed method  by  the  FCC,  as  Mr.  Hough  said,  that  is  something 
that  they  should  complain  to  the  FCC  about. 

Mr.  Hellerman.  There  also  has  been  concern  voiced  from  the  Cal- 
ifornia Commission  as  well,  that  the  Western  Electric  prices  are  not 
based  on  actual  costs.  There  are  problems  with  allocations  of  over- 
head and  other  allocations. 

Mr.  Crosland.  INIr.  Hellerman,  the  statement  filed  by  Mr.  Fletcher 
this  morning  of  INIr.  Brown's,  I  think,  responds  to  the  question  you 
are  raising  now. 

Mr.  Hellerman.  Why  did  you  oppose  having  Western  Electric 
become  a  party  to  the  proposed  rate  case  at  the  FCC  ? 

Mr.  Trienens.  I  am  counsel  to  the  case,  Mr.  Hellerman,  and  I 
would  tell  you,  there  actually  was  no  necessity  whatever  for  making 
them  a  party.  There  had  been  a  discovery  proceeding  going  on  for 
some  2  years.  Every  Western  document,  every  request,  every  inter- 
view had  been  complied  with.  The  reason  for  it,  the  technical  rea- 
son, was  that  the  matter  before  the  FCC,  the  parties,  the  people  who 
■were  made  parties  by  the  FCC,  are  the  parties  to  the  interstate 
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rates.  Western  Electric  does  not  charge  rates  for  interstate  tele- 
communications services,  so  they  were  not  a  party  and  there  was  no 
need  for  them  to  become  a  party  because  all  the  information  was 
being  made  fully  available. 

The  trial  judge,  the  administrative  law  judge,  found  that,  and 
denied  the  motion  to  make  Western  a  party  without  prejudice,  that 
if  there  were  any  reason  at  any  time  why  it  would  serve  the  public 
interest  or  the  making  of  a  complete  record  to  have  Western  a  party, 
he  would  reconsider  his  ruling,  but  there  was  no  substantive  reason 
for  him  to  rule  otherwise  at  that  time. 

]Mr.  HelleRjVIAn.  Are  you  saying  that  any  request  by  the  staff 
for  information  about  Western  Electric  products'  costs  would  be 
furnished  ? 

Mr.  Trienexs.  All  information  that  is  available  has  been  furnished 
and  is  being  furnished  in  response  to  the  trial  staff  request,  and  has 
been,  not  only  to  the  trial  staff  but  to  their  contracting  agent,  and 
has  been  over  the  last  2  years;  yes,  sir. 

Mr.  Hellerman.  I  have  a  recollection  that  there  were  several  re- 
quests made  b}'^  the  trial  staff,  and  the  response  came  back  that  that  is 
not  a  matter  properly  before  them.  It  is  a  State  matter. 

]Mr.  Trienens.  There  was  a  question  raised  as  to  some  studies 
with  respect  to  intrastate  tariffs  which  were  not  Western  questions. 
These  were  a  question  of  operating  company  studies  with  respect 
to  intrastate  tariffs.  We  did  raise  that  objection.  The  trial  judge 
overruled  us  and  we  furnished  that  material  to  the  trial  staff. 

Mr.  Hellermax.  Why  would  you  object  to  furnishing  it? 

]Mr.  Trienens.  Because  it  is  related  to  intrastate  rates  and  had 
nothing  in  the  world  to  do  with  the  interstate  rates  under  the  juris- 
diction of  the  FCC.  And  it  had  nothing  to  do  with  that  rate  case. 

INIr.  Hellerman.  If  they  believed  it  would  be  helpful  to  them 
should  you  not  show  it  to  them,  being  a  regulated  monopoly? 

You  want  regulation.  They  want  to  see  papers. 

]\Ir.  Trienexs.  Well,  the  papers  in  question  had  been  furnished 
to  the  authorities  in  Michigan  and  otherwise  who  had  made  the 
request  of  these  studies  of  cost  and  these  particular  intrastate  tariffs. 
They  we^^e  made  fully  available  to  the  people  who  are  regulating 
us,  and  as  a  matter  of  fact,  they  have  now  been  furnished  to  the 
FCC. 

]Mr.  Hellermax.  We  have  had  discussion  previously  of  the  docket 
20003. 

]Mr.  Croslaxd.  Yes,  sir. 

]Mr.  Heller^iax.  Would  you  welcome  the  participation  of  the 
Department  of  Justice  in  that  proceeding? 

jNIr.  Croslaxd.  If  the  Department  of  Justice  desires  to  participate 
I  see  no  reason  why  we  would  object  to  their  participating  in  it,  as 
an  appropriate  party. 

!Mr.  Hellermax.  In  connection  with  the  NARUC  report,  which 
has  been  discussed  several  times. 

Mr.  Croslaxd.  Yes,  sir. 

]Mr.  Hellermax.  Did  not  that  report  question  the  necessity  of 
continuing  to  require  couplers  of  the  type  that  have  been  required 
up  to  date  in  connection  with  recording  equipment  and  dialers  and 
similar  equipment? 


4378 

Mr.  Croslaxd,  You  are  referring  to  the  so-called  ancillary  equip- 
ment, Mr.  Hellerman. 

Mr.  Heli^rmax.  Yes. 

Mr,  Croslaxd.  Which  was  a  reference  in  this  report  by  the 
NARUC.  As  you  recall,  it  broke  the  terminal  equipment  into  three 
categories:  PBX's  key  sets;  data  equipment,  and  computers;  and 
the  third  group  was  called  ancillary  equipment,  which  was  answer- 
ing devices,  dialers,  et  cetera. 

Now,  as  I  recall  the  report  it  was  not  clearcut  at  all.  It  said  that 
where  these  devices  were  passive,  or  in  other  words  benign,  nnd 
would  inject  no  spurious  signals  into  the  network,  then  we  should 
probably  allow  them  to  be  connected  with  our  services,  that  these 
were  ancillary  or  adjuncts  to  our  service.  But  there  is  a  provision 
in  that  report,  you  will  recall,  sir,  upon  rereading  it,  which  clearly 
says  that  they  expect  the  telephone  company  to  protect  the  network 
against  any  harm  that  might  result  from  any  of  tliese  type  devices. 

Mr.  Chumbris.  Would  3'ou  yield  for  a  moment? 

Mr.  Hellermax'.  Certainly,  ]Mr.  Chumbris. 

Mr.  Chumbris.  ]Mr.  Chairman,  Mr.  Hellerman  just  made  refer- 
ence to  the  National  Association  of  Regulatory  Utility  Commis- 
sioners Report,  the  report  after  investigation,  ]May  15,  1974.  and 
I  believe  it  would  be  well  for  the  record  to  receive  the  entire  report. 
It  deals  with  this  issue,  if  I  may  read  just  one  little  small  portion. 

Senator  Hart.  It  will  be  printed. 

[The  report  referred  to  appears  as  exhibit  9  at  the  end  of  this 
panel's  oral  testimony.] 

Mr.  Chumbris.  It  says: 

For  this  reason,  and  belief  that  the  facts  should  be  known  sooner  rather  than 
later,  the  Committee  on  Communications  of  the  NARUC  deemed  it  necessary 
and  in  the  public  interest  to  undertake  its  own  factfinding  investigation  and 
present  the  results  thereof  to  Congress,  to  the  Federal  Communications  Com- 
mission, and  to  the  American  people  at  the  earliest  practicable  date.  On  the 
basis  of  its  investigation,  including  independent  analyses  by  its  staff,  the 
committee  is  convinced  that  under  current  regulatory  policies  there  will  be  a 
substantial  adverse  economic  impact  on  local  exchange  telephone  subscribers 
resulting  from  interconnection  principally  of  private  common  carrier  competi- 
tion, and  further,  that  the  most  likely  competitive  responses  by  the  existing 
common  carriers  will  serve  to  exacerbate  the  near  term  impact  to  the  detriment 
of  the  local  exchange  subscriber. 

And  it  goes  on. 

May  it  be  accepted  for  the  record,  Mr.  Chairman? 

Senator  Hart.  It  will. 

Mr.  Chumbris.  Thank  you. 

Mr.  Hellermax^.  Mr.  Crosland. 

Mr.  Croslaxd.  Yes. 

Mr.  Hellermax.  Turning  to  your  prepared  testimony  you  state, 
"We  are  not  opposed  to  all  interconnection,"  and  you  go  on  to  men- 
tion that  Bell  does  now  interconnect  to  independent  telephone  com- 
panies. 

Is  it  not  true  that  until  1913,  Avhen  the  American  Co.  entered  into 
a  consent  agreement  with  Attorney  General  Kingsbury,  that  the 
company  generally  refused  to  interconnect  with  independent  tele- 
phone companies? 

Mr.    Croslaxd.  Mr.  Hellerman,  first,   if  that  is  the  Kingsbuiy 
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commitment,  I  think  3.1r.  Kingsbury  worked  for  the  American  Tele- 
phone Co.  It  is  a  connnitment  he  made  to  the  Attorne}^  General  with 
respect  to  our  acquisition.  I  believe,  of  additional  telephone  com- 
panies. I  am  not  certain  of  my  history  to  that  degree  to  say  that  in 
1913  we  refused  to  interconnect  with  other  independent  telephone 
companies  serving  in  franchised  areas  other  than  those  we  were 
franchised  to  service.  Early  on  I  mentioned  that  there  was  a  great 
deal  of  difficulty  suffered  by  the  public  telephone  conipanies  serving 
in  the  same  communities  refused  to  interconnect  with  each  other, 
and  it  was  about  that  time,  I  think  I  mentioned  this  morning,  too, 
that  in  1907,  I  believe  it  was,  Xew  York  and  Wisconsin  Public 
Service  Commissions  were  created.  It  was  about  that  time  from 
1913  on  the  rule  was  established  that  only  one  telephone  company 
should  provide  service  in  a  particular  area.  They  were  thus  fran- 
chised under  a  certificate  of  convenience  and  a  necessity  to  provide 
service  in  those  areas.  That  was  the  beginning  of  the  so-called  common 
carrier  concept  under  which  one  company  vras  responsible  end  to 
end  for  the  service  within  an  area,  and  this  was  cleemed  to  lie  in 
the  public  interest  by  regulators,  legislators,  several  legislatures 
around  the  country,  and  the  Congress. 

Mr.  Hellerman.  Thank  you. 

You  observed  that  about  14  percent  of  all  U.S.  households  have 
telephone  service. 

Is  it  not  correct  to  note  that  there  are  dozens  of  Bell  served 
communities  in  the  southeast  and  south-central  States  in  which  over 
a  fourth  of  the  households  do  not  have  telephone  service? 

Mr.  Crosland.  Well,  I  am  not  certain  of  your  figures,  ]Mr.  Heller- 
man,  but  I  can  also  assure  3'ou,  sir,  if  it  were  not  for  the  contribution 
made  to  local  residence  service,  as  indicated  by  chart  No.  4  up  there, 
that  those  people  would  never  get  telephone  service  because  they 
could  not  afford  it. 

Mr.  Hellerman.  In  the  development  of  your  household  telephone 
data,  am  I  correct  that  you  count  those  households  with  two  or  three 
stations  and  relate  this  total  count  to  the  estimated  number  of 
family  households? 

Mr.  Crosland.  No,  sir.  I  do  not  think  that  is  correct. 

Just  a  moment,  please. 

Mr.  Hough.  That  number  relates  to  the  percentage  of  households 
in  Bell-served  territory  that  have  telephones,  and  it  has  nothing  to 
do  with  extensions  or  number  of  telephones  in  the  house.  If  they 
have  one  telephone,  they  have  a  telephone. 

Mr.  Crosland.  It  is  just  a  household  with  a  telephone.  I  did  not 
know  whether  it  was  Bell  System,  or  total  Bell  System  ancl  inde- 
pendent territories.  I  will  get  the  answer  in  just  a  second,  sir. 

IMr.  Chumbris.  While  you  are  getting  that  answer,  INIr.  Hough^ 
did  you  say  that  94  percent  refers  to  Bell-connected  telephones  ? 

Mr.  Hough.  That  is  my  understanding. 

Mr.  Chumbris.  It  does  not  include 

Mr.  Crosland.  It  is  a  total,  I  think,  Mr.  Chmnbris,  both  inde- 
pendent- and  Bell-provided  service. 

Mr.  Chumbris.  Yesterday  Mr.  Wilbourn  testified  to  the  fact  that 
back  in  about  1940  they  only  had  about  35  or  40  percent  of  the 
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people  covered  by  telephones,  and  now  it  lias  been  increased  tremen- 
dously in  that  part  of  Arkansas. 

^Ir.  Croslaxd.  That  is  correct. 

]Mr.  Hough.  It  has  increased  tremendously  over  the  whole  country 
since  1940. 

]Mr.  Crosland.  Yes;  it  has. 

Mr.  Hellermax.  I  have  been  provided  a  copy  of  the  steering  com- 
mittee report,  license  contract  studv.  A.T.  &  T.  general  departments, 
]\Iarch  1973. 

Could  one  of  you  gentlemen  explain  this  dociunent  briefly  ? 

Mr.  Hough.  ]May  I  see  it? 

As  we  do  periodically  in  the  system,  we  reexamine  some  of  our 
activities  and  procedures  and  a  study  organization  was  set  up  in 
order  to  study  the  services  performect  by  the  A.T.  &  T.  Co.  under 
the  licensed  contract  to  determine  if  they  were  meeting  the  needs  of 
the  companies,  whether  they  are  doing  anything  that  was  not  nec- 
essary, the  companies,  whether  they  are  doing  anything  that  was 
not  necessary,  and  what  was  an  appropriate  way  of  financing  the 
licensed  contract,  and  this  happens  to  be  a  report  of  a  steering  com- 
mittee which,  overall,  supervised  that  effort. 

Mr.  Hellermax'.  Were  there  top  management  people  on  that 
steering  committee? 

]Mr.  Croslaxd.  Yes,  sir.  Well,  not  on  the  steering  committee.  There 
was  top  management.  But  it  depends  on  how  you  define  top  man- 
agement. 

"Well,  let  me  just  add  to  what  Mr.  Hough  said.  Mr.  Hellerman, 
we  subject  ourselves  to  self-examination  periodically,  as  any  good 
business  would,  and  I  think  if  we  did  not  react  to  constructive 
criticism,  self-criticism,  that  any  business  that  fails  to  do  that  is 
doomed  to  failure.  And  so,  periodically,  we  do  just  what  Mr.  Hough 
described  for  this  specific  purpose,  to  find  if  there  are  better  ways 
that  we  can  do  jobs  than  as  we  undertake  them  at  that  moment. 

Mr.  Hellermax.  One  of  the  major  recommendations  apparently 
was  stronger  A.T.  &  T.  leadership,  direction,  and  control  required. 
Another  one  was  better  use  of  manpower  needed. 

]Mr.  Hough.  I  did  not  hear  the  second  one. 

]Mr.  Hellermax'.  Better  use  of  manpower  needed.  In  that  regard, 
it  appears  that  there  is  heavy  concentration  on  Bell  Laboratories. 

Mr.  Croslax'd.  Heavy  concentration  of  what? 

]Mr.  Hellermax-.  Of  comments  and  reports  and  recommendations 
on  Bell  Laboratories, 

]Mr.  Hough.  Well,  there  were  separate  studies  made  of  the  A.T.  &  T. 
general  departments  and  the  Bell  Laboratories,  and  I  did  not  have  a 
chance  to  see  just  what  you  have  there.  It  may  be  that  that  may  be  the 
Bell  Laboratories  part  of  the  report  and  that  would  put  heavy  con- 
centration there. 

jNIr.  Hellermax.  I  wonder  if  you  would  provide  to  the  staff  a  set 
of  all  of  the  studies  that  were  prepared  under  this  report. 

^Ir.  Croslaxd.  ]Mr.  Hellerman.  I  do  not  believe  that  we  would  like 
to  submit  that  to  the  staff.  Mr.  Chairman,  it  contains  some  informa- 
tion which  we  think  is  of  a  proprietary  nature,  and  I  would  like  to 
review  these  studies,  if  I  may,  Mr.  Chairman,  and  then  get  back 
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to  you  with  a  report  as  to  whether  we  would  or  not,  and  then  file 
it,  if  that  is  agreeable  with  yon,  sir. 

Senator  Hart.  All  right. 

]Mr.  Heixermax.  It  is  my  understanding  it  has  been  turned  over 
to  FCC.  if  that  would  help. 

!Mr.  Croslaxd.  Let  me  check  into  it,  ]Mr.  Hellerman,  and  I  will 
get  back  to  you. 

ISIr.  HoTJGH.  I  believe  it  is  considered  proprietary  and  marked 
so  whenever  it  has  been  furnisheed  to  the  FCC  on  this. 

]Mr.  Crosland.  "We  will  review  it  and  we  will  certainly  get  back 
to  you. 

Senator  Hart.  I  take  it  if  it  has  gone  to  the  FCC  it  probably 
will  come  to  us.  and  if  it  has  not  it  will  not. 

Is  that  it? 

Mr.  Trtenexs.  No,  sir.  The  way  it  works  is  that  the  FCC  has  been 
given  complete  access. 

[Concerning  the  above  discussion,  see  exhibits  35  and  36  at  the  end 
of  this  panel's  oral  testimon3\] 

Senator  Hart.  Oh,  they  are  receiving  documents  in  camera? 

INIr.  Trienens.  No  they  have  got  900,000  papers,  much  of  which 
is  proprietary,  affects  competitive  matters.  We  have  not  declined 
to  produce  anything  on  a  proprietary  ground  with  the  FCC.  They 
are  regidators,  and  if  they  find  it  in  the  public  interest  to  put  those 
in  the  public  record — many  of  these  previously  labeled  proprietaries 
have  been  put  in  the  phase  2  public  record — ^that  is  the  FCC's  deci- 
sion. On  the  other  hand,  the  FCC  recognizes  it  is  not  in  the  best 
interest  of  either  the  Bell  System  or  its  users  to  discriminate  against 
it  because  it  is  regulated  in  these  proprietary  competitive  areas,  so 
they  have  been  very  careful  in  weighing  whether  they  would  make 
it  a  matter  of  the  public  record,  not  to  unduly  injure  the  competitive 
ability  of  the  Bell  System  and  therefore  those  materials  have  not 
been  made  public,  even  though  they  have  been  furnished  to  the  FCC. 

Mr.  Crosland.  Mr.  Trienens,  excuse  me  just  a  moment. 

Mr.  Chairman,  I  believe  we  agreed  with  you  and  your  committee, 
at  the  request  of  Senator  Kennedy,  I  believe  in  tlie  hearings  last 
July,  that  we  would  submit  to  this  committee  under  the  same 
tenns  and  conditions  the  sam.e  material  that  we  supplied  to  the 
FCC  in  phase  2.  So  with  that  understanding,  sir,  we  will  move 
forward  on  this,  sir. 

iNIr.  Hellerman.  Thank  you. 

We  have  heard  much  testimony  about  the  necessity  for  vertical 
integration.  ^^Hiat  concerns  me,  in  the  steering  committee  report, 
is  the  final  report  and  recommendations  on  page  11.  It  says  in  con- 
nection with  the  Bell  Telephone  Laboratories : 

The  general  impression  exists  in  the  associated  companies  and  the  A.T.  &  T. 
general  departments  that  the  Bell  Laboratories  are  not  as  responsive  to  the 
companies'  needs  as  they  should  be  and  are  lacking  strict  controls  and  budgetary 
accountability. 

Mr.  Crosland.  Mr.  Hellerman,  we  are  at  somewhat  of  a  disadvan- 
tage in  not  having  those  documents  in  front  of  us  to  be  able  to 
respond  to  your  question.  However,  Mr.  Hough  will  undertake  to 
do  the  best  he  can  under  the  circumstances.  Had  we  known  you 
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were  goin^  to  question  us  ^Yitll  regard  to  these  details  we  would 
have  been  better  prepared,  sir. 

Mr,  Hellermax.  We  did  request  these  documents  from  A.T.  &  T. 
They  were  provided  by  A.T.  &  T.  just  recently. 

Mr.  Crost.axd.  There  were  many  others  tluit  you  requested  also, 
]Mr.  Hellerman.  So  we  did  not  bring  a  truck  with  us. 

Mr.  HouGii.  I  have  no  problem  answering  that  question.  I  have 
been  in  the  Bell  Telephone  Laboratories  for  a  good  many  years; 
and  I  have  been  in  operating  telephone  companies;  I  have  been  in 
A.T.  &  T.  headquarters;  and  I  am  now  in  an  operating  part  of  the 
business. 

There  are  ahvays  a  lot  of  requests  from  the  associated  companies 
that  cannot  be  handled.  There  is  a  limit  to  how  much  in  the  way 
of  manpower  you  can  devote  to  these  things,  and  so  an  educated 
judgment  has  to  be  made  as  to  which  activities  the  Bell  Telephone 
Laboratories  and  the  Western  Electric  Co.  will  pursue  to  the  maxi- 
mum overall  benefit  of  the  network  and  Bell  System's  service,  and 
there  are  bound  to  be  those  who  have  pet  projects  that  are  not 
attended  to,  and  in  their  eyes  they  may  seem  more  important  than 
they  are  in  the  overall  scheme  of  things. 

And  I  would  say,  if  we  did  not  have  people  who  were  critical 
and  had  their  requirements  unsatisfied.  I  would  be  absolutely  sure 
that  Ave  had  too  fat  an  organization  and  were  devoting  too  many 
people  to  this  effort.  An  organization  that  is  hungry  and  always 
pushing  for  more,  not  feeling  they  have  quite  enough,  is  the  kind 
of  organization  we  want :  and  I  think  these  comments  reflect  that. 
I  have  no  problem  with  them. 

INIr.  CntTMBRTS.  We  have  that  same  problem  up  here  with  Senator 
Hart.  Staff  men,  all  of  them,  have  a  project  to  plug  and  the  chair- 
man has  to  look  them  over.  I  guess  if  he  did  not  get  projects  from 
the  staff  he  would  be  worried  about  their  productivity. 
Mr.  Hough.  Right. 

Mr.  Hellermax.  We  would  be  interested  in  seeing  those  reports 
because  there  certainly  seem  to  be  manv  references  to  Bell  Telephone 
Laboratories  not  being  responsive  and  not  having  guidance,  which 
would  lead  me  to  question  whether  or  not  it  would  be  helpful  to 
have  some  competitive  pressures  introduced  into  the  system. 

Mr.  Crosland,  you  express  concern  about  wasteful  duplication  of 
facilities. 

jSlr.  Croslaxd.  Yes,  sir. 

;Mr.  Hellermax.  Is  it  not  true  that  if  additional  capacity  is  re- 
quired between  cities  A  and  B,  the  Bell  System  quite  commonly 
builds  an  additional  microwave  system  to  handle  the  added  traffic? 
Mr.  Croslaxd.  We  could  buikV  many  different  types  of  facilities 
to  handle  added  traffic. 

^Miat  I  had  reference  to  in  this  point  was  the  fact  that  m  the 
event  there  are  a  number  of  facilities  built  by  competitors  and  they 
are  unfilled,  I  think  it  would  be  a  waste  of  natural  resources.  Now, 
on  the  other  hand— and  I  think  this  would  be  wasteful  to  duplicate 
our  facilities  that  we  have  there  to  provide  the  same  service — it 
would  be  a  waste  of  natural  resources,  is  what  I  had  in  mind,  and  it 
would  be  more  costly,  I  think,  to  the  Nation's  telecommunications 
system. 
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Mr.  Hough.  I  think  the  other  point  is.  as  I  mentioned  in  my 
statenieiit,  Ave  have  found  ways  to  substantially  increase  the  capacity 
of  existing  systems.  Right  now  in  our  intercity  network  we  are 
building  relatively  few  new  routes,  considering  the  size  of  the 
growth  we  have  to  handle.  Our  old  standby,  the  TD-2  microwave, 
has  gone  from  2.400  circuits  in  the  same  frequency  band  to  16,500, 
and  we  do  this  using  the  same  buildings,  same  antennas,  same 
maintenance  personnel.  Now,  when  you  build  a  whole  new  route 
to  handle  100  circuits  between  St.  Louis  and  Chicago  there  is  not 
any  question  but  that  is  a  wasteful  duplication  of  facilities.  Those 
circuits  could  be  handled  on  the  existing  routes  of  the  Bell  System 
without  any  additional  construction  and  handled  very  readily  and 
with  a  much  lower  incremental  cost. 

Mr.  Ckosland.  May  I  add  just  another  point  on  this  subject,  too? 

If  by  any  chance  these  unfilled  facilities  prevented  us  from 
introducing  new  technology  which  would  in  turn  reduce  the  cost  to 
the  user,  as  pointed  out  by  a  chart  I  had  earlier,  which  showed  the 
declining  unit  cost  as  a  result  of  the  introduction  of  new  technology-, 
and  if  there  were  some  unused  facilities,  higher  cost  facilities,  and 
we  were  prevented  from  introducing  more  efficient  millimeter  wave- 
guide to  which  I  believe  Dr.  Baker  and  ]Mr.  Hough  both  referred, 
this  would  be  disastrous,  I  think,  over  the  long  pull. 

Mr.  Treenens  Mr.  Chairman,  Justice  Brandeis  in  our  history  has 
always  been  thought  of  as  one  who  was  for  the  free  enterprise 
system,  and  he  had  some  experience.  He  practiced  before  the  ICC. 
He  had  some  experience  with  regulation.  I  would  like  to  read  a 
sentence  from  one  of  his  opinions  on  this  very  question.  The  opinion 
is  in  a  case  called  Newstate  Ice  Co.  v.  Leadman,  285  U.S.,  and  I  am 
reading  from  page  282 : 

Experience  has  taught  that  the  financial  burdens  incident  to  unnecessary 
duplication  of  facilities  are  likely  to  bring  high  rates  and  poor  service.  Their 
cost  is  usually  dependent  upon  other  things,  upon  volume  and  division  of  pos- 
sible patronage  among  competing  concerns  may  so  raise  the  unit  cost  of 
operation  as  to  make  it  impossible  to  provide  adequate  service  at  reasonable 
rates. 

That  is  an  opinion  in  1932. 

Mr.  Hellerman.  Getting  back  to  the  microwave  and  duplication, 
is  it  not  true  that  specialized  carriers  can  build  that  microwave 
system  for  the  same  cost  as  Bell,  or  perhaps  even  less  because  the 
system  does  not  have  to  function  with  the  integrated  part  of  the 
switched  voice  network? 

]Mr.  Croslaxd.  The  answer  is  no;  but  I  will  let  Mr.  Hough  speak 
to  that,  please,  sir. 

Mr.  Hough.  It  depends  on  what  you  mean  by  "microwave  sys- 
tem." The  true  cost  is  the  cost  per  circuit,  and  our  microwave 
facility  costs  are  substantially  below  those  specialized  common  car- 
riers on  a  cost  per  circuit  basis.  Xow,  sure,  you  can  build  a  route 
with  a  minimum  of  facilities  without  protection  and  so  forth,  and 
build  at  a  lower  cost.  But  unless  you  load  that  up  with  a  large 
numbei-  of  circuits  the  cost  per  circuit  you  provide  to  the  cus- 
tomer is  going  to  be  substantially  higher,  and  that  is  the  actual 
situation  today  over  the  routes  provided  by  the  specialized  carriers. 
Their  rates  are  lower  than  ours  and  their  costs  are  higher  than  ours. 
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Mv.  Hellerman.  Does  Western  Electric  and  A.T.  &  T.  buy  much 
of  the  microwave  equipment  that  it  uses  from  the  same  suppliers 
that  the  specialized  common  carriers  buy  it  f  rom  ^ 

Mr.  Hough,  No,  sir.  We  buy  some  of  our  order  of  wire  micro- 
wave, low-capacity  microwave,  from  other  suppliers.  There  is  no 
other  supplier  but  Western  Electric  that  builds  microwave  equip- 
ment with  the  capacity  of  Western  Electric  microwave  equipment. 

We  cannot  get  the  kind  of  equipment  we  need  for  high  capacity 
routes  anyplace  else  but  from  Western  Electric  Co. 

Mr.  Hellerman.  Mv.  Crosland,  I  do  not  seem  to  be  getting  to 
the  end  of  your  testimony.  Going  back  to  page  two,  you  refer  to 
selective  competition  as  being  authorized  by  the  FCC. 

Mr.  Crosland.  Yes,  sir. 

Mr.  Hellerman.  Are  you  implying  there,  or  do  you  mean,  that 
there  are  other  areas  besides  interconnect  equipment  and  intercity 
transmission  into  which  competition  might  be  introduced? 

Mv.  Crosland.  No,  sir;  not  at  all.  I  mean  selective  competition 
is  just  what  it  connotes.  The  people  who  would  compete  with  us, 
individuals,  are  motivated  by  the  profit  motive,  if  I  may  suggest 
that,  and  not  necessarily  service,  as  we  are.  And  I  do  not  say  that 
in  any  sanctimonious  fashion.  But  I  believe  it  is  true. 

Our  interest  is  not  a  question  of  our  prerogatives  or  our  profits. 
But  our  interest  is  to  serve  the  public.  That  is  the  only  basis  on 
which  we  are  permitted  to  exist  by  the  Government  of  the  United 
States,  both  local  governments  as  well  as  the  Federal  Government, 
and  our  objective  in  life  is  to  serve  at  the  lowest  reasonable  cost. 

Now,  what  has  happened,  sir,  if  we  had  known  that  competition 
was  going  to  be  or  might  be  injected  into  our  business,  I  am  very 
doubtful  that  our  rate  structures  would  be  as  they  are  today.  You 
would  not  have  business  rates  higher,  you  would  not  have  other 
rates  higher  and  residence  rates  low.  You  would  have  more  cost- 
oriented  rates.  You  would  not  have,  I  Avould  dare  say,  a  94-percent 
penetration  of  the  market  of  households  with  telephones  today,  but 
for  that  fact. 

Now,  what  happens  is  that  selective  competition  is  where  busi- 
nesses zero  in  on  our  weakest  points,  where  we  in  fact  could  pull 
our  rates  down  to  compete  and  to  compete  well  with  them.  As  a 
matter  of  fact  we  could  out-compete  them  in  many  areas.  But  our 
rate  structures  are  not  so  fixed,  and  that  is  our  problem  today 
insofar  as  entry  of  contrived,  selected,  or  so-called  pick-and-choose 
competition  is  concerned,  and  that  is  exactly  what  I  had  in  mind. 

Mr.  Hough.  We  have  an  obligation  to  serve  everyone,  but  our 
competitors  do  not  have  that  obligation.  They  pick  the  places  where 
they  want  to  serve  to  their  own  benefits  and  leave  the  rest  for  us. 

Mr,  Hellerman.  And  the  same  customers  can  choose  between  you 
and  them  as  well. 

Mr.  Crosland.  Mr.  Hellerman,  the  reason  is  that  they  chose  not 
to  serve  these  other  areas.   Wo   chose   to  serve  everyone. 

INIr.  Hellerman.  ]Mr.  Hough,  in  your  statement,  could  you  furnish 
illustrations  where  the  specialized  common  carriers  have  failed  to 
modify  their  own  systems  to  conform  to  proposed  Bell  improv*^- 
ments  ? 
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Mr.  Hough.  Can  I  give  you  illustrations^ 

No,  I  cannot.  The  Commission  order  ordering  us  to  permit  con- 
nection into  the  network  is  only  a  few  months  old  and  there  has 
not  been  time  for  that  to  develop.  The  situation  is  obvious.  As  we 
get  more  and  more  of  these  in  the  network  we  are  no  longer  free 
agents  to  move  the  technology  ahead  for  the  whole  network.  AVe 
have  our  hands  tied.  There  is  not  any  question  about  that. 

Mr.  Hellekman.  You  talk  about  common  ownership  facilitating 
innovation.  Mr.  liaymond  Kraus  of  Connnunications  Consulting 
Engineers  has  made  it  plain  in  a  report  that  one-half  of  Western 
Electric's  current  product  line  of  switching  equipment  is  teclmically 
obsolete. 

Mr.  Hough.  Where  are  you  referring  to  page  8  here?  Now  could 
you  tell  me  what  line? 

Mr.  Hellermax.  Well,  in  there  somewhere  there  is  a  discussion 
of  common  ownership  and  innovation,  vertical  integration,  and  so 
forth. 

Mr.  Hough.  Innovation? 

Mr.  Hellekman.  Yes. 

Mr.  Hough.  I  say  it  makes  transfer  of  ownership  as  traffic  re- 
quirements grow  routine  and  possible  at  net  book  cost. 

Mr.  Hellerman.  Well,  I  would  take  it  that 

Mr.  Hough,  Oh,  I  see,  you  mean  sentence  that  total  investment  is 
minimized,  innovation  facilitated,  and  network  performance  opti- 
mized. 

Mr.  Hellerman.  Yes. 

Mr.  Hough.  Well,  tirst  of  all,  whoever  made  that  statement  about 
Western  Electric,  50  percent  of  its  XDroducts  being  obsolete,  is  dead 
wrong.  He  does  not  know  what  he  is  talking  about.  He  is  com- 
pletely ignorant  of  the  technology  that  has  gone  into  the  system. 
1  will  say  so  much  for  that. 

Now,  as  to  what  I  mean  by  innovation  facilitated,  frequently,  for 
example,  we  have  to  make  changes  in  Denver,  in  order  to  eti'ect 
improvements  in  service  in  Kansas  City  or  St.  Louis.  The  network 
is  completely  interactive. 

Now,  if  Mountain  Bell  puts  those  changes  in  in  Denver,  they  are 
compensated  for  it  and  tlirough  connnon  ownership,  w^hether  this 
equipment  is  owned  by  Mountain  Bell,  or  Long  Lines,  or  South- 
western Bell,  it  all  comes  out  in  the  long  run  to  the  overall  beneht 
of  the  network,  and  w^e  do  not  have  to  worry  very  much  about  who 
owns  what  and  who  gets  the  return  on  what.  It  eliminates  all  of  that 
scrapping  and  battling  over  ownership,  and  who  has  to  pay  a 
penalty  to  get  started  on  a  new  innovation  for  the  benefit  of  the 
whole  system,  all  of  which  is  recovered  in  the  long  run  in  the  total 
cost  of  service  overall  to  the  customer. 

Mr.  Hellerman.  I  do  not  know  ]Mr.  Kraus,  but  I  do  know  he  is 
a  former  Bell  employee. 

Mr.  Hough.  That  does  not  change  my  opinion.  And  maybe  that 
is  why  he  is  former. 

[General  laughter.] 

Mr.  Hellerman.  No.  As  I  understand  it  he  is  a  veteran  of  over 
30  years  Bell  service,  and  his  company  employs  many  former  Bell 
emploj'ees. 
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Turning  to  domestic  satellites  just  for  a  moment,  if  %ve  could, 
and  to  domestic  satellites  and  specialized  common  carriers.  How  can 
it  be  certain  that  the  Long  Lines  are  not  given  better  treatment, 
better  rates  by  the  operating  companies? 

Mr.  Hough.  Well,  first  of  all.  the  operating  companies  do  not 
treat  the  Long  Lines,  and  they  do  not  give  them  rates.  This,  as  I 
indicated  before,  is  a  joint  partnership  in  which  all  revenues  are 
pooled  and  all  expenses  are  pooled,  and  the  revenues  are  common, 
and  whatever  the  costs  the  associated  company  incurs,  they  are 
reimbursed  from  the  total  pool  of  revenues. 

In  other  words,  the  associated  company  has  a  guarantee  of  its 
expenses  and  the  same  overall  return  on  its  investment  as  the  total 
interstate  rate  of  return.  So  it  is  not  what  the  associated  companies 
do  for  Long  Lines,  it  is  what  the  associated  companies  are  assured 
of  as  a  result  of  their  partnership  with  Long  Lines,  and  I  have  only 
mentioned  one  or  two. 

Now,  when  it  comes  to  the  specialized  common  carriers,  they  do 
not  share  revenues  and  insure  returns  and  recovery  of  expenses  to 
the  associated  companies.  So  this  talk  about  treat  the  specialized 
common  carriers  the  same  as  Long  Lines  is  completely  an  erroneous 
conception.  The  situation  in  relationship  to  the  operation  is  com- 
pletely different. 

Mr.  Hellermax.  Would  you  describe  the  obligation  of  the  A.T.  &  T. 
operating  telephone  companies  to  provide  connecting  links  from  the 
]:>oint  of  connection  with  Long  Lines  to  the  premise  of  a  customer 
located  within  that  operating  territory  ? 

Mr.  Hough.  Well,  first  of  all,  as  I  said  before,  in  my  summary 
statement,  there  is  no  rigid  line  of  demarcation  between  the  local 
operating  company  and  Long  Lines.  We  share  ownership  we  share 
facilities;  we  jointly  use  facilities;  we  operate  in  the  same  building. 
And  we  jointly  provide  the  service. 

The  associated  company'  does  not  provide  facilities  to  Long  Lines 
department.  We  each  provide  our  share  of  the  facilities  required  to 
provide  serA^ice,  and  it  depends  on  where  that  service  is  as  to  who 
provides  what.  It  depends  on  who  has  the  particular  facilities  in 
the  area.  It  is  completely  a  partnership  joint  operation,  joining  in 
the  joint  provision  of  service. 

Now,  the  situation  with  regard  to  the  specialized  common  carriers 
is  that  they  are  not — and  it  is  expressly  stated,  they  have  no  desire 
to  and  do  not  intend  to  be  part  of  a  partnership.  They  want 
facilities;  and  by  facilities  I  mean  the  pairs  of  wires  or  the  carrier 
facility  required  to  provide  service.  Then  they  take  responsibility 
for  the  overall  end-to-end  service.  We  do  not  know,  either  Long 
Lines  or  the  associated  operating  company,  what  goes  over  that, 
what  the  requirements  are.  We  provide  them  with  the  f  acilit}'. 

So  it  is  an  entirely  different  thing.  They  are  just  not  comparable. 

The  other  thing  you  need  to  remember  is  that  by  far  the  largest 
portion  of  the  relationship  between  the  associated  companies  and 
Long  Lines  is  for  the  provision  of  message  telephone  service.  Ap- 
proximately 90  percent,  89  percent,  of  the  interstate  revenues  come 
from  message  telephone  service  plus  WATS,  wliich  is  one  the  same 
basic  switched  network. 
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Now,  this  relationship  is  absolutely  essential  in  order  to  provide 
the  dialex  service,  and  I  will  not  ^o  over  it  again  as  to  all  of  the 
joint  planning  and  provision  of  service  that  is  necessary. 

Now.  it  happens  that  the  same  facilities  that  are  used  for  this 
90  percent  of  the  business,  the  same  microwave  routes,  the  same 
cables  with  local  loops  in,  can  be  used  for  private  line  service,  so 
we  also  provide  private  line  service,  and  the  customers  get  the 
advantage  of  the  economies  of  scale  provided  by  this  much  larger 
proportion  of  service,  and  this  makes  it  a  contribution  to  the 
defrayment  of  the  overall  common  costs. 

And  I  think  we  have  to  be  careful  that  we  do  not  let  the  tail 
wag  the  dog  and  completely  upset  this  message  telephone  service 
in  order  to  satisfv  a  few  special  interests  on  private  line  service. 

Mr.  Hellerman.  \\Tiat  do  you  mean  by  the  word  "upset"  as  just 
used  ? 

Mr.  Hough.  Yes;  destroy  the  tremendously  important  and  vital 
switched  message  network  that  is  providing  the  best  service  in  the 
world  at  the  lowest  cost. 

Mr.  Heli^erman.  You  talk  of  the  harms  to  the  nationwide  tele- 
phone system  that  would  be  caused  by  interconnect  systems  and 
specialized  carriers. 

Has  the  FCC  and  the  district  court  in  Philadelphia  not  rejected 
those  allegations  as  being  completely  unsupported  and  without  any 
merit? 

Mr.  Hough.  AVell,  my  recollection,  subject  to  correction,  is  the 
district  court  referred  this  to  the  FCC  and  the  FCC  did  have  hear- 
ings on  this  and  ordered  us 

.     Mr.  Crosi.and.  No  hearings. 

Mr.  Hough.  They  made  a  decision.  I  think  we  had  an  oral  argu- 
ment on  it,  and  ordered  us  to  provide  these  connections.  Now,  this 
whole  docket  20003  is  the  full-blown  hearing  to  decide  Avhat  are 
the  possibilities  of  damage  to  the  network,  economic,  technical,  and 
servicewise,  and  the  decision  has  yet  to  be  rendered  on  that,  but  we 
have  been  in  this  business  long  enough  and  have  had  enough  experi- 
ence in  the  management  of  this  network  to  be  convinced  what  we  say 
is  correct. 

Mr.  Hellermax.  One  final  question.  I  do  not  believe  it  to  be  your 
position  that  Western  Electric  and  the  Bell  System  is  the  only  place 
where  innovation  comes  from  in  the  communications  industry. 
^Ir.  Hough.  No,  I  would  not  say  that;  but  I  would  say  that  99 

percent   of  the  fundamental   innovations 

Senator  Hart.  Earlier  in  the  day  you  came  all  the  way. 
Mr.  Hough  [continuing] .  Comes  from  the  Bell  Telephone  Labora- 
tories. 

Mr.  Crosland.  That  is  correct. 

Mr.  Hei.lerman.  Well,  I  guess  we  have  seen  one  document  on 
data  sets.  We  have  heard  other  statements  on  modums.  We  can  look 
at  satellite  technologv  by  Hughes,  lasers  by  Huirhes,  crossbar  switch- 
ing by  Ericson  and  Electronic  ACDS  by  Collins  and  others. 

Mr.  Hough.  Well,  let  me  speak  of  one :  crossbar  switches  by  some- 
body else.  The  Bell  Svstem  has  had  crossbar  switches  in  use  long 
before  anyone  else  in  "the  business.  As  a  matter  of  fact,  there  are 
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very,  very  few  crossbar  switches  in  use  around  the  world  other  than 
in  Bell  Canada  and  in  the  Bell  System,  and,  as  a  matter  of  fact, 
for  many  years  the  only  place  you  could  obtain  crossbar  switches 
was  from  Western  Electric.  The  Rochester  Telephone  Co.,  an  inde- 
pendent telephone  company,  purchased  crossbars  from  the  Bell  Sys- 
tem because  it  was  the  only  place  you  could  get  them.  The  4-A 
switch,  the  largest  toll  switch  in  the  world,  fundamental  to  our 
ability  to  manage  the  network  and  operate  with  the  efficiency,  has 
been  produced  by  Western  Electric  for  many  years.  I  forget  the 
exact  number  of  years,  but  it  was  probably  at  least  30  years.  You 
cannot  buy  a  switch  of  that  capacity  anyplace  else  in  the  world,  and 
yet  we  are  about  to  come  up,  as  Dr.  Baker  spoke,  with  a  new  elec- 
tronic toll  switcher  with  three  times  the  capacity  and  one-sixth  of 
the  floor  space.  No  place  in  the  world  is  that  available. 

I  mentioned  no  place  in  the  world  can  you  get  microwave  systems 
with  the  capacity  coming  out  of  Western  Electric. 

Now,  when  you  talk  of  terminal  devices,  such  as  data  sets,  that 
is  not  the  real  heart  of  innovation.  That  is  the  putting  together  of 
someone  else's  innovation  into  a  product  for  sale.  That  is  the  sort 
of  thing  that  Dr.  Baker,  in  his  statement,  was  contrasting  with  the 
fundamental  pushing  forward  of  new  knowledge  and  applying  it  to 
the  network,  and  when  you  come  to  the  real  fundamentals  of  inno- 
vation, the  things  that  make  this  netAvork  possible  in  the  form  and 
the  economy  it  now  has,  these  come  out  of  the  Bell  System,  and  if 
we  did  not  have  this  overall  integrated  network  and  vertical  integra- 
tion these  major  developments  would  not  occur. 

Who  else  would  do  it  ?  Look  outside.  No  one  else  is  doing  it.  No 
one  is  developing  L-5  and  wave  guide  No.  4  ESS,  No.  1  ESS  of 
which  we  install  a  new  one  every  IV2  days  in  the  Bell  System.  It  has 
greater  capacity  and  ability  than  any  electronic  switch  in  the  world. 

Now,  you  talk  about  innovation  on  the  periphery  of  the  system 
and  things  that  are  really  in  the  area  of  basic,  straightforward 
product  development,  not  much  innovation  there. 

Mr.  Crosland.  Mr.  Hellerman,  if  I  may  say  without  denigrating 
any  expertise  he  may  have  in  these  other  areas  in  electronics,  prac- 
tically every  item  you  mentioned  a  moment  ago,  I  think  it  is  fair  to 
say  that  Bell  Laboratories  has  pioneered  and  as  part  of  its  activities. 
T  think  Dr.  Baker  will  bear  me  out. 

Satellites,  for  example,  they  came  right  out  of  the  Bell  Labora- 
tories. We  spent  over  $50  million  in  developing  satellites.  As  a 
matter  of  fact,  the  first  satellite,  as  you  remember,  was  Telstar,  and 
we  were  very  proud  of  the  fact  that  we  did  develop  satellite  com- 
munications. Practically  everything  you  mentioned  came  out  of  the 
Bell  Laboratories  or  were  based  on  their  inventions. 

Mr.  Hellerman.  But  not  including  electronic  ACD's. 

Mr.  Hough.  Yes.  The  technology  there  has  come  right  out  of  the 
Bell  Laboratories. 

Mr.  Hellerman.  The  technology  but  not  the  product. 

]Mr.  HotJGH.  Well,  you  can  put'  the  technology  together  in  a  lot 
of  ways. 

Mr.  Crosland.  Sure. 
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Mr.  Hough.  You  will  find  that  the  electronic  ACD  is  based  on 
Bell  Laboratories  patents. 

Mr,  Hellerman.  Well,  in  the  report,  "Interconnection  and  Com- 
petition," by  John  R.  Brown,  sales  engineer  for  Southern  New  Eng- 
land Telephone  Co..  talking  about  future  needs,  he  says,  "In  the 
future  we  must  know  what  products  our  customers  want.  We  ought 
not  to  develop  products  and  then  create  a  market. 

I  think  the  innovation  and  the  introduction  of  new  products  com- 
ing out  is  to  meet  the  demands  of  the  users. 

Mr.  Hough.  That  is  our  only  reason  for  being  in  business. 

Mr.  Croslaxd.  We  agree  with  that. 

Mr.  Hough.  It  is  what  we  have  done  for  years. 

Mr,  Hellerman.  And  that  is  the  purpose  that  these  competitors 
are  in  business.  Would  you  agree  to  that? 

Mr.  Crosland.  No,  sir. 

Mr.  Hough.  No,  sir.  Their  objective  is  not  to  meet  the  Nation's 
requirements  for  overall  communications,  sir.  Their  objective  is  to 
sell  equipment  and  to  make  a  profit,  and  there  is  nothing  wrong 
with  that. 

Mr,  Crosland.  We  are  not  quarreling  with  that. 

Mr.  Hough.  It  should  not  be  at  the  expense  of  the  viability  of  a 
nationwide  network. 

Mr.  Croslaxd.  Or  at  the  expense  of  the  consumer, 

yiv.  Hellermax.  Thank  you  very  much.  Mr,  Chairman.  I  have  no 
more  questions. 

Mr.  Chumbrts.  Just  for  the  record,  it  has  been  pointed  out  pre- 
viously in  the  record  that  A.T.  &  T.  and  its  subsidiaries*  patents  have 
been  made  available  for  use  by  many  people  in  many  industries. 

Would  you  state  for  the  record  again,  so  that  it  would  be  clear, 
how  or  why  did  you  make  those  patents  available  to  whoever  asked 
for  those  patents  ? 

]Mr.  HoFGH.  Well,  first  of  all  we  are  in  the  business  of  providing 
telephone  service,  not  in  the  business  of  trying  to  sell  our  patents  on 
the  outside  as  a  profitable  venture  for  the  Bell  System.  And  to  the 
extent  that  things  have  come  ovit  of  the  Bell  Laboratories  can  be 
made  available  at  reasonable  cost  to  others  to  be  used  in  other  prod- 
ucts for  the  benefit  of  the  country — transistor  radios,  pocket  com- 
puters, and  things  like  that — we  think  it  is  in  the  public  interest. 

Now.  beyond  that,  the  Bell  Telephone  Laboratories  patents  are 
an  important  asset  from  the  standpoint  of  trading.  To  the  extent 
that  we  have  a  patent  position  that  is  attractive  to  other  companies, 
we  have  the  ability  to  malce  use.  through  patent  agreements,  to 
make  use  of  patents  that  they  may  have.  So.  it  is  important  from 
that  standpoint. 

Also,  in  1956.  of  course,  one  of  the  provisions  of  the  final  judgment 
was  that  patents  available  up  to  that  time  should  be — -patents  in 
existence  up  to  that  time  should  be  made  available  to  those  who 
wished  them  at  no  charge;  and  beyond  that,  at  reasonable  charge. 
And  that  is  our  policy. 

Mr.  Chumbrts.  Thank  you  very  much. 

Thank  you,  Mr.  Chairman. 
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Senator  Hart.  Well,  now,  I  know  it  has  been  a  long  day,  and  I  am 
sure  you  would  be  offended  if  I  announced  out  of  the  blue  some 
conclusions,  so  I  certainly  will  not.  Tt  will  be  slow  reading  for  me 
and  others  on  the  subcommittee  to  go  through  the  material  we  have 
assembled.  But  I  want  to  express  our  appreciation  to  all  of  you 
for  a  thorough  and  responsive  preparation. 

I  have  some  irrelevant  notes  here,  and  if  I  get  through  them,  it 
may  indicate  an  attitude  which  I  want  in  advance  to  assure  you  I 
do  not  have.  Some  of  them  are,  in  a  sense,  critical,  but  I  would  hope, 
while  the  reader  of  the  record  may  not  sense  it,  that  you  will  sense 
from  the  style  in  which  they  are  made  that  they  are  in  an  effort  to 
wind  up  a  very  long  clay  on  a  less  serious  note  than  much  of  the 
testimony. 

I  am  not  at  all  familiar  with  the  telephone  business.  I  am  more 
familliar  with  the  automobile  manufacturing  hierarchy  of  the  coun- 
try, and  I  know  and  understand  and  sympathize  with  their  reaction 
when  an  outsider  undertakes,  as  they  would  put  it,  with  no  back- 
ground or  experience  to  inquire  whether  they  could  be  made  more 
effective.  They  know,  they  have  a  deep  conviction,  that  '"My  God, 
the  car  is  the  greatest  symbol  of  America,  and  this  is  heresy.  We 
have  put  together  an  incredibly  effective  production  system,  and 
here  are  these  idiots,  including  politicians  occasionally,  who  seem 
to  be  suggesting  that  maybe  if  you  look  at  it  again  it  could  be  made 
even  more  effective." 

I  would  understand  if  you  have  the  ^ame  kind  of  reaction  toward 
any  inquiry  about  communications,  although  you  are  older  hands  at 
the  intrusion  of  Government  into  your  business  than  automobile- 
makers  are.  The  one  note  that  has  been  constant  in  our  hearing 
today  is  your  intense  loyalty  and  strong  belief  in  the  Bell  System. 
And  that  is  the  way  it  should  be.  If  I  had  grown  up  in  that  coni- 
pany,  I  hope  that  is  the  way  I  would  feel.  It  would  reflect  experi- 
ences, but  experiences  color  perception,  too :  that  is  true  of  every- 
body, no  matter  what  you  are  doing. 

And  in  addition,  when  Ave  talk  as  we  are  here,  of  restructuring 
a  magnificent  system,  there  is  not  only  the  feeling,  to  return  to  the 
automakers,  what  was  good  for  General  Motors  was  good  for  the 
country.  We  all  feel  that  about  whatever  the  thing  is  that  we  are 
doing.  There  is  that,  plus  the  fear,  the  uncertainty  of  the  unknown — 
although  counsel  would  say  we  know  what  we  are  getting  into  if  we 
restructure.  We  are  getting  into  railroads. 

But  there  is  the  double  dip  of  deep  loyalty,  a  strong  conviction 
that  you  have  put  together  a  system  that  no  other  nation  can  match ; 
add  to  it  the  fear  of  what  a  new  blueprint  would  produce.  I  know 
exactly  how  you  feel.  And  my  comments  are  not  meant  to  be  critical 

I  have  a  feeling  that  there  is  sort  of  a  hierarchy  of  establishments 
in  the  Bell  System  which  is  in  many  respects  good,  too.  But,  I  would 
be  curious  as  to  whether  you,  whether  a  fellow  that  does  not  wear  a 
tie  and  does  not  salute  the  flag  every  morning  really  survives  in  that 
system. 

And  the  final  note  is  that  you  have  a  strong  belief  that  your  mo- 
tive is  service.  But  when  you  go  to  an  annual  stockholders  meeting, 
there  must  be  something  else  to  all  that.  There  is  not  just  those 
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outsiders  that  are  trying  to  get  into  the  business  that  have  a  profit 
motive.  There  is  nothing  wrong  with  acknowledging  it.  There  must 
be  a  strong  profit  motive  in  defending  this  system. 

Well,  that  does  not  meaji  anything,  As  I  say,  at  the  end  of  a 
long  day,  those  are  just  casual  observations. 

Mr.  Crosland.  Mr.  Chairman,  may  I  express  to  you  our  grati- 
tude for  your  permitting  us  to  be  here  today.  We  are  advocates  of 
the  system  of  the  approach  of  the  Bell  System.  We  do  recognize 
that  good  service  is  the  best  defense  against  governmental  intrusion. 
At  the  same  time,  we  accept  and  are  willing  to  accept  governmental 
investigation  into  our  business  such  as  you  have  conducted  here. 

Being  advocates,  I  would  hope  that  you  can  accept  as  being  truths 
at  least  75  to  80  percent  of  what  we  have  said.  And  if  you  accept 
that,  I  think  you  will  come  to  realize  that  the  destruction  of  the 
structure  of  the  Bell  System  or  the  injection  of  competition  into 
the  telecommunications  business  will  not  be  in  the  best  interest  of 
the  users. 

This  is  what  the  law  has  provided;  it  has  been  recognized  for  a 
long  period  of  time.  We  have  operated  under  that  system;  our  rates 
structures  are  foi-med  under  that  system.  We  think  it  has  been  in  the 
best  interest  of  users.  And  so  we  implore  you,  sir,  we  think  that 
our  approach  to  this  matter  is  not  a  selfish  one,  but  is  motivated 
because  of  service  to  the  public. 

Senator  Hart.  I  accept  everything  you  say  as  truth  as  you  see  it. 
I  have  no  doubt  about  that,  as  I  said.  Our  perceptions  are  sometimes 
colored  by  our  experience. 

Mr.  Crosland.  I  appreciate  that,  sir. 

Senator  Hart.  And  to  wind  up,  literally,  on  an  informal  note, 
I  was  thumbing  through  I)i-.  Baker's  prepared  Ftatement  at  the  end 
where  he  talks  about  the  wired  city  and  all  of  these  amplifiers  and 
cycle  ranges  and  social  nerve  network  built  less-than-hair-thick  con- 
ductors of  light,  biology  of  medicine,  diagnostics,  and  the  human 
system. 

Do  you  believe  that  the  day  will  come  when  there  will  be  machines 
that  can  know  my  thoughts? 

Mr.  Baker.  Xo,  sir.  We  aspire  to  quality,  but  I  do  not  think  our 
quality  will  quite  reach  that  height.  It  will,  however,  attempt  to 
transmit  your  thoughts  with  fidelity,  and  that  is  our  real  objective. 

Senator  Hart.  Do  you  believe  that  there  will  soon  be  devices  that 
perhaps  may  not  read  my  thoughts  but  can  hear  my  speech,  even 
in  my  most  private  conversations  ? 

Mr.  Baker.  I  do  not  believe  so,  sir,  in  that  we  know  quite  accu- 
rately the  parameters  of  human  speech  and  acoustics.  And,  if  I 
understand  you  right,  you  mean  that  if  you  were  privately  con- 
versing in  some  secluded  place,  is  there  some  machine  that  Avould 
penetrate  that  environ.  And  the  answer  is  no.  indeed. 

We  have  high  sensitivity  and  high  fidelity  for  transmission,  for 
picking  up  the  voice  or  other  signals  when  it  is  desired,  but  the  very 
same  knowledge  which  permits  that  capability  tells  us  that  human 
communications  are  not  controllable  events.  There  reems  little  doubt 
that  privacy,  the  isolation  of  the  individual,  will  be  assured. 

Senator  Hart.  Well,  that  is  a  very  reassuring  note  on  which  to 
adjourn. 
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Mr.  Crosland.  Thank  you,  Mr.  Chairman. 

[Whereupon,  at  5  p,m.,  the  subcommittee  was  adjourned,  subject 
to  the  call  of  the  Chair.] 
[The  following-  was  received  for  the  record  :] 

MATERIAL  RELATING  TO  THE  TESTIMONY  OF  MESSRS.  BAKER, 
CROSLAND,  FLETCHER,  HOUGH,  AND  TRIENENS 

Exhibit  1. — Prepared  Statement  of  Howard  W.  Johnson 

Prepared  Statement  of  Howard  W.  Johnson  on  Behalf  of 
American  Telephone  &  Telegraph  Co. 

Present  Title:  Chairman  of  the  Corporation,  Mass.  Institute  of  Technology — 
Has  held  this  position  since  July,  1971. 

1959-1966 — Professor  &  Dean,  Alfred  P.  Sloan  School  of  Management,  Mass. 
Institute  of  Technology. 

1966-1971 — President — Mass.  Institute  of  Technology. 

Current  Directorships:  Federated  Department  Stores,  Inc. ;  E.  I.  duPont 
deNemours  &  Company ;  John  Hancock  Mutual  Life  Ins.  Co. ;  Morgan  Guaranty 
Trust  Co.  of  N.Y. ;  Champion  International  Corporation. 

Trusteeships:  Wellesley  College;  Radcliffe  College;  The  Institute  for  Defense 
&  Analyses ;  Aspen  Institute  for  Humanistic  Studies ;  Woods  Hole  Oceano- 
graphic  Institution ;  Museum  of  Fine  Arts,  Boston. 

Other  Current  Positions:  Chairman,  Environmental  Studies  Board  of  the 
National  Academy  of  Sciences  and  the  National  Academy  of  Engineering.  Fel- 
low, American  Assn.  for  the  Advancement  of  Science.  Fellow,  American  Acad- 
emy of  Arts  &  Sceinces. 

Recipient  of  numerous  honorary  Doctorates:  Former  Board  Chairman  of  the 
Federal  Reserve  Bank,  Boston.  Former  Member  of  the  President's  Advisory 
Committee  on  Labor-Management  Policy.  Former  Member  of  the  National  Man- 
power Advisory  Committee. 

An  Assessment  of  the  Organizational  Effectiveness  of  the  Bell  System 
AND  Its  Major  Parts  With  Special  Reference  to  the  Question  of  Possible 

Divestment 

(Howard  W.  Johnson;  Massachusetts  Institute  of  Technology) 

Over  a  period  of  several  months  I  have  had  an  opportunity  to  review  and 
study  the  functioning  of  the  relationships  within  the  Bell  system  among  the 
operating  companies,  Bell  Laboratories,  and  Western  Electric.  I  have  sought 
to  examine  the  quality  and  performance  of  these  interrelationships  within  the 
Bell  system  with  an  eye  to  answering  the  following  questions : 

(1)  Does  the  functional  relationship  of  the  three  parts  of  the  system  con- 
tribute in  major  ways  to  the  quality  of  this  system  in  terms  of  performance 
for  its  customers? 

(2)  Could  an  equivalent  or  superior  performance  be  achieved  by  other 
forms  of  organizing  communication  services  for  our  country,  for  example, 
by  requiring  the  di vesture  of  Western  Electric  or  Bell  Laboratories  or  both 
organizations? 

On  the  basis  of  my  study,  and  within  the  limitations  of  my  experience  and 
insight  into  industrial  organization,  my  answer  to  the  first  question  is  affirma- 
tive :  that  is,  the  functional  relationships  to  the  system  do  contribute  in  major 
ways  o  the  quality  of  performance  for  its  customers  and  for  the  country  as 
a  whole. 

My  conclusion  on  the  second  question  is  that  it  is  unlikely  that  equivalent 
or  superior  performance  could  be  achieved  by  other  forms  of  organizing  com- 
munication services  and  that  the  risks  involved  in  divestiture  of  major  arms 
of  the  system  would  likely  make  such  action  against  the  public  interest. 

Method  of  the  Study 

I  undertook  this  review  at  the  suggestion  originally  of  a  fellow  member 
of  the  M.I.T.  Corporation,  who  is  now  the  retired  Chairman  of  Bell  Labora- 
tories. Over  the  25  years  since  I  worked  on  a  Master's  thesis  on  labor  relation- 
ships within  the  Bell  system,  I  had  maintained  a  student's  interest  in  the 
workings  of  the  telephone  communication  system  in  the  country.  The  invitation 
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seemed  a  logical  extension  of  that  interest.  Conversations  with  oflScers  of  the 
Bell  Laboratories  and  Western  Electric  indicated  to  me  that  my  review  would 
be  a  wholly  independent  one,  that  I  could  see  any  installation,  talk  and  discuss 
matters  with  any  personnel  that  I  would  choose  to  see,  and  that  I  would  be 
provided  any  material  that  I  required. 

In  the  course  of  the  winter  of  1973-1974,  I  visited  and  toured  several  instal- 
lations of  the  Bell  Laboratories  and  Western  Electric  in  three  parts  of  the 
country.  I  had  substantive  conversations  and  discussions  with  about  75 
managers  within  the  laboratories,  Western  Electric,  and  the  operating  com- 
panies. I  discussed  concepts  of  organization  with  the  chief  executives  of 
Western  Electric,  Bell  Laboratories,  one  operating  company,  and  AT&T.  This 
study  was  not  meant  to  be  an  exhaustive  one.  It  was  rather  an  impressionistic 
review  against  a  background  of  looking  at  managerial  and  organizational  re- 
lationships in  several  other  segments  of  industry. 

Let  me  mention  here,  parenthetically,  a  bias  that  I  brought  to  the  study. 
It  is  a  bias  for  competition  in  free  markets  and  against  administered  market 
relationships.  I  was  prepared,  in  short,  to  be  highly  critical  of  practices  lean- 
ing toward  large-scale  integration  as  tending  to  work  against  the  consumer. 
I  found  that,  while  I  believe  the  general  case  still  holds,  given  the  require- 
ments of  this  industry,  large-scale  integration  provides  a  performance  ad- 
vantage for  the  consumer.  In  other  words,  my  conclusions  on  the  basis  of 
what  I  saw  in  this  industry  ran  counter  to  my  bias. 

OJbservations 

The  characteristics  of  this  industry  have  been  discussed  in  the  past.  I 
wanted  to  look  at  them  afresh.  It  is  a  regulated  industry,  marked  by  tremen- 
dous complexity.  It  must  operate  continuously  with  high  reliability  and  with 
internal  compatibility  of  devices  and  equipment.  It  is  an  industry  marked  by 
rapidly  changing  an  devolving  technology  with  the  crowning  requirement  that, 
while  technological  changes  are  developed  and  introduced,  the  whole  system, 
old  and  new,  must  continue  to  operate  in  an  interconnected  fashion.  Telephony 
as  an  industry  began  nearly  a  hundred  years  ago,  but  technical  developments 
are  continuous  and  indeed  accelerating.  Fundamental  problems  of  the  science 
and  art  remain  unsolved  ;  old  technology  becomes  less  eflScient.  For  example, 
the  crowded  cables  underneath  the  street's  surface  become  obsolete  because 
of  increased  service  requirements.  Entirely  new  devices  such  as  the  use  of 
optical  fibers  for  carrying  communication  signals  need  to  be  invented,  financed, 
developed,  manufactured,  and  installed. 

I  would  especially  emphasize  the  requirements  of  reliability.  Few  industries 
have  such  a  heavy  emphasis  on  making  sure  the  "weakest  link"  has  a  high 
threshold  against  failure.  All  of  this  emphasizes  the  need  for  system.  System, 
as  we  know  it  now  in  management  theory,  is  a  requirement  that  all  parts  work 
effectivel.v  under  all  conditions  at  least  long-run  cost ;  human,  technical,  finan- 
cial, and  market.  In  the  communication  services,  I  observed  a  very  effective 
integration  of  such  system  with  the  added  overlay  of  rapid  technological 
development.  In  most  businesses  the  integration  is  best  achieved  by  multiple, 
independent,  competitive  point  sources.  I  concluded  that  the  communication 
service  business  would  not  be  so  served. 

The  integrated  s.vstem  produced  by  the  operating  companies  in  close  con- 
nection with  research,  development,  and  manufacturing  seems  to  produce 
effective  overall  performance.  Such  integration  requires  a  service  view  that 
is  hard  to  appreciate  except  at  close  examination.  It  is  diflBcult  to  think  of  an 
analogous  industry.  The  whole,  in  the  case  at  hand,  is  greater  than  the  sum 
of  the  parts.  In  assessing  the  performance  of  organizations,  one  can  usually 
state  that  competition  in  most  industries  provides  a  basis  for  comparison. 
In  this  industry  that  is  not  a  reliable  basis.  One  can  proceed  therefore  on  an 
input  or  on  an  output  basis.  The  judgments  are  notably  more  subjective,  but 
perhaps  no  less  reliable  when  carefully  done,  than  reviewing  the  rough  results 
of  competition  in  a  free  market. 

In  terms  of  what  I  have  called  inputs,  I  would  make  the  following 
observations. 

The  quality  of  management  personnel  is  high— on  an  observational  basis  as 
high  as  other  high-performance  industries.  I  base  my  judgment  on  observing 
management  personnel  of  all  ranks  involved  in  executive  programs  over 
twenty  years,  and  my  assessment  of  those  with  whom  I  spoke  during  the 
current  review.  There  was  an  exceptional  sense  of  awareness  and  concern 
with   goals  and  meeting  difficult  schedules  and  deadlines.  There  was  a  sense 
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of  urgency  in  performance;  there  was  a  sense  of  cost  and  economic  require- 
ment ;  and  there  was  a  sense  of  high  standard  of  personal  performance.  I  was 
impressed  by  scores  of  statements,  necessarily  anecdotal  in  nature,  and  actions 
that  would  support  my  conclusion  as  to  the  quality  of  system  management 
effort.  There  was  a  notable  responsiveness  to  emergency  and  to  providing 
service  under  all  conditions.  Most  important,  there  was  a  sense  of  dynamic 
tension  within  the  three  organizational  structures  and  at  the  margins  where 
they  intersect  that  produces  good  results.  I  noted  a  sense  of  dissatisfaction 
with  the  status  quo,  which  is  healthy.  There  was  constant  reference  to  inter- 
relationships and  interdependence,  especially  between  the  Bell  Laboratories 
and  Western  Electric.  This  latter  is  especially  important  in  considering  whether 
either  of  the  two  organizations  can  be  effectively  divested.  I  concluded  that 
there  was  much  gain  in  the  ready  connection  and  productive  tension  between 
these  two  arms. 

A  special  word  should  be  added  here  in  connection  with  the  Bell  Laboratories. 
This  organization  in  its  basic  and  applied  areas  compares  very  favorably  in 
the  areas  of  its  specialties  with  the  best  science  and  engineering  research 
organizations  within  universities  in  the  country.  Some  of  its  members  are 
constantly  and  actively  recruited  by  the  best  physics  and  electrical  engineering 
departments  in  the  country.  It  consistently  attracts  among  the  best  young 
researchers  to  its  bottom  ranks,  I  would  place  it  first  among  the  industrial 
research  groups,  and  there  are  few  close  competitors.  It  probably  would  not 
survive  at  that  level  independent  of  the  whole  system. 

In  terms  of  outputs,  the  data  is  somewhat  more  quantitative,  but  no  more, 
I  fear,  "scientific."  I  would  mention  three  points.  First,  there  are  widely 
developed  internal  sets  of  indices  of  performance  that  are  well  known  and 
actively  worked  toward  and  against  across  the  system.  The  internal  sets  of 
standards  are  not  perhaps  as  good  as  external  competitive  sets,  but  they  are 
very  useful.  I  concluded  that  they  functioned  well  for  the  system.  Second,  I 
.sought  to  check  actual  price-cost  data  against  competitive  devices.  Western 
Electric  provided  many  cases  of  such  comparison  for  me.  The  results  were 
uniformly  favorable  to  the  performance  of  Western  Electric.  Finally,  I  tried 
to  take  a  "macroperformance"  look  by  comparing  the  U.S.  telephone  system 
to  its  counterparts  internationally.  With  the  possible  exception  of  the  Scandi- 
navian countries,  there  were  no  close  competitors  in  cost  and  performance 
and  surely  not  in  scale. 

I  concluded  on  the  basis  of  these  "input"  and  "output"  measurements  that 
there  were  decided  system  advantages  to  the  operation  of  the  Bell  system  and 
its  three  component  structures  as  it  stands.  I  is  performing  exceedingly  well. 

The  question  remains  would  it  perform  as  well  with  either  or  both  of  the 
laboratories  or  Western  Electric  divested.  We  cannot  know  the  answer  for 
certain.  There  are  no  models  outside  the  country  that  provide  guidance  in  the 
affirmative.  All  indications  are  that  the  present  system  performs  exceedingly 
well  at  the  level  of  the  relationship  I  have  described.  I  conclude  that  it  would 
be  risky  in  the  public  interest  to  experiment  with  dive.stment.  Once  broken, 
the  system  would  not  be  easily  rejoined.  Competitive  advantages  to  the  terminal 
customer  that  may  exist  at  the  purchase  of  equipment  or  special  service  level 
clearly  do  not  exist  at  the  level  of  integrating  research,  development,  manu- 
facture and  operating  functions  of  the  major  system.  Note  that  I  have  pas.sed 
no  judgment  on  the  question  of  whether  consumers  are  served  by  being  able 
to  buy  special  service  or  special  equipment  from  other  sources  than  the  Bell 
system.  I  did  not  study  that  question  and  do  not  have  a  considered  opinion 
on  that  issue.  But  on  the  issue  of  the  overall  integration  of  the  three  major 
structures  of  the  system  I  have  a  conviction,  and  I  have  tried  to  state  it  clearly 
in  my  responses  here. 

Exhibit  2. — Prepared  Statement  of  Dr.  J.  M.  Broum 

Prepared  Statement  of  Dr.  J.  M.  Brown,  Vice  President,  Western  Electric 
Co.,  Inc.,  On  Behalf  of  the  Bell  System 

I.  qualifications 

My  name  is  John  M.  Brown.  I  am  vice  president.  Customer  Planning  Division 
of  the  Western  Electric  Company  with  offices  at  222  Broadway,  New  York  City. 

I  have  responsibility  for  various  planning  functions  and  the  pricing  of 
products  and  services  sol  dto  the  Bell  Telephone  Companies. 

My  educational  background  includes  a  Bachelor  of  Science  degree  in  elec- 
trical engineering  from  Purdue  University  in  1946,  a  Master  of  Science  degree 
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in  engineering  from  Stevens  Institute  of  Technology  in  1950  and  a  Doctorate  in 
business  administration  from  New  Yorlv  University's  Graduate  School  of 
Business  Administration  in  1955. 

I  have  been  employed  by  the  Western  Electric  Company  since  1946  and 
have  held  positions  covering  many  facets  of  the  Company's  activities  including 
engineering,  manufacturing,  distribution  and  installation  activities.  I  assumed 
my  present  position  in  1972. 

II.    PURPOSE 

The  purpose  of  this  statement  is  to  describe  Western's  accounting,  costing, 
and  pricing  policies :  the  uniform  application  of  these  policies  to  all  of  its 
products ;  the  use  by  Western  of  accepted  and  widely  used  accounting  pro- 
cedures ;  their  resultant  accurate  reflection  of  Western's  costs  and  expen.ses, 
and  the  continuing  broad  public  scrutiny  of  Western's  prices  and  profits  by 
various  governmental  agencies.  This  statement  demonstrates  that  the  prices  of 
Western's  products  to  the  Bell  Operating  Companies  properly  and  accurately 
reflect  its  costs. 

More  specifically,  this  statement  addresses  the  question  whether  Western's 
prices,  for  its  more  competitive  items,  are  priced  at  unreasonable  levels  not 
justified  by  their  costs. 

The  answer  to  this  question  requires  familiarity  with  the  entire  public  record 
as  to  Western's  accounting,  costing  and  pricing  principles.  This  statement 
will  demonstrate  that : 

1.  Western's  outstanding  cost  and  price  performance  is  not  new  and  is  a 
matter  of  historical  record  ; 

2.  Western's  cost  and  pricing  procedures  are  not  unique  to  it ; 

3.  Western's  standard  cost  system  assures  accurate  costing,  effective  man- 
agement control,  and  a  firm  basis  for  Western's  prices ; 

4.  Western's  standard  costs  are  uniformly  developed  and  applied  to  all 
products,  i.e.,  the  one  system  applies  to  all  products : 

5.  Western's  accounting  system  follows  widely  accepted  industry  practices : 

6.  Western's  accounting  system  is  subject  to  continuing  regulatory  scrutiny; 

7.  Western's  accounting  system  provides  a  sound  basis  for  determining 
product  costs,  as  found  by  judicial  and  regulatory  review : 

8.  Western's  prices  are  cost  related,  are  based  upon  sound  pricing  principles 
and  result  in  prices  which  properly  reflect  Western's  costs ; 

9.  Western's  prices  are  established  solely  by  Western  and  are  designed  to 
achieve  reasonable  profit  uniformity  among  product  lines. 

III.    BACKGROUND 

Western  Electric  manufactures  and  purchases  telecommunications  products, 
and  engineers,  manufactures  and  installs  complex  equipment,  such  as  switching 
systems,  that  must  be  tailored  to  specific  needs  of  the  individual  Bell  Tele- 
phone Company  location. 

At  its  plants,  located  in  the  United  States,  Western  manufactures  almost 
100.000  different  types  of  apparatus  and  equipment. 

These  activities  are  conducted  with  recognition  that  Western  must  stand 
ready  to  meet  the  demands  made  upon  it  by  the  Operating  Telephone  Companies 
with  the  very  best  quality,  and  service  performance  it  can  deliver  at  the 
lowest  possible  price,  while  still  earning  a  reasonable  return  on  investment. 
Of  course,  as  has  been  shown  by  prior  testimony  of  the  Bell  System  before 
this  Subcommittee,  the  Telephone  Companies  are  under  no  obligation  to  buy 
from  Western  Electric.  In  fact,  as  has  been  previously  shown  to  this  Sub- 
committee, they  purchase  substantial  amounts  of  other  manufacturers'  products 
and  services. 

IV.    NEED   FOR    SOUND   PRICING   AND    COSTING 

As  was  demonstrated  by  Mr.  Fletcher'  before  this  Subcommittee,  and  the 
Bell  System's  supplemental  statement,  filed  with  this  Subcommittee,  Western's 
performance  has  been  excellent  in  terms  of  productivity,  low  prices  and 
reasonableness  of  earnings.  This  superior  performance  would  not  have  been 
possible  without  a  sound  and  accurate  costing  system  which  allows  Western 
to  properly  identify  and  monitor  its  costs,  and  accurately  reflect  its  costs  in 
price. 

Accurate  costs  are  vital  to  Western's  effective  performance  since  they 
provide  the  basis  for  measuring  operating  efficiency ;  accounting  transactions ; 
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evaluation  of  inventories ;  managerial  control ;  preparation  of  the  Company's 
financial  reports ;  and  pricing.  Western's  accounting  practices  conform  with 
those  followed  by  other  manufacturers  and  specifically  recommended  for  the 
electrical  manufacturing  industry  by  the  National  Electrical  Manufacturers 
Association. 

Western's  costing  system  underlies  its  management's  ability  to  manage 
the  business  on  a  sound  basis.  Traditionally,  Western's  managers  responsible 
for  production  at  each  of  Western's  plants  are  evaluated  on  their  ability  to 
meet,  and  if  possible,  better  the  standard  or  "should  take"  costs  established 
for  each  of  Western's  products  at  an  efficient  level  of  operation.  As  a  result 
they  have  a  direct  interest  in  assuring  that  standard  costs  which  they  are 
responsible  for  meeting  are  reasonable  and  accurate,  while  Divisional  and 
Headquarters  management  is  vitally  interested  in  assuring  that  standard  costs 
represent  demanding  but  fair  objectives.  For  example,  the  labor  hours  used 
as  the  basis  for  wage  incentive  payments  to  production  workers  are  the 
same  labor  hours  included  in  the  calculation  of  standard  cost.  Any  arbitrary 
reduction  in  labor  hours  not  warranted  by  a  change  in  the  manufacturing 
process  would  invite  union  resistance. 

v.  western's  low  costs  and  prices  not  new 

Western's  low  prices  are  not  a  new  phenomenon — they  have  been  shown 
to  be  substantially  lower  in  the  aggregate  than  the  lowest  prices  for  com- 
parable products  available  from  the  general  trade  for  almost  50  years.  As 
Mr.  Fletcher  demonstrated  in  his  statement  before  this  Subcommittee,  current 
comparisons  continue  to  show  a  substantial  price  advantage  in  favor  of 
AVestern  for  all  product  categories. 
A.  Western's  Standard  Cost  System  is  Not  Neic  or  Unique. 

Standard  cost  systems  are  used  generally  throughout  industry,  and  are 
recognized  as  the  optimum  accounting  technique  for  use  by  a  multi-product 
manufacturing  company.  AVestern  has  used  this  recognized  costing  procedure 
for  almost  60  years  and  it  has  been  continually  improved  to  take  advantage  of 
the  most  modern  accounting  and  computer  techniques  to  insure  accurte  calcu- 
lation of  cost  for  each  product. 

The  use  of  computers  has  enabled  Western  to  shorten  the  time  frame  for 
cost  compilation,  thereby  permitting  more  current  cost  data  to  be  used.  Com- 
puter utilization  also  provides  for  uniformity  in  the  compilation  of  costs, 
lower  accounting  costs  and  improved  accuracy. 

Similarly,  the  use  of  predetermined  elemental  time  standards  on  which 
individual  standard  costs  are  based  is  not  new  nor  recently  adopted.  These 
time  standards  are  based  on  industrial  engineering  analysis  of  basic  worker 
movements  required  for  each  operation  of  the  production  process.  They  have 
been  in  use  by  Western  for  some  25  years.  Similar  work  measurement  systems 
are  used  by  other  manufacturers. 

VI.  standard  cost  as  a  management  tool 

The  standard  cost  system  provides  a  low  cost,  efficient  and  fast  reporting 
management  tool.  Because  of  the  varied  purposes  for  which  the  standard  cost 
system  is  used,  it  is  vitally  important  that  standard  costs  be  readily  available 
and  as  accurate  as  possible.  Standard  costs  are  used  : 

1.  For  current  accounting  transactions  and  evaluation  of  inventories; 

2.  For  effective  managerial  control  of  operations,  planning,  and  performance ; 

3.  For  establishing  prices,  and, 

4.  For  preparing  Western's  financial  reports. 

VII.  development  of  standard  cost 

As  seen  on  Attachment  "A,"  Western's  standard  costs  reflect  inputs  from 
numerous  functionally  independent  organizations.  Using  Bell  Telephone  Labora- 
tories design  information.  Western  Product  Engineering  Control  Centers 
determine  the  types  and  quantities  of  material  required,  and  provide  detailed 
product  design  specifications.  With  this  information,  manufacturing  engineers 
prepare  the  manufacturing  layout.  This  is  the  basic  document  used  by  the 
shop  in  manufacturing  the  product ;  by  the  industrial  engineer  in  determining 
labor  hours  and  labor  wage  incentive  allowances;  and  by  Comptrollers  in 
compiling  standard  costs.  ^     4.     •     ^.i,     o,,,,. 

The  standard  cost  system  we  use  for  manufactured  products  is  the  sum 
of  three  elements— material,  labor  and  overhead. 
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Materwl. — For  each  standard  cost,  specific  quantities  and  types  of  material 
required  are  predetermined  through  detailed  engineering  analyses.  This  data 
is  obtained  from  the  aforementioned  manufacturing  layouts  or  drawings. 
These  manufacturing  layouts  are  issued  by  our  engineering  organization,  which 
is  responsible  for  assuring  efficient  manufacturing  processes.  These  layouts 
provide,  operation  by  operation,  the  manufacturing  steps  required  for  product 
manufacture  as  well  as  the  quantity  and  type  of  material  required  for  each 
operation.  Standard  values  for  the  material  used  are  established  based  on 
estimates  of  raw  material  costs.  These  estimates  are  supported  by  the  Pur- 
chasing and  Economics  Organizations'  views  of  prices  we  will  have  to  pay 
suppliers  for  such  materials. 

Labor. — The  standard  hours  required  to  make  each  part  are  obtained  from 
wage  incentive  data  prepared  by  Western's  Industrial  Engineering  Organiza- 
tion, which  has  the  responsibility  of  assigning  tight  but  fair  standards  of 
efficiency.  This  wage  incentive  data  is  engineering  time  standard  information 
developed  for  operations  performed  and  used  for  incentive  payments  to  our 
hourly  employees  as  well  as  for  standard  cost  compilation  and  efficiency 
measurement.  Therefore,  unreasonably  low  standards  would  not  only  result 
in  unio  ngrievances,  as  indicated  previously,  but  destroy  these  standards  as 
a  tool  for  measuring  efficiency. 

The  standard  labor  cost  is  then  developed  by  multiplying  the  time  required 
to  do  the  job  (standard  hours)  by  a  standard  labor  costing  rate.  This  labor 
costing  rate  includes  the  wages  paid  to  direct  labor  personnel.  In  addition  to 
the  standard  hourly  rate  paid  to  employees  for  work  which  advances  the 
stage  of  manufacture,  the  cost  also  includes  wage  incentive  allowances  as  well 
as  the  cost  of  such  items  as  vacations,  holidays,  sickness  and  absence  pay- 
ments, and  overtime  premiums.  The  total  standard  labor  costing  rates  also 
include  costs  for  such  items  as  pensions,  social  security,  death  benefits  and 
insurance  applicable  to  direct  employees. 

Overhead. — Overhead  expense  is  the  third  element  of  standard  cost.  To  dis- 
tribute an  appropriate  share  of  overhead  expense  to  each  product,  expenses 
required  to  meet  the  expected  volume  level  are  forecasted.  These  expenses 
include  clerical  and  local  management  salaries,  supplies,  repairs,  maintenance, 
taxes,  insurance,  and  depreciation.  To  assign  these  expenses  properly  to  each 
product,  cost  areas  within  each  shop,  known  as  costing  centers,  are  developed 
and  defined,  such  as  cable  insulating  or  covering,  relay  assembly,  microwave 
testing,  test  set  assembly,  and  piece  part  forming.  More  than  1,000  such  costing 
centers  have  been  established,  assuring  the  accurate  assessment  of  such  costs  to 
the  product  output  of  each  cost  center.  The  number  of  these  costing  centers  has 
increased  a  hundred-fold  since  1940. 

Compilation  of  Standard  Costs. — The  basic  data  used  in  this  compilation  are 
approved  by  the  Company  Comptroller.  A  Cost  Studies  Organization,  which 
reports  to  him,  is  charged  with  the  responsibility  of  assuring  that  costs  are 
compiled  in  accordance  with  Corporate  Instructions.  In  addition.  Western's 
internal  Auditing  Organization  audits  both  standard  costing  procedures  and 
compilations. 

Each  location  computes  its  own  labor  and  overhead  rates.  These  rates  are 
then  submitted  to  Divisional  Staffs  and  the  Headquarters  Cost  Studies  Organi- 
zation for  review  and  approval.  Each  individual  rate  is  analyzed  and  compared 
with  the  previous  rates  to  determine  both  the  reasonableness  of  the  various 
expenses  and  their  proper  allocation  to  individual  labor  and  overhead  centers. 

After  the  Comptroller's  Organization  has  approved  the  labor  and  over- 
head rates,  the  manufacturing  locations  use  them  in  computing  standard 
costs. 

Standard  Costs  Facilitate  Cost  Control. — Western's  standard  cost  system 
has  consistently  proved  its  worth  in  cost  identification,  cost  control  and 
establishment  of  prices.  The  management  consulting  firm  of  McKinsey  &  Co. 
noted  in  A  Study  of  Western  Electric  Performance  that,  .  .  .  "Western's 
well-developed  cost  measuring  and  control  system  is  an  important  force  behind 
its  steadily  improving  cost  trends.  The  standard  cost  system  used  by  Western 
Electric  focuses  attention  at  all  management  levels  on  the  most  important 
elements  of  manufacturing  cost  and,  without  incurring  excessive  accounting 
costs,  points  up  the  areas  in  which  action  must  be  taken  to  bring  about  im- 
provement." (p.42)  Our  manufacturing  managers  are  measured  by  how  they 
perform  against  these  standards.  That  this  superior  cost  performance  has 
been  reflected  in  the  prices  to  the  Bell  Telephone  Companies  was  demonstrated 
in    Mr.    Fletcher's    testimony    before    this    Subcommittee   which    showed    that. 
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"Western's  prices  for  its  products  are  60  to  80  percent  of  similar  telecommuni- 
cations products  available  from  the  general  trade." 

Updating  Standard  Costs. — All  standard  costs  are  generally  revised  every 
two  years  on  manufactured  products  to  assure  that  they  reflect  current  con- 
ditions. When  significant  changes  in  the  cost  to  produce  a  particular  product 
occur  within  the  two-year  period,  the  standard  cost  is  revised  in  accordance 
with  Corporate  Instructions. 

In  addition  to  use  for  manufactured  products,  annual  standard  costs  are 
also  developed  for  the  services  Western  performs,  such  as  Systems  Equipment 
Engineering  and  Installation. 

Standard  Cost  of  an  Item  in  the  Same  in,  all  Products. — The  standard  cost 
of  apparatus  and  equipment  is  the  same  in  all  products  in  which  they  are 
used.  For  example,  the  standard  cost  of  a  specific  wire  spring  relay  is  the 
same  whether  used  in  the  770  PBX  or  used  in  a  No.  5  Crossbar  Central  Office. 
All  Western's  products  using  common  components  and  manufacturing  processes 
are  costed  on  a  consistent,  non-discriminatory  basis. 

VIII.    ASSIGNMENT   OF   OTHER    COSTS 

In  addition  to  the  standard  cost  of  a  product,  other  costs  reflected  in  West- 
ern's prices  include  forecasted  variations  between  the  standard  and  the  in- 
curred cost  of  manufacture  (both  operating  and  non-operating),  development 
expense,  merchandising  expense,  general  expense,  income  taxes  and  a  return 
on  investment. 

As  an  integral  part  of  managing  its  business,  Western  computes  and  reports 
profits  and  return  on  investment  on  Bell  business  by  principal  lines  of  product. 
Western's  product  lines  have  evolved  over  the  years  and  are  designed  so  that 
product  groupings  reflect  product  homogeneity  within  each  product  line.  The 
purpose  is  to  insure  that  the  price  of  a  product  properly  reflects  its  costs. 
The  use  of  a  product  line  structure  for  cost  assignment  is  consistent  with  the 
approach  used  by  multi-product  companies  in  industry  generally.  Assignment 
of  costs  and  expenses  to  product  lines  are  generally  made  by  the  various 
organizations  throughout  the  Company  which  have  incurred  the  costs,  on  the 
basis  of  generally  accepted  accounting  procedures  as  set  forth  in  detailed 
Company  Instructions. 

IX.  western's  accounting  system  follows  accepted  procedures 

Procedures,  which  employ  specific  assignment  of  cost  wherever  possible, 
and  prorations  on  various  appropriate  bases  when  necessary,  have  been  de- 
veloped for  each  element  of  cost,  expense  and  investment  to  provide  an  ac- 
curate determination  of  results  by  product  lines.  These  procedures  applied 
in  meticulous  detail  for  both  actual  and  forecasted  results,  with  the  actual 
results  audited  and  approved  by  a  leading  certified  public  accounting  firm, 
Arthur  Young  and  Company.  A  copy  of  the  1973  certification  is  shown  in 
Attachment  "B."  Arthur  Young  and  Company  has  also  consistently  found 
that  Western's  accounting  procedures  meet  the  requirements  stated  in  the 
Final  Judgment  of  the  United  States  District  Court  for  the  District  of  New 
Jersey  in  Civil  Action  No.  17-49,  ordering  Western  "to  maintain  cost  account- 
ing principles  as  may  be  generally  accepted  and  that  afford  a  valid  basis,  taking 
into  account  the  magnitude  and  complexity  of  the  manufacturing  operations 
involved,  for  determining  the  cost  to  Western  of  equipment  sold  to  AT«&T  and 
Bell  Operating  Companies  for  use  by  them  in  furnishing  common  carrier 
communications  services." 

Obviously,  the  allegations  made  in  these  hearings  that  Western's  cost  account- 
ing procedures  are  unsupported  in  fact.  Similarly,  the  assertion  that  Western 
is  lumping  competitive  PBX's  with  large  non-competitive  central  office  equip- 
ment and,  therefore,  is  in  a  position  to  cross-subsidize  the  competitive  PBX's. 
is  also  erroneous.  In  any  event,  since  January.  1974.  PBX's  are  being  grouped 
with  other  customer  premise  products  which  do  not  include  any  central  office 
equipment. 

X.  RECOVERY  OF  DEVELOPMENT  COSTS 

To  facilitate  innovation  and  to  provide  the  Bell  System  with  the  telecom- 
munications products  it  requires  for  rendering  improved  and  more  economical 
service,  Western  has  traditionally  supported  a  continuing  forward-looking 
program  of  research  and  development.  Western  charges  these  costs  as  an 
expense  rather  than  capitalizing  them.  This  is  the  accepted  accounting  treat- 
ment in  industry. 
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The  reasonableness  of  these  procedures  is  evidenced  by  the  American  Insti- 
tute of  CPA's  recently'  published  Accounting  Research  Study  No.  l-i.  Accounting 
for  Research  and  Development  Expenditures.  This  study  specifically  shows, 
for  both  mature  and  more  recently  formed  companies,  that  research  and 
development  costs  are  properly  assessed  against  current  revenues. 

Moreover,  the  Financial  Accounting  Standards  Board  has  proposed,  effective 
January  1,  1975,  that  companies  charge  off  research  and  development  expenses 
as  incurred  rather  than  write  them  off  against  future  sales  revenues  (Attach- 
mtnt  C). 

Western's  method  of  development  recovery  by  product  line  recognizes  that 
technology  has  broad  impact  and  cannot  be  pigeonholed.  The  development  on 
one  product  often  makes  an  important  contribution  to  another  product.  A 
comprehensive  development  program  inevitably  results  in  cross-fertilization 
of  benefits  and  ideas  among  products  which  no  separate,  product-by-product 
accounting  could  measure  or  reflect.  Over  the  years  this  has  been  the  pervasive 
and  continuing  characteristic  of  the  results  of  Bell  Laboratories'  and  Western 
R&D  effort.  This  effort  involves  a  continuing  interchange  of  ideas  and  devel- 
opments among  products  that  can  benefit  from  them,  and  among  scientists 
and  engineers  working  on  different  products  with  similar  or  related  tech- 
lological  problems.  Consequently,  R&D  costs  are  assessed  first  to  broad  cate- 
gories of  effort  and  then  to  product  lines  on  a  proportionate  basis  for  the 
purpose  of  recovery  in  the  prices  of  products. 

XI.    REGULATORY    REVIEW 

Unlike  other  manufacturers,  Western's  prices  and  profits  have  been  under 
regulatory  scrutiny  for  many  years. 

Scores  of  interviews  relating  to  Western's  costing  and  pricing  practices 
and  policies  have  been  held  between  both  the  FCC  and  state  regulatory  rep- 
resentatives, and  Western  Electric,  supplemented  by  the  provision  of  thousands 
of  pages  of  documents. 

In  addition,  no  company  has  disclosed  as  much  information,  publicly,  as 
Western  has  in  such  a  sensitive  area.  Moreover,  no  other  manufacturer's  costs, 
prices  and  profits  have  been  subject  to  such  continuous  and  previously  regu- 
latory and  governmental  scrutiny  over  a  period  of  50  years. 

A.  Western's  Accounting  System  Accurately  Shoics  Costs  of  Western's  Products, 

as  Found  by  Judicial  and  Regulatory  Reviews 

Western  Electric's  corporate  results  are  reported  in  great  detail  to  the 
NARUC-FCC  Staff  Subcommittee  on  Manufacturing  and  Service  Affiliates. 
Extensive  accounting  and  pricing  data  is  furnished  by  Western  annually  for 
their  review  and  analysis.  This  is  supplemented  periodically  with  10-year 
editions  which  provide  exhaustive  data  on  all  facets  of  AVestern's  operations. 

The  1973  report  of  this  NARUC-FCC  Committee,  dated  October  2,  1973,  stated 
as  follows : 

"Acting  through  our  Staff  Subcommittee  and  its  Subcommittee  on  Telephone 
Manufacturing  and  Service  Affiliates,  your  Committee  continued  its  long- 
established  practice  of  reviewing,  compiling  and  issuing  quarterly  and  annual 
reports  on  the  operations  and  fiscal  data  of  the  Western  Electric  Company. 
These  were  distributed  to  the  Association  membership  in  June.  As  before, 
they  present  a  very  complete  and  clear  picture  of  the  results  of  Western  Elec- 
tric's operations."  [Emphasis  addetl] 

The  Kansas  Supreme  Court,  in  Southicestern  Bell  Telephone  Company  v. 
Kansas  State  Corp.  Commission,  169  Kan  457  (1950),  after  observing  that  the 
District  Court  painstakingly  examined  the  evidence  before  it,  affirmed  and 
adopted  the  following  finding  of  fact  by  the  District  Court  Judge : 

"The  methods  followed  and  the  apportionments  and  computations  made  in 
determining  the  costs  to  Western  of  services,  materials  and  conmiodities 
furnished  to  applicant  (Southwestern  Bell)  as  shown  by  Applicant's  evidence 
herein,  were  in  accordance  with  accepted  cost  accounting  procedures  and  pro- 
duced the  most  accurate  statement  of  actual  cost  to  Western  of  such  services, 
materials  and  commodities  which  it  was  possible  to  make.   [Emphasis  added] 

"25.  The  evidence  introduced  by  Applicant  in  this  case  constituted  a  state- 
ment of  the  actual  cost  to  Applicant's  affiliates  (Western)  of  services,  materials 
and  commodities  furnished  by  them  to  Applicant  .  .  ." 

XII.    PRICE  POLICY 

Western's  price  policy  is  consistent  with  its  role  as  the  manufacturing  and 
supply  unit  for  the  Bell  System.  The  Standard  Supply  Contract,  which  West- 
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ern  has  with  each  Bell  Telephone  Company,  requires  that  Western's  prices 
be  uniform  to  all  Bell  customers  for  like  materials  and  services  under  com- 
parable conditions.  Accordingly,  Western  does  not  have  the  flexibility  that 
many  other  companies  have,  with  respect  to  specific  transactions,  to  raise 
or  lower  the  price  of  its  product  to  meet  a  particular  competitive  situation. 

Moreover,  Western's  prices  are  cost-related.  Western  does  not  seek  to 
maximize  its  profits  by  charging  whatever  the  market  will  bear.  It  does  not 
use  the  pricing  mechanism  to  influence  or  control  Telephone  Company  procure- 
ment decisions  to  its  own  advantage.  Thus,  where  demand  outstrips  production, 
Western  seeks  to  increase  its  output  and  will  not  increase  prices  and  profits 
in  order  to  take  advantage  of  increased  demand,  or  to  stifle  such  demand, 
which  could  negatively  impact  on  Telephone  Company  service.  Similarly,  if 
Western's  price  for  a  product  exceeds  that  of  another's  product,  it  does  not 
arbitrarily   reduce  its   price.    Price   movements   are  based   upon   cost  changes. 

It  is  also  Western's  price  policy — and  has  been  for  decades — to  set  the 
lowest  prices  which  will  recover  costs  that  will  be  incurred  for  its  output 
of  products  and  services  in  the  pricing  period,  and  provide  a  reasonable  return 
on  the  investment  involved.  It  is  also  Western's  objective,  first,  to  maintain 
substantially  uniform  rates  of  return  on  each  of  its  product  lines,  and  second, 
to  keep  individual  product  prices  relatively  stable.  In  achieving  this  end. 
Western's  practice  is  to  develop  price  factors  for  each  product  line,  for  gen- 
eral application  to  the  standard  costs  of  the  products  comprising  the  line.  These 
costs  and  prices  are  determined  b.v  AVestern  independently  of  the  Telephone 
Companies.  The  same  costing  and  pricing  policies  and  procedures  are  followed 
by  Western  regardless  of  whether  a  product  is  for  use  by  the  Telephone  Com- 
pany to  provide  a  competitive  service  or  not. 

This  long-standing  price  policy  insures  that  the  benefits  of  Western's  efficiency 
and  cost  reduction,  as  well  as  Bell  Laboratories  new  product  designs,  are 
passed  on  to  the  Telephone  Companies  in  the  form  of  improved  products  at 
the  lowest  possible  prices  which  properly  reflect  their  costs.  Western's  policy  of 
cost-based  prices  and  uniform  rates  of  return  assures  that  Telephone  Company 
decisions  in  deciding  between  alternative  types  of  equipment  are  not  distorted 
by  Western's  pricing  decisions.  Furthermore,  it  assures  that  Western's  rate 
of  return  on  investment  from  the  sales  to  individual  telephone  companies  will 
be  generally  the  same  regardless  of  the  mix  of  products  sold. 

Attachment  "D"  shows  the  return  on  investment  by  product  lines  earned  by 
Western  on  sales  to  Bell  Companies  from  1946  to  1973. 

The  costing  and  pricing  functions  are  separate,  and  stringent  controls  are 
exercised  to  insure  that  corporate  policies  and  procedures  are  strictly  adhered 
to.  Forecasted  cost  data  is  compiled  by  the  Comptroller's  Organization  in  total 
and  by  product  line  and  submitted  to  the  Pricing  Organization  for  use  in 
establishing  prices.  This  cost  data,  as  previously  indicated,  is  based  upon  input 
of  the  organizations  that  are  responsible  for  meeting  these  cost  objectives. 

It  is  not  Western's  policy  to  charge  higher  prices  on  one  product  to  make  up 
for  a  price  decrease  or  lower  profit  objective  on  another  product.  It  is  our 
policy  to  establish  prices  on  all  products,  both  new  or  existing,  that  will  recover 
anticipated  costs  and  provide  a  reasonable  return  on  the  investment  involved. 

As  previously  noted.  Western's  prices  are  substantially  below  the  prices  of 
similar  telecommunications  products  available  from  the  general  trade.  In 
cases,  however,  when  an  alternative  product  is  available  from  the  general 
trade  at  a  lower  price.  Western  does  not  reduce  its  price  except  when  justified 
by  reduced  cost. 

XIII.    PRICE   PROCEDURES 

As  noted  previously,  the  starting  point  in  the  establishment  of  a  price  is 
the  standard  cost  of  the  item.  In  setting  its  prices.  Western  plans  to  recover 
the  other  expected  expenses  of  running  its  business,  including  variations  be- 
tween the  standard  cost  and  incurred  cost,  research  and  development  expenses, 
merchandising  expenses,  general  expenses,  and  income  taxes,  as  a  reasonable 
return  on  its  investment. 

These  costs  are  associated  with  the  appropriate  product  line  through  periodic 
detailed  forecasts  which  are  made  by  the  organizations  incurring  the  co.sts. 
These  forecasts  are  summarized  on  a  divisional  basis  and  forwarded  to  the 
Comptroller's  Organization  which  compiles  forecasted  results  by  product  lines. 
This  data  is  then  furni.shed  to  the  Pricing  Organization  for  the  development 
of  price  factors  for  each  product  line  which  are  designed  to  .recover  these 
costs.  Attachment  "E"  shows  the  basic  standard  cost-price  relationship.  Price 
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factors  are  applied  to  the  standard  cost  of  individual  products  comprising  each 
class  and,  therefore,  provide  for  the  recovery  of  all  costs  associated  with  the 
products  and  for  a  reasonable — and  reasonably  uniform — return  on  investment. 
Prices  for  services  such  as  systems  equipment  engineering  and  installation 
are  established  on  the  same  basis  as  manufactured  items,  using  a  price  factor 
applied  to  a  standard  cost.  In  the  case  of  Supplies,  i.e.,  products  purchased 
from  others  for  resale  as  such  to  the  Telephone  Companies,  the  price  factor 
is  applied  to  purchase  cost. 

XIV.    NEW    PRODUCTS 

It  is  Western  Electric's  aim  to  continue  to  meet  the  needs  of  the  Bell  Tele- 
phone Companies  and  thereby  benefit  the  ultimate  telephone  subscriber  with 
low  cost,  quality  products  incorporating  the  latest  innovations. 

In  the  case  of  most  new  products,  the  price  is  developed  using  a  standard 
cost.  For  many  years,  however,  on  major  new  products  involving  significant 
new  technology  or  new  manufacturing  facilities  or  processes,  where  the  normal 
manufacturing  condition  will  not  be  attained  until  after  the  first  two  years  of 
production,  a  price  will  be  developed  using  what  we  call  a  normalized  cost. 
Normalized  cost  is  calculated  on  the  basis  of  what  the  current  standard  cost 
would  be  if  the  product  was  being  produced  under  its  normal  manufacturing 
conditions.  Prices  are  intended  to  recover  the  excess  of  standard  cost  over 
normalized  cost  within  a  rea.sonable  period.  In  no  event  will  the  price  factor 
be  applied  to  less  than  the  normalized  cost. 

The  reason  for  establishing  prices  of  new  technology  products  using  a  nor- 
malized cost  instead  of  temporary  high  initial  co.sts  is  to  avoid  unrea.sonably 
burdening  the  early  purchasers  of  these  products  with  their  relatively  high 
initial  production  costs,  to  foster  the  introduction  and  use  of  new  innovations 
for  the  benefit  of  the  general  public,  and  to  facilitate  attaining  an  efiicient 
manufacuring  level.  Since  manufacturing  management  is  evaluated  on  its 
ability  to  achieve  these  normalized  costs,  they  are  vitally  intei-ested  that  these 
targets  will  be  reasonable  and  attainable  by  etficient  management. 

This  accepted  method  of  pricing  is  required  to  introduce  new  technology  since 
prices  based  on  the  unit  cost  of  production  when  volume  is  low  and  per  item 
costs  are  temporarily  high  would  prevent  the  realization  of  the  very  demand 
and  unit  cost  which  warranted  development  of  the  product  in  the  first  place. 
Such  pricing  would  impede  the  introduction  of  products  incorporating  new 
innovations.  It  is  common  industry  practice  to  initially  set  prices  which  facili- 
tate realization  of  expected  product  demand.  Thus,  Western  is  in  no  sense 
unique  in  establishing  prices  for  new  technology  products  below  the  initial 
temporary  high  cost  levels. 

XV.     SUMMARY 

AYestern  Electric  has  developed  through  many  years  of  careful  study  and 
planning  an  accounting  system  that  is  in  accordance  with  modern  concepts  of 
sound  accounting  practices.  It  conforms  to  the  practices  followed  by  other 
manufacturers  and  covered  in  the  accounting  manual  for  the  electrical  manu- 
facturing industry  as  recommended  by  the  National  Electrical  Manufacturers 
Association.  Western's  corporate  instructions  prescribe  the  procedures  for  the 
development  and  allocation  of  costs.  The  accuracy  of  these  costs  and  their 
association  with  AVestern's  products  to  which  they  are  charged  are  reviewed 
both  by  Western's  internal  auditors  as  well  as  by  the  independent  public  ac- 
counting firm,  Arthur  Young  and  Company.  Western's  prices  are  cost  based 
and  are  designed  to  provide  products  and  services  to  the  Bell  Telephone 
Companies  at  the  lowest  price  which  will  recover  its  anticipated  costs  and 
provide  a  reasonable  return  on  the  investment  involved. 

Internal  and  external  audits ;  separation  of  the  costing  and  pricing  function : 
the  commonality  of  components  and  cost  centers  among  products ;  the  consistent 
application  of  costing  and  pricing  policies  to  all  products ;  the  use  of  standard 
cost  for  managerial  control:  each  assure  that  all  products  are  priced  on  a 
consistent,  cost  related  basis. 

Western's  financial  results,  its  accounting  system  and  any  changes  in  its 
accounting  procedures  are  reported  regularly  to  The  National  Association  of 
Regulatory  Utility  Commissioners — Federal  Communications  Commission,  Staff 
Subcommittee  on"  Manufacturing  and  Service  Affiliates.  Its  prices  and  profits 
are  also  subject  to  continuous  regulatory  scrutiny  by  federal  and  state  regula- 
tory agencies.  All  of  these  controls,  checks  and  reviews  combine  to  insure  the 
integrity  of  Western's  costing  and  pricing. 
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Attachment  B 

Arthur  Young  &  Co., 
New  York,  N.Y.,  March  6,  1974. 
Western  Electric  Company,  Inc., 
New  York,  N.Y. 

Dear  Sirs  :  We  have  examined  the  financial  statements  of  Western  Electric 
Company,  Incorporated  for  the  year  ended  December  31,  1973  and  have  re- 
ported thereon  under  date  of  February  12,  1974.  Our  examination  was  made  in 
accordance  with  generally  accepted  auditing  standards,  and  accordingly  in- 
cluded such  tests  of  the  accounting  records  and  such  other  auditing  procedures 
as  we  considered  necessary  in  the  circumstances. 

We  have  also  examined  the  accompanying  report  of  Profit  by  Lines  of  Busi- 
ness— Bell  Telephone  Companies  for  the  year  1973  together  with  the  accounting 
procedures  of  the  Company  used  in  determining  the  profit,  before  interest,  from 
sals  and  the  related  net  investment  (total  a.ssets  less  accounts  payable  and 
other  accruals,  accrued  current  and  deferred  taxes,  unamortized  investment 
credit  and  accumulated  provisions)  applicable  to  classes  of  product  and  services 
sold  to  Bell  Telephone  Companies,  and  the  allocation  of  other  income  and 
related  net  investment  to  these  companies.  Our  examination  was  made  in 
accordance  with  generally  accepted  auditing  standards,  and  accordingly  in- 
cluded such  tests  of  the  accounting  records  and  such  other  auditing  procedures 
as  we  considered  necessary  in  the  circumstances. 

In  our  opinion,  the  accompanying  report  for  the  year  1973  presents  fairly 
the  operating  results  of  Western  Electric  Company,  Incorporated  by  lines  of 
business  with  Bell  Telephone  Companies,  in  conformity  with  generally  ac- 
cepted accounting  principles  applied  on  a  basis  consistent  with  that  of  the 
preceding  year. 

Further,  in  our  opinion,  the  accounting  procedures  of  Western  Electric  Com- 
pany, Incorporated  comply  with  the  requirements  stated  in  the  Final  Judgment 
of  tile  United  States  District  Court  in  Civil  Action  No.  17-49  ordering  Western 
Electric  Company,  Incorporated  "to  maintain  cost  accounting  methods  that 
conform  with  such  accounting  principles  as  may  be  generally  accepted  and  that 
afford  a  valid  basis,  taking  into  account  the  magnitude  and  complexity  of  the 
manufacturing  operations  involved,  for  determining  the  cost  to  Western  of 
equipment  sold  to  AT&T  and  Bell  operating  companies  for  use  by  them  in 
furnishing  common  carrier  communications  services". 
Yours  very  truly, 

Arthur  Young  &  Co. 
Attachment  C 

[From  the  Wall  Street  Journal,  June  10,  1974] 

Accounting  Body  Proposes  Firms  Charge  Research-Development  Costs  as 

Incurred 

Stamford,  Conn. — In  its  first  major  pronouncement,  the  Financial  Account- 
ing Standards  Board  proposed  that  companies  be  required  to  charge  off  research 
and  development  expenses  as  incurred,  rather  than  write  them  of  gradually 
against  future  sales  revenues. 

The  proposal  would  take  effect  next  Jan.  1.  The  only  exception  would  be  for 
research  and  development  outlays  directly  reimbursable  by  another  party.  A 
company  could  continue  to  defer  such  costs. 

The  proposal  was  published  for  public  comment,  due  by  Aug.  5.  After  that, 
the  standards  board  may  adopt  the  final  standard,  and  it's  expected  to  do  so 
with  little  change.  The  board's  seven  members  voted  unanimously  to  publish 
the  "exposure  draft,"  following  a  public  hearing  and  written  comments  on  the 
issue.  The  board's  rules  require  five  votes  to  adopt  a  binding  accounting 
standard. 

Most  companies  already  expense  R-and-D  outlays,  but  there  are  conspicuous 
exceptions,  particularly  in  the  aerospace  industry  and  computer  manufactur- 
ing. McDonnell  Douglas  Corp.,  an  airframe  maker,  carried  nearly  half  a  billion 
dollars  in  deferred  development  costs  as  an  asset  on  its  balance  sheet  last 
Dec.  31.  It  faces  a  huge  writedown,  though  the  exact  amount  depends  on  the 
fine  points  of  the  standards  board's  proposal. 

If  the  proposals  are  adopted  as  expected,  McDonnell  and  other  companies 
with  deferred  R-and-D  costs  would  be  required  to  restate  past  years'  financial 
results  as  though  those  costs  had  been  expensed  when  incurred. 

This  means  the  change-over  won't  be  charged  off  against  1975  profits,  which 
in  some  cases  would  have  exceeded  the  expected  1975  net.  Instead,  the  account- 
ing change  will  show  up  as  a  charge  against  retained  earnings.  Taking  into 
account   tax    benefits,    the   charge   will   be   roughly    one-half   the   accumulated 
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R-and-D  outlays  being  written  off.  (In  McDonnell  Douglas's  case,  deferred 
development  costs  were  $476.8  million  at  year-end  1973,  with  $612.8  million 
retained  earnings.) 

Proponents  of  deferring  research  costs  have  argued  that  because  research 
activities  lead  to  later  product  sales,  the  costs  should  properly  be  charged 
against  those  sales,  just  as  a  piece  of  machienry  is  gradually  written  off  over 
its  productive  life. 

The  standards  board,  however,  found  "a  high  degree  of  uncertainty  as  to  the 
amount  and  timing  of  future  benefits  (from  research),  if  any."  It  said  a  casual 
link  between  research  and  particular  product  sales  later  can  seldom  be  shown, 
and  the  failure  rate  for  research  projects  is  high. 

In  practice,  deferring  research  outlays  has  on  occasion  shocked  stockholders 
with  huge,  unexpected  writeoffs  when  a  company  finally  decides  to  "bite  the 
bullet"  and  charge  off  the  accumulated  costs  of  a  project  that  didn't  pan  out. 

The  precise  impact  on  companies  depends  on  what  the  standards  board  de- 
fines as  research  and  development.  The  23-page  exposure  draft  includes  a 
detailed  enumeration.  In  one  important  exclusion,  the  board  said  that  design 
or  construction  work  on  production  facilities  (except  for  pilot  plants)  aren't 
research  and  development.  The  exposure  draft  is  silent,  however,  on  what 
accounting  treatment  to  apply  to  those  expenditures. 

The  standards  board  also  said  it  is  still  deliberating  how  to  account  for  a 
group  of  other  costs  that  originally  had  lumped  in  with  research  and  develop- 
ment. The.se  include  market  research,  promotion  and  relocation  costs.  Similarly, 
the  board  is  still  debating  what  accounting  to  apply  to  new  companies  in  the 
stage  before  their  production  and  saless  get  into  full  swing. 

Attachment  D 
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Al-lachment  E 


BASIC  STANDARD  COST-PRICE  RELATIONSHIP 
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LABOR 
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MATERIAL 


OTHER  COSTS 
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DEVELOPMENT  EXPENSE 

MERCHANDISE  EXPENSE 

GENERAL  EXPENSE 

INCOME  TAX 

RETURN  ON  INVESTMENT 


OTHER  COSTS 
STANDARD  COST 


+  100%    =   PRICE  FACTOR 


STANDARD  CQST  x  PRICE  FACTOR  =  PRICE 

Exhibit  3a. — Bell  System  Response  to  Statement  of  Computer  Industry 

Association 

Response  on  Behalf  of  the  Bell  System  to  Statement  of  the  Computer 
Industry  Association 

In  its  statement  filed  July  2,  1974,  the  Computer  Industry  Association  claims 
that  IBM  and  AT&T  by  various  anticompetitive  means  are  making  it  very 
difficult,  if  not  impossible,  for  its  members  to  compete  against  them  and  are 
threatening  the  business  viability  of  its  members. 

Insofar  as  the  Bell  System  is  concerned,  it  is  attacked  for  its  interconnection 
policies  and  its  alleged  bias  in  favor  of  using  the  products  and  services  of  its 
own  manufacturing  subsidiaries  to  the  exclusion  of  the  offerings  of  others.  It  is 
alleged  to  have  been  a  laggard  in  innovativeness  prior  to  the  advent  of  com- 
petition from  others.  It  is  said  that  ''the  sleeping  giant  awoke''  (p.  12)  '  when 
others  developed  terminals  allegedly  better  able  to  serve  the  growing  need  for 
communications  with  and  between  computers.  Only  then,  according  to  the 
Association's  statement,  did  AT&T's  indirectly  owned  subsidiary,  Teletype 
Corporation,  come  up  with  Dataspeed  40. 

Moreover,  the  tariffed  offerings  of  that  terminal  equipment  by  the  Bell  tele- 
phone companies  are  claimed  to  be  subsidized  and  underpriced.  Further,  Tele- 
type is  attacked  for  its  "recent  decision  to  market  the  Dataspeed  40,  in  whole 
or  in  part,  to  entities  outside  of  the  Bell  System  threaten  [ing]  the  existence 


1  (p.  12)  and  similar  references  are  to  pages  in  the  statement  of  the  Computer  Industry 
Association. 
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of  the  established  manufacturers  of  terminals,  low  and  medium  speed  printers 
and  information  display  decives"  (p.  15).  Here  again,  subsidization  is  alleged 
to  give  it  an  unfair  price  advantage. 

There  are  many  general  charges  leveled  against  the  Bell  System.  These, 
however,  are  adequately  refuted  by  other  Bell  System  filings  and  testimony 
before  this  Subcommittee;  and  we  shall  not  burden  the  record  with  redundant 
material.  We  address  ourselves  herein  primarily  to  the  Association's  allegations 
regarding  Teletype's  business  activities  and  its  offering  of  its  Dataspeed  40 
terminal.  Where  appropriate,  we  shall  touc  hbriefly  on  some  other  charges  of 
the  Association. 

Contrary  to  the  Association's  assertion,  Teletype  has  always  been  the  leader — 
and  never  a  follower — in  its  segment  of  the  telecommunications  terminal 
equipment  industry.  It  offers  reliable  products  of  high  quality,  embodying  the 
latest  developments  in  the  technology,  at  reasonable  prices.  Because  its  per- 
formance is  generally  not  matched  by  others,  it  is  not  unusual  for  its  competi- 
tors to  resort  to  unwarranted  charges  of  unfair  advantages  or  business  tactics. 
Teletype's  predecessor  corporations'  involvement  with  terminal  equipment 
goes  back  to  1906.  Teletype's  place  in  the  vertically  inegrated  Bell  System 
dates  from  1930.  It  was  acquired  preparatory  to  the  Bell  offering  of  TW- 
service  pursuant  to  tariffs  the  following  year.^  Prior  thereto  Teletype  was  the 
sole  source  of  supply  of  teleprinters  to  its  few  customers,  of  which  Western 
Union  and  Postal  Telegraph  were  the  most  significant. 

The  Association  says  that  "[f]from  1931  until  1965  the  Teletype  machine 
remained  basically  the  same,  with  minor  innovations  in  transmission  speed 
and  cosmetic  improvements"  (p.  11).  This  is  like  saying  that  today's  computers 
embody  only  slight  improvements  in  speed  and  cosmetics  over  the  IBM  punch 
card  machines  of  the  1930's.  In  fact,  substantial  changes  in  the  versatility  and 
usability  of  Teletype  machines  occurred  during  Teletype's  first  three  decades 
as  a  part  of  the  Bell  System.  For  example,  the  achievement  of  speeds  of  100 
w.p.m.  occurred,  not  in  1965,  as  the  Association  would  like  the  Subcommittee 
to  believe  (p.  11),  Mi  in  19^3,  when  Teletype  redesigned  its  Model  1-5  to  meet 
the  needs  of  the  military.  Examples  of  Teletype's  major  advances  from  1930 
through  the  middle  1960's  are  catalogued  in  Attachment  "A"  hereto. 

The  statement  that  Teletype  had  "no  meaningful  competition"  (p.  11)  during 
the  period  1930-1960  may  be  reasonably  accurate.  The  claim  that  it  had  "a 
captive  market"  (p.  11)  certainly  is  not.  The  number  of  purchasers  of  Teletype 
machines  proliferated  during  those  30  years.  To  suggest  that  customers  such 
as  the  United  States  Government,  Western  Union,  the  press  services,  and  for- 
eign common  carriers  constituted  a  captive  market  is  plainly  ridiculous.  Tele- 
type's market  leadership  steemed  from  the  superiority  of  its  products  and  the 
reasonableness  of  its  prices. 

Regarding  the  change  to  the  ASCII  code  to  which  the  Association  alludes,  this 
occurred  in  1961  {not  1965  as  the  Association  states,  P.  11).  It  came  about 
when  the  need  for  a  broader,  more  extensive  and  uniform  code  with  capa- 
bilities for  international  adoption  was  recognized.  The  need  for  a  new  code  and 
higher  speed  coincided  with  the  emerging  requirements  of  rapid  communication 
with  computers  and  the  need  to  communicate  computer  generated  information. 
Teletype  reacted  to  that  need  and  not  to  a  mirage  of  competitive  products 
which  the  Association — by  a  convenient  four-year  error  of  date.s — would  like 
the  Subcommittee  to  believe  existed.  This  occurred  several  years  prior  to  the 
Carterphone  decision,  which  the  Association  characterizes  as  the  catalyst  to 
modernization  (p.  7).  As  early  as  1963,  Teletype's  Model  30  became  widely 
used  in  shared  time  computer  systems. 

As  shown  in  Attachment  A — well  in  advance  of  the  later  proliferation  of 
other  manufacturers— Teletype  introduced  many  new  lines  of  equipment  rang- 
ing in  transmission  and  printing  speeds  from  100  w.p.m.  to  1200  w.p.m.  These 


2  The  Association's  statement  that  Telet.vpe's  immediate  parent.  Western  Electric, 
joined  the  Bell  S.vstem  in  1930  (p.  11)  misses  the  mark  by  almost  half  a  centurj-.  Ihe 
correct  date  is  1881. 


4407 

included  the  Models  28,  32,  33,  35,  and  37 ;  Inktronic®,  Dataspeed  Types  I,  II, 
IV  and  V;  4210  Magnetic  Tape  Terminal;  and  Controlmatic. 

Dataspeed  40  is  the  latest  evolutionary  development  in  Teletype's  product 
line.  It  has  a  cathode  ray  tube  display  monitor  (in  addition)  to  the  ability 
to  print  received  or  transmitted  copy),  whereas  earlier  machines  could  only 
print  or  punch  paper  tape.  The  Model  40  has  an  electronic  memory  which 
greatly  simplifies  editing  prior  to  transmission.  This  is  a  significant  advance 
over  the  punched  tape,  which  provided  storage  (memory)  for  subsequent  trans- 
mission. 

The  Association  asks  "how  .  .  .  could  AT&T  [presumably  Teletype]  offer 
the  device  at  less  than  one-half  the  price  of  even  the  largest  producer  in  our 
industry — IBM?"  (p.  13).  Teletype  does  not  currently  make  a  unit  equivalent 
to  the  IBM  offering  to  which  it  is  compared.  Some  other  manufacturers  which 
do,  however,  apparently  have  lower_prices  than  IBM.  Incoterm,  for  example, 
advertises  the  price  of  its  equipment  as  half  the  IBM  price.  (See  Attachment 
"B",  Computerworld,  May  15,  1974,  p.  17.) 

Teletype's  Dataspeed  40  is  evidently  a  very  good  buy.  It  low  price  has 
been  made  possible  not  by  the  reasons  advanced  by  the  Association,''  but  be- 
cause Teletype  is  a  highly  efficient  company  and  has  the  exi)ertise — obtained 
from  decades  of  experience — which  enables  it  to  design  and  manufacture 
high-quality  products  at  low  costs — in  most  cases,  the  best  and  least  expen- 
sive products  in  the  business.  For  Model  40,  Teletype  developed  a  new  printer 
and  also  a  magnetic  oxide  semi-conductor  peculiarly  appropriate  to  this 
application. 

The  Association,  however,  "can  see  answers  in  the  ties  and  opportunities  for 
cross-subsidization  that  exist  between  the  utility  [AT&T]  and  its  supplier 
[Teletype]"   (p.  13).  Four  examples  are  given.  All  are  lacking  in  substance. 

The  Association  says : :  "Teletype,  with  a  massive  cap'tive  mafEet  within  the 
Bell  System  companies,  can  commit  to  production  quantities  and  invest  in 
tooling  with  full  knowledge  that  its  huge  customer  base  is  insulated  from 
effective  competition"  (p.  13).  Teletype's  "massive"  Bell  market  constituted 
only  one-third  of  Teletype's  sales  in  1973.  Its  Bell  sales  amounted  to  $52.5 
million— far  less  than  the  annual  sales  of  some  Association  members  which  are 
said  to  be  "in  excess  of  $200  million"  (p.  1).  Indeed,  the  latter  exceed  Tele- 
type's total  sales,  which  are  highly  volatile. 

Moreover,  contrary  to  the  Association's  assertion,  Teletype's  Bell  market 
is  not  a  "captive'  one.  Western  Electric  does  not,  as  charged  (pp.  10,  13), 
make  the  purchasing  decisions  of  the  Bell  Telephone  Companies.  The  telephone 
companies  are  entirely  free  to  purchase  their  terminals  from  whomever  they 
please.  We  shall  not  elaborate  here  because  this  matter  was  fully  covered 
in  Bell  Svstem  testimonv  and  submissions  to  the  Subcommittee  last  year. 
(Tr.*   1281-2,   1297-8.    1300,    1331-2,    1356-7,    1413,   1418,    1440,    1731-2). 

Out  of  a  total  of  roughly  35,000  computer-oriented  terminals  in  use  in  the 
Bell  System,  approximately  10,000 — over  one-quarter — were  produced  by  manu- 
facturers other  than  Teletype.  Each  Bell  Telephone  Company  makes  its  own 
selection  of  terminal  devices  for  specific  applications.  For  example,  the  service 
order  activity  in  most  companies  has  been  mechanized ;  and  seven  companies 
have  to  use  non-Teletype  equipment  of  three  vendors  to  process  their  orders. 

The  Association  asserts  further :  "AT&T  may  not  yet  be  capable  of  admitting 
it,  but  there  are  companies  capable  of  offering  superior  products  .  .  ."  (p.  17). 
The  Bell  System  does  not  deny  that  this  may  be  so  in  some  areas.  On  the 
contrary.  AT&T  Chairman  John  D.  deButts  said  in  a  speech  on  September 
20,  1973  at  the  annual  convention  of  the  National  Association  of  Regulatory 
Utility  Comissioners : 


3  For  example,  the  Association  points  to  the  Bell  System's  "developing  and  .  .  .  us'ng 
their  own  ["glass  envelopes  for  their  CRT  displays"]  in  limited  quantities  (p.  1^). 
The  fact  is  that  Teletype  buys  them  from  outside  suppliers. 

*The  "Tr."  references  are  to  the  printed  record  of  the  Hearings  on  the  Industrial 
Reorganization  Act,  Part  2,  July  30  and  31,  August  1  and  2,  1973. 
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"We  recognize,  of  course,  that  the  world  of  telecommunications  is  not  'ours' 
and  that  there  are  a  great  many  organizations  beside  our  own  whose  talents 
could  effectively  be  brought  to  bear  on  the  growth  and  improvement  of  the 
nationwide  telephone  network.  Our  aim  is  to  expand  and  not  restrict  their 
opportunities  to  do  so.  To  that  end  we  are  looking  for  ways  by  which  we  in 
the  Bell  System  might  broaden  the  base  of  participation  in  the  task  of  supply- 
ing the  facilities  for  a  constantly  growing,  constantly  changing  network.  The 
Western  Electric  Company  is  a  great  outfit  and  I  am  sure,  determined  to  retain 
its  leadership  in  the  product  of  communications  facilities  of  advanced  design. 
But  to  be  best  where  it  counts  most  W^estern  Electric  can't  be  best  in  every- 
thing. Nor  does  it  seek  to  be.  In  1972,  for  example.  Western  Electric  provided 
about  $500  million  of  telecommunications  products — switching  equipment,  wire 
and  cable,  carrier  and  microwave  equipment — which  it  had  purchased  from 
others  on  behalf  of  the  Bell  telephone  companies — and  the  telephone  companies 
themselves  bought  some  $200  million  to  $300  milion  more  directly  from  out- 
side suppliers.^  I  anticipate  that  in  the  years  ahead  the  job  of  supplying  the 
network  will  be  even  more  broadly  shared  and  that  increasingly  suppliers  out- 
side our  business  who  are  ready,  willing  and  able  to  fulfill  the  rigorous 
standards  of  performance  that  quality  service  demands  will  be  helping  to 
build  the  telecommunications  network  of  tomorrow." 

The  Association's  second  charge  of  subsidization  relates  to  'the  recruiting, 
training  and  support  of  an  effective  field  service  organization."  "Teletype", 
it  says,  "has  no  comparable  expense  since  its  products  are  maintained  by 
telephone  operating  company  employees"  (p.  14). 

The  Association's  statement  would  come  as  a  shock  to  the  Teletype  em- 
ployees operating  out  of  28  service  centers  around  the  country  who  are 
totally  dedicated  to  providing  repair  and  maintenance  service  to  Teletype's 
non-Bell  customers.  A  similar  reaction  would  come  from  Western's  service 
center  employees  who  repair  and  refurbish  Teletype  equipment  for  the  Bell 
telephone  companies.  In  either  case,  the  customer  pays  for  such  services — 
either  directly  or  in  the  price  of  the  product  (warranty  expense  is  a  part  of 
overhead).  Where  such  services  are  performed  by  telephone  company  person- 
nel, the  subscriber  pays  for  them  in  his  monthly  charge. 

The  Association's  third  charge  of  subsidization  relates  to  marketing  ex- 
pense. Allegedly,  Teletype  'can  sell  literally  thousands  of  terminals  to  the  Bell 
operating  companies  with  little  or  no  sales  effort  or  expense"  (p.  14).  To  the 
extent  that  this  allegation  is  based  on  the  assumption  that  the  Bell  telephone 
companies  automatically  buy  whatever  Teletype  equipment  AT&T  or  Western 
wants  them  to  buy.  it  is  patently  erroneous  for  reasons  previously  stated. 
Indeed,  like  any  other  developer  and  manufacturer.  Teletype  has  occasionally 
offered  new  models  which  did  not  find  favor  with  its  customers— both  Bell 
and  non-Bell. 

During  1974.  Teletype  expects  to  spend  in  excess  of  $4  milion  in  marketing 
and  related  efforts.  Certainly,  that  sum  is  not  inconsequential.  At  the  same 
time,  it  may  well  be  true  that  Teletype  does  not  expend  proportionately  as 
much  money  in  "hard  sell"  and  "recognition  marketing"  as  its  competitors 
apparently  do.  However,  this  does  not  result  from  Teletype's  afl51iation  with 
the  Bell  System.  On  the  contrary,  it  flows  directly  from  the  fa.ct  that  due 
to  over  half  a  century  of  market  leadership.  Teletype's  name  does  not  require 
additional  market  recognition  for  its  products  or  any  "hard  sell".  Indeed,  just 
as  "Campbell's"  has  come  to  repre.sent  wholesome  soup  to  many  housewives. 
"Toletvpe"  has  come  to  mean  high-qualitv,  low  cost  teleprinter  equipment  to 
corsumers  in  the  terminal  market.  A  substantial  portion  of  Teletype's  non- 
Bel  sales  are  repeat  sales  to  large  volume  purchasers  which  have  been  Tele- 
type's customers  for  many  years,  and   which  know  and   respect  the  Teletype 


5  As  Mr.  Fletcher  pointed  ont  (Tr.  1300),  purchases  from  Western  constitute  aPPro^i- 
matelv  80%  of  the  Bell  market  for  teleconimnnlcations  ennipment.  The  Bell  market  in 
tnrn  constitutes  approximately  80%  of  the  total  TTnited  States  market.  Wef  eni  s  non- 
Bell  sales  are  necliRible.  Simple  multiplication  indicates  therefore  that  Western  s  sales 
represent  less  than  two-thirds  of  the  domestic  telecommunications  market,  not  the  8U% 
asserted  by  the  Association  (p.  9). 
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Corporation  and  its  products.  It  is  therefore  understandable  that  competitors 
whicli  do  not  enjoy  Teletype's  reputation  may  find  it  necessary  to  spend 
proportionately  more  in  their  marketing  efforts. 

Under  the  heading  "AT&T  As  An  OEM  Competitor,"  the  Asociation  lists 
six  advantages  it  says  Teletype  would  lose  were  it  a  separate  (Unaffiliated) 
company  (p.  16).  We  have  already  commented  upon  two — alleged  "capitive 
market,"  and  the  alleged  lack  of  any  need  of  "a  field  service  organization  and 
marketing  organization". 

A  third — a  variation  of  an  earlier  assertion — is  that  Teletype  "would  have 
to  make  business  decisions  and  to  write  off  its  investments  in  the  light  of  a 
truly  competitive  marketplace."  (p.  16).  Teletype's  marketplace,  however,  is 
a  competitive  one — indeed,  a  highly  competitive  one.  Moreover,  two-thirds  of 
Teletype's  sales  are  to  non-Bell  customers  who  even  the  Association  cannot 
claim  to  be  captive  customers.  The  fact  is  that  Teletype's  investments  are 
segregated  from  those  of  other  Bell  System  companies  and  are  depreciated 
in  accordance  with  generally  accepted  accounting  principles. 

Equally  unfounded  are  the  remaining  three  allegations  of  advantages  which 
Teletype  would  lose  its  Bell  System  affiliation. 

The  first  is  that  "Teletype,  as  a  separate  corporation,  would  have  access  to 
capital  at  interest  rates  commensurate  with  its  own  business  prospects"  (p. 
16).  This  assumes,  improperly,  that  Teletype  has  been  the  beneficiary  of  lower 
interest  rates  than  it  would  have  to  pay  as  an  unaffiliated  company.  The  fact 
is  that  Teletype  has  no  long-term  debt  Its  short-term  borrowings  have  been 
from  Western  at  the  prime  rate. 

A  second  allegation  is  that  Teletype  "wotild  be  able  to  draw  on  the  technical 
resources  of  Bell  Labs  only  on  the  .same  terms  and  conditions  as  other  sup- 
pliers to  the  nation's  telephone  systems"  (p.  16).  This  erroneously  assumes 
that  the  Bell  Labs  provide  the  research  capability  of  Teletype;  whereas  the 
fact  is  that  Teletype  has  its  own  research  and  development  organization  con- 
sisting of  approximately  450  people  and  costing  roughly  seven  percent  of  its 
gross  sales. 

The  third  of  the  Association's  remaining  allegations  is  that  Teletype,  if 
spun  off,  "would  have  to  price  its  product  to  recover  a  fair  return"  (p.  16). 
This  implies  that  this  is  not  presently  the  case  when,  in  fact,  it  is.  While  it 
does  not  always  meet  its  objective.  Teletype  prices  its  products  at  levels  de- 
signed to  achieve  a  reasonable  rate  of  return  on  its  net  investment.  Over  the 
past  eleven  years,  its  rate  of  return  has  ranged  from  a  low  of  2.9  percent 
to  a  high  of  15.2  percent,  and  averaged  9.5  percent.  Contrary  to  what  the 
Association  might  wish  to  imply,  no  part  of  Teletype's  investment  is  buried 
in  the  accounts  of  other  Bell  System  companies. 

What  the  Association  and  its  members  are  really  complaining  about  is  that 
Teletype's  superior  performance,  in  usually  providing  a  better  product  at  lower 
cost,  makes  it  a  very  strong  competitor — indeed,  a  stronger  competitor  than 
thev  can  or  wish  to  cope  with. 

Apparently  unable  to  match  Teletype's  performancerthey  now  seek  to  deni- 
grate its  achievements  by  charging  Teletype  with  unfair  advantages  and 
nefarious  practices.  We  believe  that,  in  this  response,  we  have  adequately 
dealt  with  all  of  their  charges  and  have  satisfactorily  demonstrated  that  each 
and  every  one  of  them  is  utterly  lacking  in  merit. 

Attachment  A 

Examples  of  Teletype's  ]Major  Advances  from   1980  Through   the 

Middle  1960's 

1930 — Model  15  introduced,  using  type  bars  and  a  stationary  platen. 
1931— The    first    Selective    Calling    Private    Line    System    developed     (64 A 
and  B). 

1931— Manual  TWX  introduced,  using  Model  15  equipment. 


4410 

1935 — Model  19  Automatic  Send  and  Receive  machine  introduced  enabling 
preparation  of  punched  tape  prior  to  transmission. 

1938 — Model  26  introduced,  new  low  cost  page  printer. 

1940 — A  major  improvement  in  Selective  Calling  introduced,  known  as  81 
type. 

1941 — The  ability  to  receive  punched  paper  tape  (with  or  without  simul- 
taneous printing  on  the  tape)  was  introduced  to  enable  a  more  automated 
transmission  capability.  (Model  14  Typing  Reperforator).. 

1943 — Model  15  redesigned  for  U.S.  government  to  operate  at  100  w.p.m. — 
first  successful  page  printer  at  this  speed. 

1948 — First   electronic   multiplex   four-channel   system  for   U.S.   government. 

1950— A  totally  redesigned  machine  was  developed  known  as  the  Model  28. 
This  equipment  operated  at  100  w.p.m.  and  also  enabled  functions  to  be  per- 
formed (e.g..  turning  components  on/off)  under  the  control  of  a  wired  logic 
"stunt  box",  which  contained  up  to  42  separate  actions.  In  addition,  the  print- 
ing mechanism  was  drastically  new,  using  a  "type  box",  itself  interchangeable 
and  with_  interchangeable  pallets,  rather  than  the  traditional  type  bars  found 
in  the  Model  15  and  standard  oflSce  typewriters.  Quieter  operation  was  an- 
other innovation  achieved  through  the  u.se  of  sound  deadening  insulation. 

1951 — First  torn  tape  switching  systems. 

1951 — 81D  Selective  Calling  introduced,  incorporated  many  automatic  fea- 
tures such  as  automatic  message  pick-up. 

1952 — First  electronic  Monoplex,  especially  designed  for  the  DEW  line  to 
meet  special   transmission   difficulties  created  by  atmospheric  conditions. 

1953— First  of  high-speed  paper  tape  systems  printing  at  600  w.p.m.  for 
news  services. 

1955 — First  transistorized  electronic  multiplex  developed  for  U.S.  govern- 
ment. 

195(5 — Speed  of  paper  tape  systems  increased  to  1000  w.p.m. 

1957 — 82   type  Automatic   Switching  System  developed  for  Bell  System. 

1958 — Delivery  begun  on  the  new  S3A/B  Selective  Calling  Systems  for 
medium  volume  customer  requirements,  providing  positive  answerback  and 
unattended  operation. 

1959-64 — Several  refinements  to  the  83B  series  were  effected.  By  1964  there 
Were  over  1.000  83B  Systems  in  existence. 

196i_Dataspeed  I  introduced,  providing  for  high  speed  (1050  w.p.m.) 
papertape  transmis.sion  in  standalone  terminals. 

19^1 — 83B  Systems  interface  available  for  computer  use. 

1962— Dial  TWX  introduced  in  Model  33  enabling  connection  without  oper- 
ator intervention. 

1962— Eight-level  ASCII  coded  equipment  introduced  as  Models  33/35. 
Greater  accuracy  through  the  use  of  parity  and  additional  codes  required  for 
computer  operations,  were  the  significant  innovations.  The  older  Baudot  code 
equipment  onlv  offered  32  (2^)  distinct  codes,  while  the  ASCII  structure 
enabled     128   (2'').  This  equipment  was  offered  on  TWX,  and  Dataphone. 

1964 — Dataspeed  V  introduced,  using  parallel  transmission,  enabled  many 
low  cost  transmitters  to  connect  to  central  location  receiver  for  data  collec- 
tion. (Like  the  Dataspeed  I,  this  was  a  standalone  unit.) 

1965_ASCII  coded  equipment  available  for  Private  Line  Selective  Calling 
Systems,  specifically  offered  at  this  time  with  the  line  discipline  known  as 
8A1/8B1. 

1966 — Full  computer  interface  available  with  the  above  systems. 

1966 — A  new-  data  entry  device  was  developed  and  introduced,  known  as  the 
"Controlmatic",  using  the  new  Model  35  teletypewriters  as  the  basic  equipment 
for  forms  entry  and  paper  tape  storage. 

1967 — Technological  improvement  enabled  the  development  of  a  paper  tape 
storage  replacement  introduced  as  the  "4210  Magnetic  Tape  Terminal".  It 
provided  storage  for  subsequent  transmission  of  up  to  150,000  characters  of 
data,  input  from  either  a  Model  33  or  35  teletypewriter.  (Subsequent^ develop- 
ment permitted  interconnection  of  this  equipment  with  the  Model  37  and  38 
units  as  w-ell.) 
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Attachment  b 


INCOTERM  PUNCHES  IN 

Our  3270  Gives  You  More  Choices. 
Their  3270  Sells  ForTVvlce  as  Much. 


INCOTERM  punches  in  with  an  intelligent  3270 
—at  less  than  half  the  purchase  cost  of  the  sys- 
tem it  emulates -and  with  a  numtjer  of  pluses 
the  original  never  got  around  to  For  example: 
THREE  SCREEN  SIZES  include  80  characters 
by  24  lines,  80  by  1 2  and  40  by  1 2 


A  NUMERIC  PAD  is  featured  in  the  typewriter 
keyboard  for  greater  ease  ot  data  entry 
FIELD  BLINK  under  attribute  control  provides 
attention  getting  capability  for  data  errors  and 
operator  instructions 

INTERCHANGEABILITY  at  data  communica- 
tion speeds  from  1200  to  9600  bits  per  second 
without  any  modification,  or  concern  for  de- 
vice configuration 

EXTENSIBILITY:  the SPD*  320  video  terminals 
are  capable  of  being  reconfigured  forfull  duplex 
SDLC  operation  to  continue  IBfVl  compatibility. 
WIDELY  DISTRIBUTED  INTELLIGENCE, 
even  in  a  large  group  of  terminals,  greatly 
increases  system  reliability  It  also  reduces 
expensive  line  time  and  permits  belter  line 
balancing. 
Isn't  It  time  you  punched  in?  Call  or  write: 


Rom)    •    N.llcli.  MmmcI 


(617)  855-6100 


INCOTERM  Sales  OHIcra: 

Allanla(404|  294  7588  ■   Boslon  (617|  65!)  6100  •   Chicago  (312)  593  2230  •  Dallas  (2  U)  634-26(X)  •    Los  Angeles  (213)  640-0328 
NewYorki    12)5415780      •      Orlando  (305)  894-2605      •       Pmsbuigh  (4 12)  921  4667  •  San  Francisco  (415)  697-3643 

Seallle  (206)  682-7597  •  Washington.  D  C  (703)  524-8610        •  Uxbndge.  U  K  31913-4.  ot  I  ondon.  U  K  01  841-85  25 


Exhibit  4. — Prepared  Statement  of  Mr.  Crosland 

Prepared  Statement  of  Edward  B.   Crosi-and  of  behalf  of  American  Tele- 
phone &  Telegraph  Co. 

My  name  is  Edward  B.  Crosland.  I  am  Senior  Vice  President  of  American 
Telephone  and  Telegrapli  Company  and  a  director  of  the  Chesapeake  and 
Potomac  Telephone  Company  of  Virginia  and  the  South  Central  Bell  Tele- 
phone Company.  I  have  been  employed  by  the  Bell  System  for  27  years  with 
responsibilities  primarily  for  legal  and  regulatory  matters  and  communications 
service  to  the  government. 
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My  associates  at  the  table  are  'Richard  R.  Hough,  Vice  President  of  AT&T 
and  President  of  the  Long  Lines  Department  of  AT&T;  Howard  J.  Trienens 
of  Chicago,  an  attorney  with  broad  experience  in  telephone  and  railroad  regu- 
lations ;  and  Dr.  William  O.  Baker,  a  noted  scientist  and  President  of  Bell 
Telephone  Laboratories.  The  four  of  us,  thanks  to  your  courtesy,  will  speak 
as  a  panel. 

Our  combined  testimony,  Mr.  Chairman,  will  respond  to  the  pervasive  and 
far-reaching  question  which  you  posed  last  year  in  opening  the  subcommittee's 
hearings  on  telecommunications — namely,  whether  competition  in  certain  seg- 
ments of  the  industry  would  benefit  the  public. 

We  assure  you,  Mr.  Chairman,  that  the  Bell  System  fully  recognizes  it  is 
not  within  our  province,  or  that  of  any  other  segment  of  industry,  to  make 
the  ultimate  decisions  as  to  what  constitutes  the  public  interest  in  these  mat- 
ters. These  questions  address  themselves  solely  to  the  wisdom  of  governmental 
authorities — regulatory,  judicial  and  legislative,  both  State  and  Federal.  None- 
theless, we  would  be  remiss  in  our  obligation  to  the  consumers  we  serve  if  we 
failed  to  express  to  the  public  and  to  government  our  deep  concern  over  the 
deleterious  results  we  are  convinced  will  follow  from  present  and  proposed 
policies  regarding  competition.  And,  accordingly,  we  are  respectfully  urging 
regulators  and  legislators  to  study  the  facts  in  depth  and  to  weigh  carefully 
the  consequences  of  their  actions  before  passing  juudgment  on  these  exceed- 
ingly complex  issues  which  affect  importantly  every  telecommunications  user 
in  the  nation. 

Manifestly,  should  appropriate  governmental  authorities  determine  that 
genuine  competition  in  the  furnishing  of  telecommunications  is  in  the  public 
interest,  the  Bell  System  stands  ready  to  operate  in  a  competitive  environment. 

Should  competition  be  decreed  to  be  the  way  of  life  in  the  future  of  com- 
munications, we  strongly  insist,  however,  that  it  be  real  competition  in  the 
economic  sense  and  not  selective,  contrived  or  "pick  and  choose"  competition. 
Otherwise  it  would  not  allow  for  price  flexibility,  would  not  weed  out  the 
inefficient  firms,  would  not  achieve  the  most  economic  utilization  of  resources, 
and  would  not  benefit  consumers  generally  in  terms  of  lower  prices  and 
better  services  which  genuine  competition  is  supposed  to  accomplish. 

The  final  decisions,  we  believe  you  will  agree,  should  not  depend  upon 
abstract  maxims  or  automatic  assumptions  but  upon  practical  results.  Com- 
petition is  not  the  end  in  itself.  The  basic  objective  is  a  telecommunications 
system  that  will  bring  the  best  service  at  the  lowest  cost  to  the  larges  num- 
ber of  consumers.  While  competition  serves  most  American  business  well — 
economists,  lawmakers,  courts  and  regulators  have  long  recognized  there  are 
exceptions — special  cases — where  competition  hurts  rather  than  helps  the 
average  consumer.  Our  testimony  will  show  how  and  why  telecommunications 
is  one  of  these  exceptions. 

We  .submit  that  a  policy  of  injecting  competition  into  telecommunications 
would  reserve  the  judgment  reached  by  Federal  and  State  authorities  many 
decades  ago.  After  very  imhappy  experiences  with  competition  in  the  early 
days  of  this  business,  government  authorities  concluded  that  the  public  inter- 
est is  best  served  when  a  single  telephone  company  is  held  responsible  for 
alt  aspects  of  service  to  all  customers  within  an  exclusively  franchised  terri- 
tory, under  close  government  regulation.  This  concept,  known  as  the  common 
carrier  principle,  has  provided  this  country  over  many  years  with  the  finest 
communications  system  in  the  world,  and  has  remained  essentially  inviolate 
until  recent  years. 

What  would  be  the  consequences  of  abandoning  this  principle  and  frag- 
menting the  communications  system  through  policies  that  encourage  selective 
competition?  New  studies  we  have  made,  and  our  recent  experience,  lead  us 
to  suggest  four  results : 

Fir.st.  the  most  important  consequence  to  the  average  con.sumer — and  one 
perhaps  least  understood  by  many — is  that  competition  will  force  a  profound 
and  revolutionary  change  in  traditional  pricing  patterns  for  telecommunica- 
tions in  this  country.  As  we  will  show  in  considerable  detail,  the  net  effect  of 
this  change  will  be  to  lower  rates  primarily  for  some  business  firms  but  in- 
crease rates  for  the  nation's  65  milion  households  with  telephone  service,  with 
particular  impact  on  low-income  families  and  those  living  oh  fixed  incomes. 

Second,  beyond  shifting  the  burden  from  one  class  of  customers  to  another, 
basically  large  business  users  to  residence  users,  the  expansion  of  competition 
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as  contemplated  by  present  policies  and  pending  proposals  would  increase  the 
total  cost  of  the  nation's  telecommunications — because  of  wasteful  duplication 
of  facilities  and  other  inefficiencies. 

Third,  the  national  telecommunications  network  is  composed  of  literally 
trillions  of  parts,  all  of  which  must  work  at  any  moment  with  great  precision 
in  complete  harmony  with  all  the  others.  The  introduction  of  facilities  and 
services  provided  by  competing  companies,  with  different  standards  of  quality 
control  and  different  arrangements  of  installation,  maintenance  and  repair, 
would  undermine  the  coordination  in  planning  and  in  operating  the  network 
that  has  been  vital  to  high  quality  service. 

And  fourth,  this  loss  of  unity  and  cohesion  could  retard  the  introduction  of 
new  technology  into  the  telecommunications  system,  and  thus  reduce  the  re- 
nowned research  and  development  contributions  of  the  Bell  Laboratories. 

Before  expanding  on  these  points,  I  would  like  to  comment  briefly  on  sev- 
eral other  matters. 

Regrettably,  considerable  confusion  has  developed  with  regard  to  our  posi- 
tion on  interconnection  with  the  Bell  System  network  of  equipment  manufac- 
tured by  other  companies.  We  are  not  opposed  to  all  interconnection.  The 
independent  telephone  companies  and  the  Bell  System  have  long  cooperated  in 
providing  joint  through  service  and  we  interconnect  with  government-owned 
facilities,  broadcast,  data  and  computer  equipment.  In  short,  we  are  opposed 
to  interconnection  where  it  ^ould  result  in  degradation  of  service  or  in  eco- 
nomic penalty  to  consumers. 

Telephone  equipment  is  being  purchased  in  increasing  amounts  from  other 
manufacturers  by  Western  Electric,  or  by  the  operating  telephone  companies. 
In  fact,  the  Bell  System  has  recently  announced  an  organizational  change, 
creating  a  new  division  at  AT&T  to  make  more  eflBcient  the  process  by  which 
equipment  from  outside  suppliers  is  evaluated  and  purchased.  The  crucial 
point  is  that  if  the  telephone  companies  are  to  be  responsible  for  good  quality 
telecommunications,  they  must  retain  responsibility  for  the  quality  of  manu- 
facture, installation,  operation  and  maintenance  or  the  method  of  inter- 
connection to  the  network. 

We  wholeheartedly  agree  with  the  concern  expressed  by  Dr.  Clay  T.  White- 
head in  his  testimony  before  you  earlier  this  month  that  the  recent  trend  of 
government  policy  regarding  competition  has  been  "turning  the  government 
into  a  cartel  manager,  apportioning  markets  aniong  the  'competitors' "  (Tr. 
1609).  As  Dr.  Whitehead  said,  this  is  "very  bad"  (Tr.  1648).  The  danger  is 
that  the  Federal  Government  is  in  the  process  of  creating  and  protecting  a 
place  in  the  market  for  new  entrants  while  preventing  fair  competition  by 
existing  common  carriers.  Under  the  guise  of  advancing  competition,  the 
government  is  placing  the  consumer  in  the  worst  of  both  worlds — he  benefits 
neither  from  a  regulated  natural  monopoly  nor  from  true  competition. 

Some  of  Dr.  Whitehead's  other  observations  appear  to  be  contradictory.  On 
the  one  hand  he  praised  the  Bell  System's  "unparalleled  accomplishments" 
under  the  traditional  concept  of  natural  monopoly  (Tr.  1610).  Yet  he  pro- 
poses a  drastic  dismantling  of  the  very  structure  that  has  been  so  successful, 
without   indicating  how  the  new   structure  would  be  improved    (Tr.   1611). 

He  favors  continued  monopoly  in  some  segments  of  the  telephone  business, 
but  not  in  others.  This  approach  fails  to  recognize  the  integrated  nature  of 
the  telecommunications  .system — the  same  facilities  that  provide  switched  tele- 
phone service  are  used  in  providing  the  other  services.  Telephone  conversations 
and  data  transmissions  and  facsimile  and  other  messages,  whether  they  orig- 
nate  from  a  home  phone  or  business  PBX.  flow  simultaneously  through  the 
same  switching  centers,  cables,  microwave  towers,  repeaters,  amplifiers,  etc. 
Thus,  a  change  in  any  one  part  of  the  system  can  have  a  major  impact  upon 
other  parts  of  the  system.  You  simply  cannot  isolate  segments  of  the  system 
or  market  segments  in  the  way  Dr.  Whitehead  seems  to  envision. 

The  problem  we  have  with  certain  of  Dr.  Whitehead's  unsupported  state- 
ments is  even  more  vividly  demonstrated  by  his  comment  that  "what  he  (the 
consumer)  does  with  the  communications  capability  he  pays  for  is  his  busi- 
ness— just  as  what  he  does  with  his  water,  his  electricity,  and  his  gas  is  his 
business"  (Tr.  1612).  Dr.  Whitehead  ignores  a  vital  distinction  between  these 
utility  services.  The  consumer  of  water,  electricity  or  gas  is  on  the  receiving 
end  onlv  of  what  the  utility  transmits.  If  his  connecting  appliances  are  in- 
appropriate or  do  not  work  well,  only  he  suffers.  But  the  telecommunications 
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customer  is  in  an  entirely  different  situation.  He  not  only  receives  tlirougli 
the  utility  system,  but  lie  also  transmits  tlirough  it.  And  if  his  equipment 
transmits  an  improper  signal  or  it  blocks  the  network  on  incoming  calls, 
customers  besides  himself  may  suffer,  and  whole  segments  of  the  intricate 
national    communications   network   can   be   harmed   or   disrupted. 

Dr.  Whitehead  seemingly  acknowledges  that  the  introduction  of  selective 
competition  will  eliminate  the  contribution  made  by  revenues  from  other 
services  to  keep  rates  low  for  residential  customers,  but  he  tries  to  minimize 
the  effect.  The  percentage  of  Bell  System  revenues  directly  subject  to  competi- 
tive markets  is  considerably  more  than  the  5  percent  figure  cited  by  Dr. 
Whitehead  (Tr.  1615).  But  the  more  important  point  is  that  changes  in  com- 
petitive markets  will  also  produce  changes  in  non-competitive  markets,  so  that 
the  total  effect  is  much  greater  than  he  recognizes. 

Similarly,  the  Federal  Communications  Commission  has  ruled  in  favor  of 
so-called  competition  without  any  hearings  or  studies  of  the  consequences  of 
its  actions  on  the  average  telephone  customer.  Not  until  last  April,  long  after 
the  landmark  decisions  on  competition,  and  following  some  urging  by  mem- 
bers of  Congress,  did  the  FCC  initiate  a  factual  inquiry  into  the  vital  question 
of  the  economic  impact  of  competition  on  consumers  (FCC  Docket  No.  20003). 
We  hope  the  Commission  will  move  forward  with  this  Docket  with  great 
dispatch. 

The  only  inquiry  by  government  officials  which  addressed  the  economic 
consequences  on  users  completed  to  date  was  recently  conducted  by  a  Com- 
mittee of  the  National  Association  of  Regulatory  and  Utility  Commissioners. 
That  committee  found  and  condemned  the  fact  that  readjustments  of  prices 
would  result  from  the  introduction  of  competition  in  telecommunications  and 
would  substantially  increase  rates  for  residential  telephone  users. 

We  recognize  that  Congress  is  ultimately  responsible  for  the  laws  governing 
the  regulation  of  telecommunications,  and  we  believe  that  Congress  will  want 
to  weigh  the  economic  consequences  that  a  change  in  the  law  or  its  admin- 
istration will  have  on  the  public  generally.  It  is  in  this  spirit  of  providing 
factual  information  needed  to  make  a  responsible  decision  in  the  public  inter- 
est that  the  Bell  System  has  spoken  out  on  this  subject  and  is  testifying  today. 

If  competition  in  telecommunications  is  found  to  be  in  the  public  interest 
and  the  laws  are  to  be  changed  to  encourage  competition,  Bell  would  compete 
fully  and  fairly,  making  price  adjustments  to  a  more  cost-oriented  basis  which 
competition  would  require.  With  its  record  of  efficiency  and  innovation,  we 
have  every  confidence  that  the  Bell  System  can  perform  successfully  in  a 
truly  competitive  situation. 

With  this  brief  review  of  our  position,  Mr.  Chairman,  I  would  like  now  to 
develop  more  fully  the  primary  principles. 

I.   THE  COMMON   CARRIER  PRINCIPLE 

At  the  turn  of  the  century  the  telephone  business  was  developing  under 
of  unbridled  competition.  Several  companies  were  scrapping  among  them- 
selves to  establish  service  in  the  same  area — one  company  in  one  part  of  town, 
another  company  in  another  part :  one  company  on  one  side  of  the  street, 
another  company  on  the  other ;  and  occasionally,  two  rivals  would  be  putting 
up  poles  and  stringing  wires  side  by  side.  One  company's  facilities  often 
could  not  be  connected  with  another's. 

Consumers  often  found  it  was  impossible  to  telephone  a  neighbor  across  the 
street  or  a  relative  across  town ;  or  to  do  so,  they  had  to  buy  service  and  have 
telephone  installed  from  two  or  three  different  companies.  In  short,  experi- 
ence at  the  local  level  soon  made  clear  that  competition  in  the  telephone 
business  brought  wasteful  duplication,  high  costs,  poor  service,  and  great 
confusion. 

State  and  local  governments  then  moved  to  create  a  more  orderly  arrange- 
ment. They  came  to  understand  that  in  order  to  obtain  the  best  service  for 
the  public  at  the  lowest  cost,  responsibility  for  service  to  all  customers  in  a 
designated  area  must  be  assigned  to  an  individual  franchised  carrier.  At  the 
same  time,  government  regulation  of  price,  profits  and  service  was  initiated 
to  substitute  for  competition  as  the  protector  of  consumer  interests.  This  basic 
concept,  the  common  carrier  principle,  has  guided  the  development  of  tele- 
communications in  this  country  ever  since.  It  spawned  the  goal  of  universal 
.service ;  a  pricing  pattern  based  primarily  on  the  value  of  service  to  users ; 
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the  concept  that  consumers  could  hold  a  single  entity  responsible  for  every 
aspect  of  service,  end-to-end ;  and  nationwide  and  statewide  averaging  of 
rates,  so  that  telecommunications  is  made  available  to  consumers  to  the  great- 
est possible  extent  on  an  equitable  basis. 

It  became  widely  accepted  that  the  early  disasters  at  the  local  level  should 
not  be  repeated  on  the  national  level.  So  the  common  carrier  principle  was 
extended  nationally  as  the  Bell  System  developed  the  long  distance  trans- 
mission facilities  needed  to  connect  its  own  local  operating  companies  and 
the  independent  telephone  companies.  Thus  there  emerged  a  closely  inte- 
grated national  network,  in  effect  a  single  system  linking  all  the  telephones 
in  the  country. 

Recognizing  the  advantages  of  a  regulated  common  carrier  over  a  splintered 
competitive  system.  Congress  as  early  as  1911  provided  for  Federal  regulation 
of  interstate  telephone  service,  by  the  Interstate  Commerce  Commission. 

The  unity  and  cohesion  achieved  under  the  common  carrier  concept  made 
possible,  as  no  other  structure  could,  the  achivement  of  broad  social  goaLs — 
goals  that  would  be  impossible  to  reach  under  the  economic  imperatives  of  a 
fragmented,  competitive  system.  And  so,  the  primary  thrust  of  government 
policy  became  the  attainment  of  universal  service.  The  objective  obviously 
has  great  social  and  economic  value  for  all  individuals,  both  business  and 
residence  users :  as  more  people  became  connected  to  the  network,  its  use 
has  become  more  valuable  to  all.  The  telephone  is  widely  available  to  sum- 
mon help  in  emergencies,  to  knit  families  and  friends  together,  to  transact 
business  quickly  and  conveniently. 

But  a  universal  service  could  be  achieved  only  through  rates  that  most 
residence  sub.scribers  and  the  small  business  consumer  could  afford.  Accord- 
ingly, with  encouragement  and,  indeed,  the  insistence  of  regulatory  agencies, 
rates  have  been  structured  to  serve  this  basic  objective.  Rates  for  the  most 
basic  service — the  local  use  of  the  residential  telephone — are  low  in  relation 
to  costs.  Rates  for  long-distance  calls,  service  to  businesses,  and  more  elabo- 
rate equipment  have  been  set  intentially  to  help  hold  down  rates  for  the  local 
use  of  the  teVphone  by  residential  customers. 

There  are  two  points  I  would  like  to  emphasize  about  the  common  carrier 
principle.  First,  this  concept  was  initiated  or  strongly  supported  by  govern- 
ment officials — state  legislatures,  state  and  Federal  regulators,  the  courts 
and  the  Congress — because  they  recognized  the  need  to  serve  the  broadest  public 
interest. 

And  second,  the  acid  test  for  the  long-standing  common  carrier  concept  must 
be  the  outstanding  achievements  obtained  for  consumers  generally. 

GOVERNMENT  SUPPORT  FOR  THESE  CONCEPTS 

In  the  early  part  of  this  century,  numerous  state  legislatures  and  courts 
affirmed  that  competition  in  the  communications  business  entailed  wasteful 
duplication,  and  that  regulated  common  carriers  better  served  the  public 
interest.  In  1921  a  Congressional  committee  supported  the  common  carrier 
concept  by  stating  that  duplication  of  telephone  facilities  "greatly  increases 
the  burdens  which  must  be  borne  by  the  telephone  users,"  and  affirming  the 
principle  that  "the  best  telephone  service  can  be  rendered  by  one  company, 
under  proper  regulation  as  to  rates  and  service."  ^ 

The  objective  of  universal  service  was  reinforced  by  the  Congress  in  the 
Communications  Act  of  1934.  The  first  sentence  of  the  Act  states  that  the 
purpo.se  is  ".  .  .  .  to  make  available,  so  far  as  possible,  to  all  people  of  the 
United  States  a  I'apid.  efficient,  nationwide  and  worldwide  wire  and  radio 
communication  service  with  adequate  facilities  at  reasonable  charges  .  .  ." 
(Emphasis  supplied). 

The  Communications  Act  precludes  new  entry  absent  a  finding  of  public 
interest,  and  encourages  mergers  and  acquisitions  by  exempting  them  from 
the  antitrust  laws  when  approved  by  the  FCC. 

In  1953  the  Supereme  Court  held : 

"The  very  fact  fna:t  Congress  has  seen  fit  to  enter  into  the  comprehensive 
regulation  of  communications  embodied  in  the  Federal  Communications  Act 
of  1934  contradicts  the  notion  that  national  policy  unqualifiedly  favors  competi- 
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tion  in  communications.  Tlie  Act  by  its  terms  proliibits  competition  by  tliose 
whose  entry  does  not  satisfy  the  public  interest's  standard."  ^ 

And  in  May  of  this  year,  the  Court  of  Appeals  for  the  District  of  Columbia, 
considering  a  case  involving  the  entry  of  a  new  carrier  to  compete  with  an 
established  carrier  along  the  same  route,  aflBrmed  the  key  point  that  com- 
petition "must  be  shown  to  be  of  benefit  to  the  public."  ^  The  court  continued : 
"Yet  it  is  all  too  embarrassingly  apparent  that  the  Commission  has  been  think- 
ing about  competition,  not  in  terms  primarily  as  to  its  benefits  to  the  public, 
but  specifically  with  the  objective  of  equalizing  competition  among  competitors. 
This  is  not  the  objective  or  role  assigned  by  law  to  the  Federal  Communica- 
tions Commission.  As  a  result  of  focusing  first  on  competitors,  next  on  com- 
petition, and  then  on  the  public  interest,  the  FCC  has  given  scant  attention  to 
the  question  of  public  convenience  and  necessity  .  .  ."  And  then  the  court 
concluded,  "The  whole  theory  of  licensing  and  regulation  by  government  agen- 
cies is  based  on  the  belief  that  competition  cannot  be  trusted  to  do  the  job 
of  regulation  in  that  particular  industry  which  competition  does  in  other 
sectors  of  the  economy." 

These  well-established  principles,  recently  reaflBrmed  by  the  courts,  show  that 
Dr.  Whitehead,  in  my  judgment,  was  just  plain  wrong  in  stating  to  this  Com- 
mittee that  court  decisions  establish  "competition  as  the  appropriate  environ- 
ment" and  in  urging  that  the  burden  should  rest  on  the  regulated  entity  when 
a  new  company  seeks  to  enter  a  market  (Tr.  1613).  In  reality,  our  national 
communications  policy  established  long  ago  by  Congress,  and  reaflarmed  by 
court  decisions,  explicitly  rejects  the  notion  that  competition  is  to  be  pursued 
as  the  ultimate  objective.  Congress  has  established  the  proposition  that  a  com- 
mon carrier,  operating  under  government  regulation,  can  provide  the  best  service 
at  the  lowest  cost  to  consumers.  As  I  have  indicated,  an  applicant  for  new  entry 
into  the  telecommunications  business  must  prove  that  the  proposal  serves  the 
public  interest,  and  properly  so  under  the  Communications  Act. 

RESULTS   ACHIEVED   UNDER   THESE   CONCEPTS 

The  ultimate  test  of  the  effectiveness  of  the  common  carrier  principle  and  the 
related  goal  of  universal  service  is  the  result  achieved.  By  any  standard  of 
comparison,  these  principles  have  served  the  public  in  the  United  States  ex- 
ceedingly well.  I  would  like  to  show  very  quickly  three  charts  which  illustrate 
the  point. 

This  chart  (chart  1)  shows  that  since  1960,  the  average  consumer's  disposable 
income  has  increased  122  percent  and  the  Consumer  Price  Index  has  increased 
50  percent.  Yet  costs  to  the  consumer  for  residential  telephone  service  have  in- 
creased only  14  percent,  or  less  than  one  third  of  price  increases  generally. 
Incidentally,  despite  the  heavy  burden  of  inflation  and  significant  interestate 
revenue  support  for  intrastate  local  costs,  interstate  toll  rates  are  now  at  about 
the  same  level  as  1960.  Thus  the  regulated  common  carrier  has  a  pricing  stabil- 
ity far  better  than  the  competitive  sectors  of  the  economy.  If  telephone  rates 
had  climbed  as  did  the  cost  of  living  generally,  consumers  would  have  paid 
about  $8.5  billion  more  in  1973. 

This  second  chart  (chart  2)  specifically  compares  the  percentage  increase  in 
telephone  rates  with  increases  in  other  consumer  items.  As  you  can  see,  telephone 
rates  under  the  present  industry  structure  have  increased  less  than  the  major 
components  of  the  Consumer  Price  Index,  and  also  less  than  other  regulated 
utilities. 

A  recent  U.S.  Department  of  Commerce  study  revealed  that  the  average  Amer- 
ican industrial  or  manufacturing  worker  needed  to  work  less  than  26  hours 
per  year  to  pay  for  his  basic  telephone  service,  the  lowest  of  the  15  industrial 
nations  studied.  In  other  nations  included  in  its  study,  the  worktime  required 
to  purchase  basic  telephone  service  ranged  from  a  low  of  30  hours  per  year 
in  Canada  to  179  hours  per  year  in  France. 

Another  indication  of  the  value  of  service  is  the  extent  of  use  by  conusmers. 
This  chart  (chart  3)  shows  that  in  1972  the  number  of  telephones  per  100 
persons  averaged  62.8  in  the  United  States,  compared  with  only  31.5  in  Japan, 
31.4  in  United  Kingdom.  26.8  in  West  Germany,  20.8  in  Italy,  and  19.9  in  France. 


2  FCC  V.  RCA  Communications.  Inc..  .346  U.S.  86.  98  (1953) 
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As  for  the  goal  of  universal  service,  the  United  States  has  an  unparalleled 
achievement  with  telephones  in  about  84  percent  of  all  households. 

I  suggest  that  these  data  speak  eloquently  as  to  the  availability,  economy, 
efficiency  and  convenience  of  communications  service  in  our  nation. 

Examining  the  quality  of  service,  we  find  the  Bell  System  customers  in  the 
United  States  obtain  a  dial  tone  within  three  seconds  of  lifting  the  receiver, 
more  than  99-V^  percent  of  the  time.  Customers  who  ask  for  installation  of  a 
new  telephone  obtain  phone  service  on  a  prompt  schedule  more  than  95  percent 
of  the  time.  Yet  anyone  familiar  with  telephone  service  in  most  countries  abroad 
knows  of  the  long  delays  in  completing  calls,  the  misdirected  calls,  and  the 
waiting  time  of  many  months  or  even  years  to  obtain  new  telephone  service. 
And  the  price  for  installing  a  new  phone  abroad  often  is  astronomical  by  our 
standards. 

Much  of  this  record,  of  course,  rests  upon  the  performance  of  Bell  Telephone 
Laboratories  and  Western  Electric  in  continually  creating  new  technology  to 
expand  and  improve  an  incredibly  complex  communications  network.  Dr.  Baker 
will  discuss  the  innovations  of  Bell  Labs,  which  is  recognized  as  one  of  the 
world's  prominent  and  most  productive  aggregation  of  scientists  and  engineers. 

In  short,  consumers  in  the  United  States  pay  less  for  telephone  service  than 
consumers  elsewhere,  yet  the  service  is  more  available  and  is  superior. 

I  have  reviewed  the  principles  underlying  the  Amrican  telecommunications 
policy,  Mr.  Chairman,  because  I  believe  these  are  fundamental  to  your  inquiry. 
We  recognize  that  the  Congress  and  the  regulatory  agencies  have  a  continuing 
responsibility,  as  do  we,  to  seek  better  structures.  We  recognize  that  no  one  is 
proposing  the  old  system  of  two  or  three  telephone  companies  in  every  town. 
Nevertheless,  expansion  of  competition  in  terminal  equipment  and  intercity 
markets  inevitably  involves  some  of  the  same  problems — divided  responsibility, 
a  loss  in  coordination  and  cohesion,  wasteful  duplication  of  facilities,  a  restruc- 
turing of  rates  along  more  cost  related  lines  and  deviation  from  nationwide  and 
statewide  averaging — all  of  which  most  certainly  will  adversely  impact  many 
basic  exchange  users  and  may  work  against  the  very  goals  that  have  been 
established  and  endorsed  by  Congress  and  most  regulatory  agencies.  Surely  all 
of  us  must  take  care  not  to  undermine  the  fundamental  concepts  responsible  for 
the  unparalleled  progress  of  telemmunications  in  this  country. 

II.   THE  IMPACT  OF  COMPETITION  IN  TERMINAL  EQUIPMENT  AND  PRIVATE  LINES 
UPON    CONSUMERS    GENERALLY 

New  policies  seeking  to  inject  selective  competition  in  terminal  equipment 
and  intercity  markets  will  affect  not  only  those  segments  but  the  telecommuni- 
cations .system  as  a  whole.  As  I  have  indicated,  the  most  far-reaching  of  these 
effects  is  that  competition,  of  necessity,  will  end  the  traditional  pricing  pattern 
that  has  fostered  universal  service  by  providing  favorably  low  rates  for  the 
residential  consumer. 

Ultimately  a  competitive  system  will  not  permit  revenues  from  one  service 
to  contribute  to  another.  The  new  competitors  have  chosen  to  operate  only  in 
selected,  more  profitable  segments  of  the  business.  They  will  base  their 
charges  upon  favorable  costs  inherent  in  the  selected  market  segments.  In 
order  to  preserve  as  much  contribution  as  possible,  existing  carriers  must 
adjust  their  own  rates  to  meet  this  new  pattern  or  the  new  competitors  will 
capture  most  of  the  contributions  which  help  to  keep  exchange  service  rates 
lower  than  they  would  otherwise  be.  And  so  competition  inevitably  will  lead 
to  a  pricing  pattern  based  more  closely  upon  the  relevant  cost  of  each  particular 
service.  Such  a  system  obviously  will  limit  the  use  of  overall  pricing  structures 
to  achieve  broader  social  goals.  Simply  stated,  the  small  residence  user  will 
pay  more  :  some  big  business  users  will  pay  less. 

The  magnitude  of  the  contribution  now  made  by  other  services  to  hold  down 
the  cost  of  local  residential  telephone  service  is  illustrated  in  this  chart, 
(chart  4)  The  bar  on  the  left  shows  that  the  average  residential  customer 
pays  $7.85  monthly  to  obtain  basic  local  exchange  telephone  service.  The  bar 
on  the  right  shows  the  average  cost  incurred  for  this  same  basic  service — a 
total  of  $13.70  monthly  for  the  cost  of  the  telephone  set,  the  access  line  to  the 
switching  center  or  local  exchange,  and  the  cost  of  operation. 

This  brings  to  light  a  rather  dramatic  fact.  The  average  residential  customer 
is   paying   substantially   less   than   the   costs   associated   with   his   basic   local 
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service.  To  put  it  another  way,  if  basic  local  service  were  to  be  priced  accord- 
ing to  costs,  and  all  contribution  from  the  more  profitable  services  were  to  be 
eliminated,  then  the  monthly  bill  for  basic  local  service  for  millions  of  residen- 
tial customers  could  be  increased  by  about  75  percent,  or  several  billion  dollars 
every  year. 

I  am  not  predicting  this  will  happen  immediately  or  in  precisely  this  dimen- 
sion. But  our  analysis  indicates  that  the  ultimate  impact  of  changes  in  pricing 
patterns,  brought  about  by  competition,  could  be  substantial  indeed.  I  submit 
for  the  record,  Mr.  Chairman,  an  appendix  to  my  statement  in  which  Mr. 
M.  G.  Killoch,  Assistant  Vice  President,  Service  Costs  Division  of  AT&T,  ex- 
plains in  detail  the  conclusions  and  the  methodology  of  this  study. 

I  also  submit  for  the  record  a  report  from  Arthur  Anderson  and  Company 
made  on  July  26,  1974,  following  a  review  of  the  study  by  Mr.  Killoch,  and  I 
would  like  to  quote  for  the  record  from  the  statement  in  which  Mr.  Richard 
Walker,  a  senior  partner  of  Arthur  Anderson  and  Company  in  charge  of  their 
utility  and  common  carrier  work  states :  "Based  on  the  work  which  I  have 
done  and  which  has  been  done  under  my  supervision  and  direction,  and  on 
the  definition  of  service  and  costing  methods  set  forth  in  the  statement  of  Mr. 
Killoch,  this  is  a  reasonable  application  of  this  particular  costing  methodology 
and  provides  a  basis  for  the  substantive  conclusion  that  one-party  resident 
exchange  service  costs  materially  exceed  revenues  on  each  of  the  two  base.s 
indicated.  Further,  our  tests  indicate  that  the  substantive  conclusion  is  sen- 
sitive to  the  use  of  alternative  assumptions  as  to  cost  component  and  cost 
allocation  factors." 

That  competition  will  force  an  increase  in  rates  for  residential  customers 
is  the  conclusion  of  a  Committee  of  the  National  Association  of  Regulatory 
and  Utility  Commissioners,  state  ofl5cials  who  are  directly  responsible  for 
regulating  residential  rates.  The  NARUC  committee  concluded  after  studying 
the  question  that  competition  in  certain  terminal  equipment  markets  and  the 
interstate  private  lines  business  would  bring  "a  substantial  adverse  economic 
impact  on  local  exchange  telephone  subscribers." 

This  chart  (chart  5)  portrays  who  would  be  hurt  the  most  among  different 
residential  customers.  Obviously,  low-income  customers  tend  to  restrict  them- 
selves more  to  basic  local  telephone  service.  High-income  customers  can  afford 
more  long-distance  calls  and  various  extras  such  as  multiple  sets  in  the  home 
and  more  elaborate  equipment,  labeled  "vertical  services"  on  the  chart.  As 
competition  compels  rate  adjustments  to  reflect  costs  for  each  service,  this 
reduces  the  contribution  that  other  services  can  make  to  basic  service.  Rates 
for  the  extras  enjoyed  by  the  more  affliient  will  tend  to  be  reduced  and  rates 
for  basic  service  must  be  increased.  Thus  a  penalty  will  be  imposed  primarily 
on  the  low-income  customer,  the  elderly,  and  others  on  fixed  incomes.  If  the 
increased  price  for  basic  service  should  place  it  beyond  the  reach  of  many 
lower-income  consumers,  the  trend  would  be  most  unfortunate,  and  would 
appear  to  violate  the  spirit  of  the  Communications  Act  with  its  mandate 
to  make  service  available  to  "all." 

The  significance  of  shifting  a  substantial  rate  burden  from  business  firms 
to  residential  customers  generally  is  greater  than  most  of  us  would  at  first 
appreciate.  A  1972  survey  indicated  that  20  percent  of  the  households  with 
telephone  service  had  incomes  of  less  than  $5,000  per  year.  And  the  average 
income   was  between   $7,500  and   $10,000. 

In  the  group  under  $5,000,  about  half  of  our  customers  were  over  64  years 
of  age.  Thus,  the  survey  illustrates  dramatically  that  many  customers  with 
low  incomes,  especially  those  on  fixed  incomes,  could  be  seriously  hurt  by 
increases  in  basic  telephone  rates  caused  by  the  loss  of  contribution  from  other 
telecommunications  services. 

TERMINAL   EQUIPMENT 

Now  let  me  explain  how  competition  in  the  terminal  equipment  field  impacts 
the  residential  customer.  If  you  were  in  the  communications  equipment  busi- 
ness, as  an  unregulated  supplier,  and  you  were  seeking  an  opening  to  compete 
with  the  telephone  companies,  wouldn't  you  pursue  business  where  the  tele- 
phone companies'  rates  are  higher  in  relation  to  relevant  costs?  It  is  easier 
for  unregulated  manufacturers  of  terminal  equipment,  who  have  no  obligation 
to  file  tariffs  or  otherwise  give  notice  of  price  changes,  to  underprice  the  tele- 
phone company  and  still  make  sizable  profits.  This  is  precisely  the  pattern  that 
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has  been  developing  iu  the  past  several  years.  Competitors  are  vigorously  seek- 
ing   to   take   business   away   from   telephone   companies   in   carefully   selected 

fields.  ,  ,     . 

Although  competition  has  been  introduced  in  these  markets  only  in  recent 
years,  experience  already  shows  that  the  dangers  we  foresee  are  very  real. 
For  example,  we  estimate  that  we  have  lost  to  unregulated  competitors  more 
than  2U,0U0  PBX  and  key  telephone  systems  in  the  Bell  System  territory.  A 
study  by  the  Stanford  Research  Institute  points  dramatically  to  where  present 
trends  could  take  us.  The  Institute  finds  that  the  number  of  telephones  served 
by  PBX's  supplied  by  other  companies  will  have  increased  five  times  in  only 
three  years,  from  1971  through  1974.  And  from  1971  through  1985,  the  Institute 
estimates,  the  number  of  telephones  served  by  other  PBX's  could  increase  from 
less  than  200,000  to  about  8  million.  A  report  by  Arthur  D.  Little,  Inc.  notes 
that  sales  of  terminal  equipment  by  other  companies  could  reach  the  billion 
dollar  range  by  1980. 

If  the  telephone  companies  do  not  respond  to  this  competition,  or  if  they 
are  not  permitted  by  regulators  to  compete  on  equal  terms,  the  bulk  of  the 
market  for  business  terminal  equipment  would  be  taken  over  by  the  new  en- 
trants. On  the  other  hand,  if  the  telephone  companies  do  respond  to  compe- 
tition in  this  market  they  must  adjust  rates  for  these  devices.  The  important 
point  is  that  in  either  case,  rates  for  elaborate  equipment  for  business  firms 
will  be  reduced— and  where  contribution  from  these  services  have  helped  to 
hold  down  rates  for  residence  services,  it  will  be  lost. 

Thus  competition  in  terminal  equipment  could  mean  that  consumers  who 
have  no  need  for  business  terminal  equipment,  will  pay  more  for  their  basic 
telephone  service.  The  extent  of  the  problem  is  indicated  by  our  estimate  that 
if  other  companies  eventually  take  over  50  percent  of  the  market  for  terminal 
devices,  consumers  would  have  to  pay  about  $1  billion  a  year  for  their  basic 
telephone  service.  And  as  already  indicated,  this  burden  would  fall  particularly 
on  low-income  consumers. 

INTERCITY    PRIVATE   LINES 

In  the  intercity  private  line  business,  similar  economic  factors  will  be  at 
work.  The  private  line  business  as  a  whole  makes  a  contribution  to  hold  rates 
down  for  basic  local  residential  service.  To  the  extent  that  competitors  take 
over  the  business,  or  competition  forces  down  Bell's  own  rates  in  this  field,  the 
contribution  is  lost. 

But  there  are  additional  factors  that  deserve  your  serious  consideration. 

For  one  thing.  Congress  recognized  over  50  years  ago  that  the  cost  of 
duplicated  telephone  facilities  would  ultimately  be  borne  by  the  telephone 
users.  And,  Congress  over  the  years  has  undertaken  to  prevent  this  waste  by 
providing  regulation  of  entry,  extension  of  facilities,  rates  and  service. 

The  facilities  in  service  and  proposed  by  the  specialized,  miscellaneous 
and  domestic  satellite  carriers  are  estimated  to  cost  about  $1  billion  to  con- 
struct. These  facilities  will  not  be  used  to  provide  services  for  remote 
areas  now  unserved  or  for  new  or  different  services.  But  they  will  have  capac- 
ity sufficient  to  cream.skim  all  of  the  private  line  services  between  the  major 
cities  they  serve  and  to  divert  existing  long  distance  and  "WATS  traffic  as 
well.  The  promise  of  developing  new  and  specialized  services  as  alleged  during 
hearings  before  the  FCC  is  no  longer  maintained;  and  to  our  knowledge  has 
not  been  fulfilled.  The  duplication  of  facilities  is  the  very  consequence  Con- 
gress had  hoped  to  eliminate  when  it  elected  to  establish  the  common  earner 
principle. 

Moreover,  competition  by  other  carriers  in  the  private  line  business  means 
the  loss  of  declining  unit  costs  due  to  the  introduction  of  new  technology. 
This  chart  (chart  6)  demonstrates  how  the  cost  per  unit  of  service  varies 
enormouslv  depending  upon  tne  volume  of  business.  For  example,  a  cable  with 
a  capacity"  to  carry  1,800  telephone  calls  costs  about  $17.22  per  circuit  per  mile ; 
but  a  cable  with  a  capacity  for  132.000  telephone  call  costs  only  $1.68  per 
circuit  per  mile,  a  reduction  of  more  than  90  percent.  Obviously,  diversion  of 
private  line  business  among  the  duplicating  routes  of  multiple  carriers  will 
postpone  or  preclude  the  savings  that  could  be  obtained  from  high-volume, 
low-cost  new  transmission  technology.  This  is  another  cost  that  must  be  borne 
by  the  public. 

This  factor  will  be  even  more  important  in  the  future  than  now,  as  new 
technology    becomes   available.    Bell   Laboratories   is   far   along   in   developing 
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the  millimeter  waveguide,  a  precision  engineered  two-inch  "tube"  capable  of 
carrying  230,000  telephone  conversations  simultaneously,  with  a  potential 
about  double  that  number.  The  splintering  of  private  line  business  among 
various  carriers  and  the  diversion  of  long  distance  calls  necessarily  may  delay 
the  introduction  of  advanced  technology  that  would  bring  great  savings  for  all 
the  public. 

Most  important  of  all  is  the  fact  that  competition  in  the  intercity  markets 
as  in  terminal  equipment  will  again  undermine  a  traditional  pattern  of  pric- 
ing. Obviously,  the  cost  per  unit  of  service  varies  significantly  over  different 
routes,  depending  on  the  volume  of  business  and  the  types  and  capacity  of  the 
facilities  used  to  serve  various  points.  For  example,  private  line  service  be- 
tween Sault  Ste  Marie,  Michigan  and  Rhinelander,  Wisconsin  is  served  over 
facilities  whose  cost  on  the  average  is  about  twice  that  of  different  types  of 
facilities  that  provide  the  same  service  for  a  similar  distance  between  De- 
troit, Michigan  and  Milwaukee,  Wisconsin.  Despite  these  variations  in  cost, 
the  practice  in  the  past — approved  and  urged  by  regulatory  bodies — has  been 
to  average  cost  in  order  to  provide  uniform  rates  on  a  nationwide  or  state- 
wide basis.  Therefore,  under  nationwide  averaged  uniform  rates,  users  with 
service  from  Sault  Ste  Marie  to  Rhinelander  and  from  Detroit  to  Milwaukee 
have  paid  the  same  private  line  charges.  But  with  competition  forced  the 
Rhinelander  users  have  to  pay  substantially  more  while  the  Detroit  to  Mil- 
waukee users  pay  substantially  less  for  the  same  service. 

This  averaging  of  costs  to  produce  uniform  rates  has  traditionally  been 
aflSrmed  to  have  valuable  economic  and  social  benefits.  It  has  enabled  all 
customers — no  matter  where  they  are  located — to  share  in  the  benefits  of 
advances  in  technology.  It  assured  that  customers  in  smaller  towns  paid  no 
more  for  interstate  service  than  users  in  the  big  cities. 

What  are  the  broad  implications  of  intercity  competition?  As  rates  are 
lowered  for  consumers  in  the  more  densely  populated  ienters,  this  loss  in 
revenue  must  be  made  up  by  increasing  rates  for  consumers  in  large  areas 
of  the  country  which  are  less  developed.  Also,  more  and  more  business  custo- 
mers will  switch  from  regular  long-distance  calls  to  take  advantage  of  the 
lower  rates  for  private  line  service  on  the  high-volume  routes.  So  there  will  be 
a  loss  of  revenue  not  only  fi^m  private  lines,  but  also  from  regular  long- 
distance service.  And  most  of  this  revenue  must  be  made  up,  of  course  by 
other  consumers. 

We  estimate  that  if  present  trends  continue,  by  1976  the  Bell  System  will 
sustain  a  loss  of  about  $350  million  annually  in  interstate  revenue  as  a  result 
of  the  expansion  of  the  new  intercity  competitors.  And  about  $190  million  of 
this  loss  will  be  interstate  contribution  that  would  have  to  be  made  up  by 
higher  charges  for  other  services.  But  this  would  be  only  the  beginning.  The 
Arthur  D.  Little  report,  I  mentioned  earlier,  projects  that  the  speeialfzed 
common  carrier  business  will  exceed  $1  billion  by  1980. 

In  addition,  interstate  long  distance  revenue  helps  cover  local  service  costs. 
The  average  interstate  long-distance  call  produces  about  $2.00  in  revenue. 
Of  this  amount,  about  50  cents  goes  to  help  pay  the  costs  of  facilities  used  to 
provide  local  exchange  service.  Thus,  every  interstate  call  that  is  diverted 
to  the  intercity  competitors  increases  revenue  requirements  for  basic  local 
service  by  about  50  cents. 

III.  BELL  AS  A  COMPETITOR 

Mr.  Chairman,  our  concern  as  I  have  indicated,  is  that  the  kind  of  compe- 
tition now  being  thrust  upon  the  communications  industry  is  not  true  com- 
petition at  all,  but  contrived  and  selective. 

Let  me  cite  briefly  the  roadblocks  to  AT&T  in  seeking  to  compete. 

The  Bell  Companies  would  be  able  to  compete  effectively  and  profitably 
because  Bell  System  costs  over  the  high  density  routes  are  significantly  lower 
than  the  rates  charged  by  competing  carriers.  But  our  efforts  to  introduce 
competitive  private  line  rates  on  high  density  routes  have  encountered  a  series 
of  delays  by  the  FCC.  despite  the  Commission's  commitment  that  existing 
carriers  would  be  permitted,  indeed,  encouraged  to  compete  "fairly  and  fuUy" 
with  new  carriers.  It  required  18  months  from  the  time  they  were  proposed, 
to  make  these  rates  effective.  Yet  within  days  thereafter  our  competitors  were 
permitted  to  place  into  effect  still  lower  rates  on  one  day's  notice. 
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Our  proposal  for  adjustments  in  video  rates  to  compete  with  new  carriers 
and  our  requests  for  autliorization  to  provide  Dataphone*  Digital  Service, 
using  new  technology  of  great  benefit  to  consumers,  have  encountered  similar 
administrative  delays. 

True  competition  has  also  been  prevented  by  the  FCC's  restrictions  on  our 
use  of  domestic  satellites  to  provide  private  line  services  to  customers  other 
than  the  Federal  Government,  while  no  such  restrictions  were  imposed  on 
competitors. 

The  Bell  System  is  disadvantaged  in  competing  in  the  terminal  equipment 
market.  We  are  closely  regulated;  our  rates  are  fixed  by  published  tariffs 
and  can  be  changed  only  by  administrative  procedures  which  frequently  entail 
long  delays.  Our  competitors  in  this  field  are  unregulated,  free  to  adjust 
their  prices  at  any  time  for  competitive  advantage. 

Moreover,  we  are  caught  in  the  middle  of  an  extraordinary  jurisdictional 
dispute.  The  FCC  has  declared  that  there  shall  be  competition  for  terminal 
equipment  connected  to  telephone  company  facilities  and  has  claimed  exclu- 
sive jurisdiction  to  determine  the  terms  and  conditions  of  interconnection. 
At  the  same  time,  the  state  regulatory  commissions  have  jurisdiction  to  de- 
termine the  rates  structure  for  local  service  and  asert  that  they  have  juris- 
diction over  terminal  apparatus  connection  with  the  network.  Thus,  we  have  a 
situation  where  the  Federal  agency  which  seeks  to  preempt  jurisdiction  over 
competition  in  terminal  equipment  lacks  responsibility  for  local  rates  which 
are  threatened  by  the  introduction  of  that  competition. 

These  conditions  and  restrictions  preclude  fair  and  genuine  competition. 

IV.    SUMMARY 

We  believe  we  have  shown  that  the  national  telecommunications  system 
provides  the  best  service  at  the  lowest  cost  when  it  is  planned,  built,  and  op- 
erated as  a  single  system,  highly  coordinated,  under  close  state  and  Federal 
regulations.  Under  this  approach,  consumers  avoid  the  cost  of  unnecessary 
duplication  of  facilities;  they  enjoy  economies  of  scale;  they  benefit  from 
careful  coordination  and  balancing  of  all  the  integrated  aspects  needed  to 
originate,  switch,  transmit,  and  receive  all  forms  of  telecommunications. 

Most  important,  this  unified  system  permits  the  deliberate  structuring  of 
rates  under  government  regulation  and  policy  to  favor  residential  consumers, 
giving  virtually  every  household  the  ability  ta  obtain  telephone  service.  This 
is  a  result  which  could  not  have  been  achieved  in  a  competitive  environment 
where  prices  are  necessarily  more  cost   related. 

Nevertheless,  there  are  strong  and  growing  pressures  to  undermine  these 
basic  principles,  the  very  concepts  that  have  been  responsible  for  unmatched, 
dependable  and  reliable  service  to  the  nation. 

This  is  why  we  are  urging  this  Subcommittee,  the  Congress  generally,  the 
regulatorv  agencies  and  the  public  to  consider  closely  the  economic  and  social 
results  of  undermining  the  cohesion  of  the  national  telecommunications  sys- 
tem. Undoubtedly,  some  business  customers  would  gain  lower  rates  from  the 
continued  expansion'  of  competition  in  terminal  equipment  and  the  intercity 
market.  And  other  business  firms  would  benefit  from  selling  this  equipment 
or  service.  But  the  responsibility  of  government  is  to  judge  the  issue  not 
according  to  benefits  to  the  companies  involved,  either  the  Bell  System  or 
its  competitors,  but  upon  results  for  the  public  as  a  whole. 

In  sum.  Mr.  Chairman,  we  believe  competition  in  telecommunications 
would  not  serve  the  best  interest  of  the  vast  majority  of  consumers  and  would 
not  further  the  national  communications  goals. 

However,  if  the  policy  of  the  Communications  Act  is  to  be  changed  to 
encourage  competition,  certainly  that  competffion  should  be  open  and  fair  to 
all.  The  government  should  not  allocate  markets  to  some  competitors  and  deny 
them  to  others:  the  government  should  not  shield  new  competitors  from  the 
forces  of  a  free  market:  the  government  should  not  become  a  "giant  handi- 
capper."  This,  we  submit,  would  also  be  contrary  to  the  public  interest. 

Again,  Mr.  Chairman,  the  traditional  telecommunications  structure,  under 
regulation,  we  believe  has  served  this  nation  well,  and  we  respectfully  urge  the 
Congress  to  weigh  carefully  the  consequences  of  mandating  any  change. 


«  Registered  mark  of  American  Telephone  &  Telepraph  Company. 
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Chart   1 


Cost  of  Bell  Telephone  service  vs.  Income  per 
capita  and  consumer  prices . . . 
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Telephone  rates  have  not  contributed  significantly 
to  inflation... 
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Chart  3 


Total  telephones  in  service  (per  100  pop.) 
1-1-73  major  industrialized  nations . . . 
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Chart   4 


Revenues  from  basic  residence 
service  versus  cost . . . 
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Chart   5 

Low  income  customers  would  be  hurt 
most  by  selective  competition  .  .  . 
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High  capacity  technology 
produces  low  unit  costs  . 
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Appendix 

A.T.  &  T.  Co.  Study  of  the 
Revenues  and  Costs  of  Residence  Telephone  Sebvicb 

(M.  G.  Killoch,  July  26,  1974) 

SUMMABT   OF    STUDY 

The  purpose  of  this  study  is  to  develop  the  "costs  of  service"  for  one  party 
residence  exchange  telephone  service  and  relate  such  costs  to  the  revenues 
of  this  service. 

The  costs  of  service  are  developed  by  both  embedded  direct  and  fully  allo- 
cated-relative  use  methods.  The  former  method  is  advocated  by  the  Bell  System. 
The  latter  method  is  advocated  by  F.C.C.  Staff  witness,  Dr.  Melody. 

The  results  derived  by  using  either  method  indicate  that,  for  this  service, 
the  direct  revenue  support  covers  less  than  60%  of  the  costs.  Stated  differently, 
revenues  would  have  to  be  increased  about  !'>%  to  equal  costs.  Therefore,  single 
party  residence  exchange  service  clearly  requires  support  from  other  services, 
such  as  toll,  premium  services,  etc.,  to  assist  in  covering  joint  and  common 
costs.  There  are  no  net  revenues  available  from  this  service,  standing  alone, 
to  subsidize  any  other  service  or  to  support  common  corporate  overheads. 

For  the  Bell  System,  the  revenue  underrun  of  costs  represents  about  $5.85 
per  month  applicable  to  about  45  million  one-party  residence  main  telephones. 
This  amounts  to  about  a  $3  billion  annual  net  revenue  support  from  other 
intrastate  services  and  from  interstate  separations  flows.  As  a  broad  estimate 
of  the  total  Bell  plus  Independent  industry  effect,  if  the  underrun  per  month 
is  applied  to  the  65  million  households  in  the  United  States  with  telephone 
service,  the  result  is  $4^^  billion  annually. 

The  evidence  of  either  cost  method  is  that  the  regulatory  goal  of  pricing 
home  service  low  relative  to  its  costs  to  promote  universal  service  is  verified. 

GENERAL  DESCRIPTION,  DETAILED  METHODS  AND  RESULTS  OF  THE 
STUDY  OF  REVENUES  AND  COSTS  FOR  RESIDENCE  TELEPHONE  SERVICEI 

General 

The  Telephone  common  carrier  industry  and  state  regulatory  agencies  have 
pursued  the  objective  of  universal  telephone  service  by  setting  residential 
telephone  rates  low  in  relation  to  costs.  There  have  been  allegations  that 
residence  service  is  "subsidizing"  business  service.  The  opposite  is  true. 

The  Bell  System  has  conducted  a  study  of  the  relationship  between  revenues 
and  the  estimated  costs  of  single  party  residence  exchange  telephone  service. 
The  costs  are  of  two  varieties :  1.  Embedded  direct  costs,  and  2.  Fully  allocated 
costs,  based  on  relative  use. 

Embedded  direct  costs  are  those  historical  costs  directly  attributable  to  a 
specific  service.  In  this  study,  these  are  the  direct  costs  of  single  party  resi- 
dence service  assuming  that  the  telephone  facilities  were  used  only  for  ex- 
change service.  They  exclude  common  corporate  overheads. 

Fully  allocated-relative  use  costs  are  historical  costs  allocated  on  the  basis 
of  the  use  of  joint  facilities  for  a  specific  service  as  a  proportion  of  the  use 
of  these  facilities  for  all  uses.  These  costs  include  common  corporate  over- 
heads, assigned  on  the  basis  of  the  relative  investment  of  residence  service  to 
total  investment. 

Various  kinds  of  cost  methods  have  been  advocated  by  different  parties  for 
different  uses.'  The  Bell  System  advocates  the  embedded  direct  cost  method 
as  an  appropriate  retrospective  cost  measure. 

Fully  allocated-relative  use  costs,  as  the  basis  of  pricing  services,  have  been 
advocated  by  FCC  Staff  witness,  Dr.  Melody. 

The  need  for  an  accountability  test  on  a  retrospective  basis  was  recognized 
in  Docket  18128.  While  costs  developed  on  a  retrospective  basis  do  not  serve 


'For  ix  discussion  of  cost  methods  see.  for  example.  Hearings  before  the  Subcommittee 
on  Antitrust  and  Monopoly  of  the  Committee  on  the  Judiciary.  United  States  »en.nte^ 
93rd  Cons..  First  Sess.  on  S.  1167,  Part  2.  The  Communications  Industry,  Pape  1600 
et  seq..  Full  Costing  Competition  and  Regulatory  Practice,  W.  J.  Baumol,  A.  G.  Walton, 
pp.  1600  to  1616. 
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to  determine  incremental  revenue  and  cost  effects  on  the  firm  in  the  future  due 
to  current  pricing  decisions,  they  serve  to  measure  the  present  state  of  cost 
revenue  relationships.  The  embedded  direct  cost  analysis  provides  a  sound 
method  for  an  accountability  test.  This  test  indicates  the  results  of  past 
decisions.  These  decisions  concerned  separations  assignments  and  revenue 
contributions  from  other  services  such  as  toll  and  premium  services  to  help 
support  joint  cost  and  common  corporate  overheads.  This  analysis  also  illus- 
trates that,  without  these  supports,  rates  for  basic  residence  one  party  service 
would  be  higher  than  they  would  otherwise  be. 

Single  Party  Residence  Exchange  Service 

The  supply  of  switched  telephone  service  is  marked  by  joint  and  common 
overhead  costs.  The  basic  access  line  involves  a  joint  cost  because  it  jointly 
provides  for  three  services,  namely  exchange,  state  toll  and  interstate  toll 
services.  The  access  line  is  required  even  if  only  one  service  is  used.  Thus, 
in  the  event  of  a  customer  using  only  exchange  service,  the  entire  access 
line  cost  represents  a  direct  cost  of  that  service. 

The  basic  access  line  is  defined  to  include  : 

1.  A  rotary  dial,  non-premium  charge  telephone  set 

2.  Inside  wiring  in  the  home 

3.  Connection  from  the  home  to  the  cable  plant   (called  the  "drop") 

4.  The  cable  plant  (called  the  "loop") 

5.  Central  oflSce  non-traffic  sensitive  terminations  and  equipment 
When  calls  are  placed  by  customers,  additional  central  oflBce  and  trunking 

facilities  are  brought  into  use.  These  are  termed  the  usage  sensitive  costs.  When 
this  use  is  for  calls  placed  and  terminated  wholly  within  the  exchange,  the 
costs  thereof  are  termed  exchange  use  costs. 

The  embedded  direct  costs  include  100%  of  the  access  line  and  100%  of  the 
exchange  use  costs  but  none  of  the  common  corporate  overheads. 

The  fully  allocated  costs  include  only  a  use-allocated  portion  of  the  access 
line  (about  88%  on  average),  plus  100%  of  the  exchange  use  costs  and  an 
allocated  portion  of  the  common  corporate  overheads  based  on  relative  in- 
vestment. 

Monthly  costs  consist  of  two  components,  the  monthly  capital  related  costs 
which  include  depreciation,  return  and  income  taxes  based  on  a  9^/^%  cost 
of  capital  and  monthly  direct  operating  expenses  such  as  maintenance,  other 
operating  expenses  and  property  taxes.  The  common  corporate  overheads  in- 
cludes broad  management  function  expenses  which  are  not  directly  attrib- 
utable to  .specific  services  but  rather  are  related  to  the  entire  firm.  (Executive, 
Law,  Treasury,  General  Accounting  and  General  Department  expenses  are  in 
overhead  costs). 

Results 

The  results  of  a  Bell  System  analysis  (Sept.  1973  level)  of  the  comparison 
of  revenues  and  estimated  costs  per  month  for  a  single  party  residence  tele- 
phone are : 


Embedded  direct 


Fully    allocated 
relative  use 


Costs/month: 

Exchangeuse. 

Access  line — 100  percent 

Access  line— 88  percent... 

Overheads 

Total 

Revenues/month: 

Recurring 

Nonrecurring 

Total 

Costs  less  revenues/month 5. 85 

Percent  increase  in  revs,  required  for  revenues  to  equal  costs 75 


$3.90 
9.80 

$3.90 

8.65 

1.05 

13.70 

13.60 

7.45 
.40 

7.45 
.40 

7.85 

7.85 

5.75 
73 


4430 

The  results  conclusively  indicate  that  revenues  from  single  party  residence 
exchange  service,  standing  alone  without  support  from  other  services,  such 
as  toll,  premium  services,  etc.,  do  not  cover  the  costs  of  this  service.  Obviously 
then  there  are  no  contributions  above  costs  available  to  support  other  services 
and  the  allegations  that  residence  service  subsidizes  business  service  are  un- 
true. 

It  can  be  seen  that  the  revenues  of  $7.85  less  the  exchange  use  costs  of 
$3.90  leaves  only  $3.95  for  support  of  the  access  line  costs  of  $9.80.  Thus,  while 
single  party  residence  exchange  use  represents  the  bulk  of  the  total  use  of  the 
access  line,  it  supports  only  40%  of  the  costs. 

In  view  of  the  long  history  of  the  application  of  the  value  of  service  pricing 
and  statewide  averaging  principle  by  the  telephone  industry  and  state  regula- 
tors, with  the  view  of  developing  universal  home  telephone  service,  the  results 
are  as  expected.  It  is  likewise  clear,  that  if  the  sub-markets  of  toll,  private 
line  and  premium  services  and  products  are  subject  to  intense  competition, 
the  revenue  contributions  now  received  for  support  of  the  joint  access  line 
costs  of  home  telephone  service  will  be  eroded.  In  such  an  event,  local  ex- 
change rates  will  have  to  be  increased  and  the  effects  would  be  felt  particularly 
by  the  low  income  consumer  of  home  telephone  service. 

Cost  Methodology 

About  900  elements  of  study  data  are  required  for  each  geographic  area 
studied.  These  are  obtained  from  Division  of  Revenue  Data  sources,  corporate 
reports  and  special  studies. 

While  total  customer  use  is  measured  for  engineering  purposes,  this  use  is 
not  disaggregated  among  residence,  business  and  coin  services.  A  special  study 
was  required  to  develop  single  party  residence  use  at  the  same  time  as  measur- 
ing the  total  use  for  all  services.  TraflSc  measurements  were  made  in  many 
locations  in  the  Bell  System  and  then  aggregated  together.  While  the  single 
party  residence  service  represented  approximately  69%  of  the  total  number 
of  main  telephone  services,  its  use  per  main  telephone  in  the  busy  hour  was 
less  than  the  average.  Accordingly,  it  was  determined  that  the  single  party 
residence  service  was  responsible  for  approximately  53%  of  the  total  costs 
which  are  a  function  of  the  busy  hour.  This  busy  hour  use  dictates  the  amount 
of  plant  investment  required  for  a  given  grade  of  service. 

The  general  approach  to  the  cost  study  was  to  develop  the  embedded  invest- 
ments per  single  party  residence  main  telephone  for  the  various  components 
of  the  access  line  and  usage  sensitive  facilities. 

In  addition,  various  operating  expenses  related  to  single  party  residence 
service  were  developed,  such  as ;  Revenue  Accounting,  Business  Office.  Traffic, 
Directory,  Service  Order,  Subscriber  Line  Testing,  Maintenance,  and  Property 
Taxes. 

Prescribed  depreciation  rates  were  applied  to  obtain  depreciation  expenses 
by  classes  of  plant  established  by  the  FCC  Uniform  System  of  Accounts. 

Net  investment  was  developed  by  subtracting  appropriate  depreciation  and 
tax  reserves  from  total  investment  and  a  9^2%  return  was  developed  using 
this  net  investment.  Income  tax  calculations  rehect  federal,  state  and  local 
taxes  and  include  appropriate  tax  allowances  under  current  tax  regulation. 

Chart  1  gives  a  broad  representational  view  of  the  development  of  capital 
related  costs  and  operating  expenses  for  the  various  elements  (station,  loop, 
etc. )  that  make  up  the  service. 

Chart  2  gives  a  broad  representational  view  of  how  the  monthly  costs  for 
each  element  are  assembled  to  form  either  the  embedded  direct  costs  excluding 
overheads  or  the  fully  distributed-relative  use  costs  including  overheads. 

Ten  computer  sub-programs  were  developed  to  process  the  data  along  with 
an  executive  program  to  product  final  cost  results  with  appropriate  analytic 
breakdowns  of  the  data.  About  500  input  data  elements  are  prepared  from  the 
900  total  data  items  and  are  used  to  allow  continuous  processing  to  the  final 
results. 

The  most  important  consideration  was  the  identification  of  costs  attrib- 
utable to  the  one  party  residence  exchange  class.  This  was  required  for  nu- 
merous cost  elements  as  described  below. 
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station  costs  were  developed  for  a  rotary  500  type  telephone  set.  The  in- 
stalled cost  of  inside  wiring  and  drop  wire  were  developed  from  accounting 
records  using  special  studies  of  the  relative  effort  required  for  residential 
installations.  The  telephone  set  represents  an  investment  of  $13,  the  inside 
wiring  investment  is  about  $14,  and  the  drop  investment  is  about  $32. 

Loop  costs  represent  the  average  of  all  loops.  There  is  no  way  to  separate 
the  costs  for  individual  classes  of  subscribers  when  cable  facilities  are  jointly 
engineered  to  meet  the  aggregated  cable  demand.  The  unit  of  demand  rep- 
resents one  loop.  The  cost  of  that  unit  of  demand  is  represented  by  the  total 
cost  of  all  exchange  cable  facilities  (which  include  the  economies  of  scale 
achieved  by  the  aggregated  demand)  divided  by  the  total  number  of  loops. 
Loop  costs  include  costs  for  buried,  underground,  aerial  cables  as  well  as 
conduit  and  pole  facilities.  The  average  investment  per  loop  is  about  $254  as 
derived  from  the  standard  Division  of  Revenue  data.  The  non-traffic  sensitive 
central  office  equipment  cost  is  also  developed  from  Division  of  Revenue  data 
and  applied  equally  to  all  classes  of  main  telephones.  This  investment  is  $54 
per  main  telephone. 

The  total  access  line  investment  is  $367  and  includes  the  station,  loop  and 
non-traffic  sensitive  COE  costs. 

Traffic  sensitive  costs,  also  developed  from  Division  of  Revenue  data  for 
various  types  of  central  office  equipment  (step,  panel,  crossbar  and  electronic 
types),  were  a.ssigned  to  residence  service  based  upon  the  relative  use  of  the 
singleparty  residence  customers  to  total  use  by  all  exchange  users.  This  relative 
use  data  was  developed  from  a  si)e('ial  traffic  study.  The  associated  exchange 
trunking  and  exchange  tandem  switching  costs  were  developed  in  a  similar 
manner.  Switchboard  costs  were  developed  from  Division  of  Revenue  data  and 
a  ratio  of  single  party  residence  calling  rates  to  total  calling  rates  applied  to  dial 
assistance  traffic,  directory  and  intercept  services.  The  total  traffic  sensitive 
investments  i.er  residence  telephone  are  estimated  to  be  approximately  : 

C.O.E.   Traffic  sensitive $96 

Trimking   facilities 40 

Switchboards ^ 


Total 
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Commercial  Expense  was  determined  by  means  of  a  measurement  of  work 
units  per  period  per  main  telephone  applicable  to  residential  accounts  and  the 
cost  per  work  unit.  These  work  units  include  account  servicing  and  bill  collections. 
Revenue  Accounting  costs  to  prepare  and  render  a  bill,  to  process  automatic 
message  accounting  tapes  and  message  register  photos  were  developed  from  the 
Comptrollers  cost  analysis  measurement  plan. 

Subscriber  line  testing  exi>en.se  was  developed  from  total  testing  costs  and 
trouble  reports.  The  testing  expense  per  trouble  report  was  applied  to  the 
trouble  reports  per  period  per  residence  main  telephone. 

Traffic  operating  expense  was  developed  by  analysis  of  company  reports  of 
exchange  traffic  operations  cost  per  period.  This  was  apportioned  by  traffic  u.se  for 
1  party  residence  main  customer  as  against  all  users  and  then  related  to  1  party 
residence  main  telephones  to  develop  a  unit  cost  per  month. 

Directory  Expenses  were  developed  from  White  Pages  directory  production, 
tyi>esetting,  and  compositing  costs  and  proportioned  to  residence  in  their  relaton 
to  total  accounts.  Other  costs  such  as  printing,  binding,  delivery  were  assigned 
in  proportion  to  accounts  plus  telephone  since  multiple  sets  of  directories  are 
provided.  These  costs  per  period  were  divided  by  residence  main  telephones  to 
provide  a  imit  cost  per  period. 

Service  order  costs  were  developed  from  studies  of  service  order  processing 
time,  the  number  of  orders  per  month  and  appropriate  labor  rates. 

Station  Moves  and  Change  Costs  were  developed  from  the  number  of  inside 
moves  per  month  per  residence  main  telephone,  the  time  required  for  the  opera- 
tion and  an  appropriate  labor  rate. 

common  corporate  overhead  costs  are  the  total  unallocable  overhead  costs 
related  to  total  investment  as  a  ratio.  This  ratio  was  applied  to  the  investment 
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per  residence  telephone.  Additional  common  expenses  for  the  AT&T  general  de- 
partments were  included  based  on  the  total  of  all  other  costs. 

Table  1  contains  a  summary  of  investments  and  monthly  costs  on  both  the 
embedded  direct  cost  and  fully  allocated  relative  use  bases. 

Recurring  revenues  were  developed  from  1  party  residential  rates  by  states. 
These  rates  were  aggregated  with  additional  1  party  residence  message  unit  rev- 
enues from  the  corporate  accounts.  These  total  revenues  were  divided  by  the 
single  party  residence  main  telephones  to  determine  the  average  revenue  per 
telephone. 

Non-recurring  revenues  were  developed  from  a  study  of  company  reports  for 
one  month  of  new  installations,  reconnects  and  reinstallations  at  unit  rate 
levels.  The  number  of  inside  moves  for  one  month  were  likewise  developed  and 
rates  were  applied.  These  revenues  were  then  aggregated  into  a  total  non-recur- 
ring revenue  per  month  per  single  party  residence  main  telephone.  Investment, 
expense  and  revenue  data  are  for  September  1973. 
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Single  Party  Residential  Cost  Study 
Siimmary  of   Costs 


Chart  2 


Drop 


~r 


.oop 


C.O.E 


Directory 
Expense 


± 


Com'l 
Expense 


Rev  Acctg 
Expense 


Sub  Line 
Testing 

- — 1 


: 


Access  Line  Costs  (Excl.  Station) 


(■ . 

3.E.^I 
1 

Swltch- 
l^oards 

Trunk 
I'^aclllties 

j  Traffic 
Expense 

hev .    /\cctg. 
Expense 

' 

' 

\ 

V 

• ' 

Exchange   Use   Costs 

^^^ 

Telephone 
Apparatus 


Inside 
Wirlnr, 


..ervice 
(Jrder 


Move  &  Change 
Expenses 


Access  Line  (Station  Only) 


Common 

Corporate 

Overheads 


Subscriber  Use 
Factor  (f 


Fully  Al 
Relatl"= 
Includln 


located, 
.Use  Costs 
g  Corn.  Overhead 


1.. 


-t_ 


Ltnbedded    Pirect   Costs  , 

Excluding  Corporate   Overheadsl 


*Non   Traffic    Sensitive   Central   Office   Equip. 
<!$Trafflc    Sensitive   C.O.E. 


SINGLE  PARTY  RESIDENCE  COST  STUDY-SUMMARY  OF  INVESTMENTS  AND  MONTHLY  COSTS 


Embedded  direct  costs 

Fully  allocated,  relative 

use 

costs 

Investment 

Monthly 

costs 

Investment 

Monthly  costs 

Access  line: 

Drop  loop  NTS  COE 

$340 

$8.50 
1.30 

$299 
24 

$7.50 

Station 

: 27 

1.15 

Subtotal - 

3C7 

9.80 

323 

8.65 

Exchange  use _ 

141 

3.90 

141 

3.90 

Subtotal 

Common  Corp.  overheads.. 

508 

13.70 

464 

12.55 
1.05 

Tntal 

13.70 

13.60 

4434 

Exhibit  5. — Prepared  Statement  of  Mr.  Hough 

Prepared  Statement  of  Richard  R.  Hough  On  Behalf  of 
American  Telephone  &  Telegraph  Co. 

My  name  is  Richard  R.  Hougli.  I  am  a  Vice  President  of  American  Telephone 
and  Telegraph  Company  ("AT&T")  and  the  President  of  the  Long  Lines 
Department  ("Long  Lines")  of  AT&T.  My  office  address  is  32  Avenue  of  the 
Americas,  New  York,  New  York,  and  my  residence  address  is  Van  Beuren 
Road,  Morristown,  New  Jersey. 

I  hold  the  degree  of  Bachelor  of  Science  in  Engineering  (1939)  and  the  de- 
gree of  Electrical  Engineer  (1940)  from  Princeton  University.  In  1940  I 
joined  Bell  Telephone  Laboratories,  Inc.,  and  following  various  technical  and 
management  assignments  became  Vice  President  of  Bell  Laboratories  in  Feb- 
ruary, 1957.  In  September,  1957  I  was  appointed  Assistant  Chief  Engineer  of 
AT&T;  in  October,  1959  I  became  Vice  President-Operations  of  The  Ohio  Bell 
Telephone  Company ;  and  in  1961  I  returned  to  AT&T  as  Vice  President  in 
charge  of  engineering,  which  position  I  held  until  I  assumed  my  present  re- 
sponsibilities in  December,  1966. 

By  reason  of  my  several  duties  and  responsibilities  in  connection  with 
the  provision  and  operation  of  the  nationwide  network  of  interstate  facilities, 
I  am  familiar  with  the  nature  and  structure  of  the  Bell  System  and  its  rela- 
tions with  independent  telephone  companies,  and  the  nature  of  the  needs 
of  the  telephone  using  public.  The  purpose  of  this  statement  is  to  describe 
the  complex  nature  of  the  nationwide  telecommunications  network  and  why  it 
it  essential  that  direct  rsponsibility  for  managing  this  network  be  in  a  single 
entity.  I  will  also  de.scribe  the  adverse  impact  on  this  network  and  the  public 
which  would  occur  from  the  insertion  of  facilities  provided  by  the  Specialized 
Common  Carriers  into  this  network  and  from  the  unrestricted  introduction  of 
non-carrier  supplied  terminal  equipment.  In  particular  I  will  describe  technical 
and  operational  difficulties,  limitations  on  opportunities  for  more  efficient 
and  cost  saving  technical  and  operational  innovations,  and  resultant  increases 
in  charges  for  the  vast  majority  of  the  telephone  using  public  which  will  result 
from  the  introduction  of  competition  in  the  telecommunications  industry.  The 
problem  of  the  added  burden  placed  on  the  local  telephone  subscriber  is  dis- 
cussed in  the  Statement  of  Mr.  E.  B.  Crosland  being  submitted  concurrently 
herewith. 

background 

For  the  last  several  decades,  rapid  and  efficient  telecommunications  has 
been  an  essential  and  growing  civilian  and  government  need.  This  growth  can 
be  attributed  to  a  number  of  factors,  not  the  least  of  which  has  been  the  avail- 
ability of  a  reliable,  interacting  nationwide  network  with  reasonable  rates  to 
the  users.  Some  of  the  other  factors  influencing  this  growth  have  been  the 
population  explosion  and  migration ;  the  rapid  increase  in  commercial  and  in- 
dustrial complexes ;  and  the  development  of  computer  technology,  which  require 
extensive  information  exchanges.  But  the  most  important  factor  has  been 
the  individual  public  need  to  comunicate  with  one  another. 

Prior  to  World  War  II  the  communications  industry  had  grown  in  a  gradual 
process  to  the  point  where  universal  telecommunications  service  was  a  reality. 
From  any  part  of  this  country  you  could  call  any  other  person  in  any  other 
part  of  the  country,  and  could  call  to  many  countries  overseas.  Telephone 
service,  even  then,  had  ceased  being  a  luxury  and  had  become  a  part  of  every- 
day life.  The  primary  telecommunications  needs  were,  however,  local  in  scope ; 
that  is,  neighbor  calling  neighbor,  or  customer  calling  a  local  merchant,  or 
one  local  merchant  calling  another.  These  local  services  were  provided  and  are 
still  being  provided  by  the  Bell  System  Associated  Companies  and  the  inde- 
pendent telephone  companies  pursuant  to  exclusive  franchises  granted  by  the 
various  states  and   municipalities,  under  regulation  by  the  appropriate  body. 

In  addition  to  the  need  for  adequate  local  service,  there  was  also  a  need  for 
individuals  and  businesses  to  communicate  with  others  in  areas  served  by 
different  telephone  companies.  These  areas  could  be  separated  merely  by  a 
common  geographic  boundary  or  by  3000  miles.  It  was  possible  for  one  tele- 
phone company  to  interconnect  with  an  immediately  adjacent  company  to  in- 
terconnect with  an  immediately  adjacent  company  at  a  location  convenient  to 
both,    so   that    the    customers    of   one    could    communicate    with    those    of   the 
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others.  However,  when  the  companies  were  separated  by  another  company,  or 
several  companies,  or  were  states  away  from  one  another,  interconnection  was 
a  more  complex  problem.  It  was  early  recognized  by  the  Bell  System  that  an 
overall  network  manager  was  required  if  communications  needs  were  to  be 
satisfied  at  minimum  cost  regardless  of  the  proximity  or  distance  of  the  custo- 
mers. It  was  out  of  this  concept  that  the  fully  integrated  nationwide  network 
was  developed. 

THE    NEEDS    OF    ALL    COMMUNICATIONS    USERS    CAN    BEST    BE    SERVED    BY   A    SINGLE 
INTEGRATED    NETWORK 

A  single  integrated  network  of  facilities  is  the  keystone  to  the  rapid,  efBcient 
and  reasonably  priced  telecommunications  services,  MTS '  or  Private  Line, 
which  we  have  in  this  country  today.  This  network  is,  in  fact,  a  very  impor- 
tant national  resource,  a  unifying  factor  in  our  vast  economic,  technological 
and  sociological  systems.  The  success  with  which  we  have  met  our  objective 
of  providing  the  best  possible  service  at  the  lowest  posible  rates  has  made  a 
major  contribution  to  the  economic  strength  of  America's  business  and  in- 
dustry. 

Yet,  this  network  can  be  provided  and  operated  economically  and  reliably 
only  if  numerous  carefully  organized  activities  are  performed  properly.  The 
switched  network  is  a  highly  complex  and  interdependent  system.  It  routes 
communications  over  more  than  350  million  interexchange  circuit  miles,  con- 
necting essentially  all  of  the  more  than  130  million  telephones  in  the  United 
States.  Overall  coordination  of  technical  standards,  timely  planning  and  imple- 
mentation, coordinated  maintenance  and  testing,  and  other  complex  functions 
are  essential.  Continuous  changes  and  adjustments  are  needed  to  respond  to 
changes  in  customer  requirements,  growth  in  demand  and  emergency  conditions. 

The  fully  integrated  nationwide  network  as  it  exists  today  is  provided  by 
the  local  telephone  companies.  Bell  and  non-Bell  alike,  in  partnership  with 
each  other  and  with  Long  Lines.  Thi"s  partnership  provides  end-to-end  tele- 
communications services  to  the  public,  sharing  the  revenues  derived  from  the 
jointly  provided  services  in  proportion  to  the  investment  and  operating  ex- 
penses of  each  company  participating  in  the  provision  of  the  services.  The 
cohesive  forces  which  keep  this  partnership  functioning  smoothly  are  the 
common  economic  interest  of  all  parties  in  its  success  and  the  way  that  the 
geographic  franchise  and  common  ownership  minimize  contention  between 
the  parties  as  to  the  responsibilities  of  each.  In  the  partnership,  Long  Lines 
is  responsible  for  planning  and  managing  the  overall  network  and  providing 
the  facilities  which  link  the  other  Bell  System  companies  together. 

The  continued  participation  by  Long  Lines  as  an  integral  part  of  the  Bell 
System  is  absolutely  crucial  to  the  continued  high  quality  development  and 
operation  of  the  integrated  network.  The  speculation  indulged  in  by  Clay  T. 
Whitehead.  Director  of  Office  of  Telecommunications  Policy,  Executive  Office 
of  the  President,  that  "the  fact  that  long  lines  is  owned  by  AT&T  is  not  of 
significant  benefit  to  anyone,"  and  "I  don't  see  that  separating  the  owner.ship 
of  long  lines  would  cause  any  major  problems  one  way  or  the  other"  (Tr. 
1631-32:  See  also  Tr.  1634),  is  wholly  unrealistic  and  is  without  any  factual 
foundation.  As  was  clearly  demonstrated  in  the  materials  submitted  by  the 
Bell  System  to  this  Committee  in  October  1973,  Long  Lines  has  the  overall 
responsibility  for  the  planning,  engineering,  construction  and  operation  of  the 
intercompany  network,  and  that  this  effort  has  contributed  to  this  nation's 
having  the  highest  quality,  most  reasonnbly  priced  telecommunications  services 
in  the  world."  Moreover.  Dr.  Whitehead's  statements  clearly  ignore  the  fact 
that  Long  Lines  and  the  Bell  Operating  Companies  are  jointly  involved  in 
providing  end-to-end  telecommunications  services,  sharing  the  ownership  of 
switching  equipment  and  facilities  in  accordance  with  the  assignment  of 
responsibilities  in  the  network.  This  unique,  integral  relationship  produces 
results  which  would  not  otherwise  be  pos.sible,  making  practical  use  of  equip- 
ment and  facilities  with  greater  capacity  and  lower  unit  cost.  Common  owner- 
ship   of   Long   Lines   and    the   Bell    Operating   Companies   makes   possible    the 


1  Message  Telecomninnlfatlon   Service.  ,       ,  ^         .x*  4.i,„ 

^Hearinps  Before  the  SubcommltLee  on  Antitrust  and  Monopoly  of  Committee  on  tbe 
Judiciary,  U.S.  Senate,  9.3rd  Congress,  1st  Session,  on  S.  1167.  Part  III.  The  Communi- 
cations Industry,  pp.  1684-92,  Supplemental  Statement  on  behalf  of  Bell  System,  Fart 
III — Benefits  of"  Bell  System  Integration. 
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sharing  of  equipment  and  facilities  and  the  optimization  of  the  nationwide 
network  without  serious  concern  or  debate  over  ownership  or  who  must  incur 
costs  for  the  overall  benefit.  It  makes  the  transfer  of  ownership,  as  traffic 
requirements  grow,  routine  and  possible  at  net  book  cost.  Thus  total  investment 
is  minimized,  innovation  facilitated  and  network  performance  optimized.  All 
of  these  factors  result  in  enormous  benefits  to  the  telephone  using  public. 

While  the  great  bulk  of  the  network  facilities  are  used  to  provide  switched 
Message  Telecommunication  Service  (MTS)  to  the  general  public,  they  are 
also  employed  to  provide  private  line  service  for  use  by  a  single  customer.  Our 
private  line  service,  as  an  adjunct  to  MTS,  enables  those  customers  to  share 
the  benefits  of  low  unit  costs  made  possible  by  the  size  and  organization  of  the 
fully  integrated  network,  and  in  return  the  revenues  from  the  private  line 
service  make  a  contribution  to  the  common  costs  of  the  partnership,  which 
would  otherwise  fall  wholly  on  MTS.  Thus  the  way  we  provide  private  line 
services  benefits  all  of  our  customers. 

While  only  a  few  have  advocated  the  drastic  step  of  severing  Long  Lines 
and  the  intercompany  network  from  the  Bell  System  Operating  Companies,  a 
step  which  would  be  of  doubtful  feasibility  but  certainly  destructive  for  the 
reasons  set  forth  here  and  previously,  others  have  sought  to  tamper  with  the 
interstate  network  in  other  ways.  Several  recent  FCC  decisions  and  events 
following  therefrom  have  raised  concern  as  to  whether  the  fully  integrated 
nationwide  network  can  continue  to  function  effectively  and  provide  the 
benefits  of  high  quality  service  at  reasonable  rates.  For  example,  the  Federal 
Communications  Commission  has  authorized  non-carrier  provided  terminal 
equipment  to  be  attached  to  the  telecommunications  network  without  proper 
or  selective  consideration  of  the  con.sequential  effect  on  the  cos't  and  quality 
of  communications  service  to  the  general  public.  While  a  requirement  for  a 
protective  device  between  the  non-carrier  equipment  and  the  network  is  per- 
mitted, for  certain  types  of  terminal  equipment  no  protective  device  can  pro- 
vide the  protection  necessary  to  preserve  the  integrity  of  the  network  and 
avoid  Increased  cost  to  the  general  public.  There  has,  also,  been  growing 
pressure  from  the  manufacturers  and  vendors  of  terminal  equipment  for  un- 
restricted interconnection.  Likewise,  the  FCC  has  authorized  unlimited  entry 
of  so-called  Specialized  Common  Carriers  (SCCs)  to  provide  specialized 
intercity  private  line  services.  Yet.  the  SCCs  have  not  provided  any  truly 
specialized  services,  but  they  have  now  been  authorized  to  interject  their 
facilities  into  the  nationwide  switched  network  for  the  provision  of  services 
which  directly  impact  upon  this  network.  These  developments  strike  at  the 
very  heart  of  the  integrated  nationwide  network  and  will  impair  the  ability 
of  the  established  carriers  to  provide  high  quality  service  on  an  end-to-end 
basis  at  the  lowest  possible  cost. 

THE  INJECTION  OF  FACILITIES  PROVIDED  BT  THE  SPECIALIZED  COMMON  CARBIEKS 
INTO  THE  SINGLE  INTEGRATED  NETWORK  WILL  RESULT  IN  SERIOUS  TECHNICAL, 
OPERATIONAL    AND    ECONOMIC    HARM    TO    THE    NETWORK    AND    HIGHER    RATES    TO    THE 

USERS 

The  Bell  Svstem  has  not  sought  to  deny  the  specialized  carriers  facilities 
which  thev  need  to  provide  their  authorized  end-to-end  services.  To  the  con- 
trary, as  "of  July  1,  1{>74.  the  Bell  System  was  providing  in  response  to  the 
requests  of  the  specialized  carriers  more  than  2900  local  loops  in  various 
sections  of  the  country  for  us  in  connection  with  the  end-to-end  private  line 
services  now  offered  bv  those  carriers.  These  local  loops  are  provided  under 
tariff  and  are  used  to  connect  the  SCCs  circuits  with  its  customers'  premises. 
Such  local  loops,  like  the  circuits  with  which  they  connect,  are  dedicated 
exclusivelv  to  the  use  of  an  individual  customer.  They  are  separate  from  the 
switched  "telephone  network  and.  therefore,  their  effect  on  its  eflBcient  and 
ecnomical  operation  is  minimized.  However,  when  the  specialized  carriers  are 
permitted  to  inject  their  facilities  into  the  nationwide  network  for  services 
which  directly  impact  upon  that  network,  a  serious  threat  to  service  is  created 
and  additional  costs  are  generated  which  are  not  in  the  public  interest. 

Effective  and  economical  operation  of  the  switched  telephone  network  is 
possible  onlv  if  the  network  performs  as  an  integrated  joint  enterprise,  and 
not  merelv  as  an  asemblage  of  separate  systems.  A  high  degree  of  continuing 
cooperation  and  coordination  is  essential.  As  discussed  earlier,  such  cooperation 
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and  coordination  is  presently  possible  because  Long  Lines,  the  Bell  Operating 
Companies  and  the  independent  telephone  companies  are  partners  in  the  joint 
provision  of  services.  For  successful  operation  of  the  network,  it  is  necessary 
for  every  carrier  to  conform  to  standardized  techniques  and  procedures.  How- 
ever, the  SCCs  have  stated  to  the  FCC  in  connection  with  their  applications 
for  authority  to  provide  "specialized"  services  that  they  have  no  intention 
of  maintaining  the  same  technical  standards  or  equipment  interconnection 
criteria  as  do  the  established  carriers.' 

When  the  facilities  of  the  SCs  are  injected  into  the  switched  network  (as 
in  the  case  of  Foreign  Exchange  (FX)  and  Common  Control  Switching  Ar- 
rangement (CCSA)  services),  the  failure  (a)  of  equipment  or  transmission 
facilities  provided  and  maintained  by  them  or  (b)  of  equipment  which  they 
have  allowed  their  customers"  to  attach  to  their  systems  can  seriously  affect 
the  operation  of  the  switched  telephone  network.  Such  failures  can  create 
network  congestion  as  subscribers  seek  to  reach  locations  beyond  the  point 
of  failure.  Unless  any  such  failure  can  be  remedied  promptly,  the  congestion  can 
rapidly  increase  and  numerous  ordinary  customers  experience  interrupted  or 
seriously  degraded  service,  and  service  congestion  can  snowball  in  its  extent  and 
seriousness.  The  Bell  System  minimizes  such  risks  by  extensive  restoration 
planning  and  capability,  by  wide  use  of  multiple  routes  and  portable  van- 
mounted  equipment,  and  through  network  management  techniques,  which  it 
has  developed  over  a  period  of  many  years  of  network  experience.  None 
of  these  efforts  would  be  adequate  to  protect  service  unless  each  specialized 
carrier  injected  into  the  system  were  to  make  comparable  efforts.  Unfortu- 
nately, the  specialized  carriers  do  not  provide  comparable  equipment  or 
diverse  routing,  nor  is  it  practical  for  them  to  do  so.  In  order  to  protect  its 
own  customers,  the  Bell  System  would  be  compelled  to  provide  facilities  not 
otherwise  required  to  minimize  so  far  as  possible  the  risks  of  route  failure 
within  the  specialized  carriers'  systems,  and  even  .so  a  significant  risk  would 
remain  of  congestion  or  interruption  of  the  services  offered  to  the  general 
public. 

If  SCCs  are  injected  into  the  network,  many  technological  improvements 
in  the  facilities  and  methods  of  operation  of  the  network  will  be  possible 
only  if  all  of  the  specialized  carriers  first  agree  to  modify  their  own  systems 
to  conform  to  the  improvements.  It  may  be  anticipated  that  some  or  all  of  the 
specialized  carriers  would  be  unwilling  to  invest  the  effort  and  money  required 
to  alter  their  systems,  although  the  changes  might  mean  significant  ovarall 
improvements  in  the  efficiency  and  economy  of  the  network,  because  they  would 
receive  no  additional  revenues  for  such  investments.  The  specialized  carriers 
cannot  reasonably  be  expected  to  show  the  same  concern  for  the  efficient 
and  reliable  operation  of  the  overall  network  as  would  a  partner  in  the 
joint  provision  of  services.  The  injection  of  facilities  of  the  SCCs  into  the  net- 
work would  thus  serve  as  an  important  barrier  to  ongoing  technological  in- 
novation and  improvement,  denying  the  general  public  better  service  at  lower 
costs. 

The  situation  of  the  specialized  carriers  contrasts  sharply  with  that  of  the 
independent  telephone  companies.  Over  many  years  the  independent  companies 
have  designed  their  facilities  to  permit  participation  and  connection  with  the 
Bell  System  on  the  basis  of  settled  engineering  and  operating  criteria  and 
pursuant  to  established  procedures.  In  addition,  services  are  provided  jointly, 
generally  under  Bell  System  tariffs  concurred  in  by  the  independent  com- 
panies. The  financial  and  other  arrangements  with  the  independent  telephone 
companies  are  based  upon  cooperation,  and  are  designed  to  assure  the  effective 
and  efficient  operation  of  the  switched  network.  Through  settlement  arrange- 
ments, the  independent  telephone  companies  recover  their  expenses  and  return 
on  that  portion  of  their  investment  in  plant  which  is  used  in  the  provision  of 
interstate  telecommunications  services. 

By  contrast,  the  specialized  carriers  have  asserted  that  they  will  not  partic- 
ipate in  the  sharing  of  costs  and  revenues.  Obviously,  if  they  are  going  to  be 
competitors  they  can  not  do  so.  ]\Ioreover.  they  have  clearly  stated  their  in- 
tention   to    design    their    facilities    to   provide    "specialized"    .services   differing 


3  Spp  for  pxample.  "Opposition  to  Petitions  to  Deny  Applications"  (pp.  21-23).  filed 
bv  MCI-North  Central  States.  Inc..  with  the  Federal  Oomnmnications  Commission  on 
March  .^0,  1970,  in  File  Nos.  28fiR-Cl-70  through  2SS3-C1-P-70. 
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from  those  of  the  existing  carriers,  an  approach  that  necessarily  involves 
different  engineering  and  operating  standards  and  procedures/  In  this  and 
other  relevant  aspects  the  specialized  carriers  seek  to  occupy  a  position  which 
is  the  antithesis  of  the  cooperative  and  coordinated  relationship  essential  to 
provide  sound  and  efficient  joint  service  through  the  switched  telephone  net- 
work. 

We  are  not,  of  course,  faced  with  just  the  difficulties  caused  by  the  inser- 
tion of  facilities  provided  by  one  specialized  common  carrier.  Six  specialized 
carriers  have  already  filed  tariffs  to  provide  private  lines  services.  Such  car- 
riers already  have  completed  construction  of  routes  which  extend,  for  example, 
from  New  York  and  Washington  to  Chicago,  from  Chicago  to  Dallas,  and  from 
Los  Angeles  and  San  Francisco  to  Tucson.  In  total,  they  are  capable  of  serving 
over  50  cities.  In  view  of  this  proliferation  of  SCCs,  each  now  seeking  to  inject 
its  facilities  into  the  network,  the  likelihood  of  having  multiple  facilities  in- 
volved in  the  provision  of  a  single  service  increa.ses  the  probability  of  addi- 
tional technical  and  operational  problems,  the  most  significant  of  which  are 
the  isolation  of  troubles  and  the  incompatibility  of  systems  and  standards.  The 
steps  which  will  be  required  by  Bell  to  ameliorate  these  problems  are  signifi- 
cant in  the  terms  of  additional  equipment,  manpower  and  time.  Each  has  a 
substantial  price  tag,  the  payment  for  which  will  ultimately  fall  iipon  the  bulk 
of  the  telecommunications  users,  who  in  turn  will  also  be  faced  with  the  real 
prospect  of  degraded  service. 

While  I  have  described  the  significant  adverse  impact  on  the  single  nation- 
wide network  from  "the  insertion  of  facilities  and  equipment  provided  by  the 
Specialized  Common  Carriers,  I  believe  that  the  situation  I  have  described 
would  be  equally  applicable  in  the  event  that  the  Long  Lines  Department  and 
Bell  System  Operating  Companies  were  to  be  separated  from  AT&T.  Assuming 
that  it  were  feasible  to  fragment  this  jointly  owned,  integrated  network  into  24 
separately  owned  and  operated  parts  the  result  would  be  a  collection  of  com- 
peting entities  which  would  necessarily  be  motivated  solely  by  their  own  self 
interests.  Such  a  situation,  with  many  entities  competing  for  intercity  services, 
would  lead  to  a  wasteful  duplication  of  facilities  and  equipment,  different 
technical  and  operational  standards,  a  lack  of  meaningful  innovation,  and 
ultimately  to  increased  rates  and  a  lower  quality  of  service  to  the  public. 

CONNECTION  OF  CERTAIN   TERMINAL  EQUIPMENT  WILL  IMPAIR 
THE  QUALITY  OF  SERVICE  FOR  ALL  USERS  OF  THE  NETWORK 

As  previously  mentioned,  the  network  is  a  single,  complex  machine  with 
more  than  a  trillion  parts — spread  over  the  entire  continental  U.S.  It  can 
complete  in  a  matter  of  seconds  any  one  of  an  astronomical  number  of 
possible  connections.  It  handles  more  than  60(5  million  calls  per  day.  At  any 
one  point  in  time  thousands  of  signals  are  moving  accurately  through  the 
.same  switching  centers,  amplifiers,  cable  and  so  forth.  To  perform  properly, 
each  of  many  millions  of  parts  must  work  together  with  precision  in  com- 
plete harmony  with  one  another.  Each  change  in  any  element  of  the  network 
must  be  designed  to  work  compatibly  with  all  that  remains  of  the  old  and 
that  which  is  foreseen  for  future  innovation.  The  risks  of  harm  to  the  net- 
v.-ork  increase  greatly  as  signals  are  sent  into  the  network  from  equipment  for 
which  the  responsibility  for  design,  manufacture,  installation  and  maintenance 
and  repair  rests  in  those  who  do  not  have  the  overall  responsibility  for  the 
provision  of  telecommunicntions  services. 

Tender  the  common  carrier  principle,  the  telephone  companies  have  end-to-end 
re.'sponsibility  for  designing,  installing,  operating  and  maintaining  facilities 
connected  with  the  switched  network.  This  principle  greatly  reduces  the  chances 
of  .serious  trouble.  It  leaves  no  doubt  as  to  the  responsiliility  for  correcting 
any  service  deficiencies. 

Following  the  Cartcrfonc  decision  of  the  FCC,  manufacturers  liegan  to  sell 
manv  types  of  terminal  equipment  to  telephone  users  for  connection  to  the 
telephone  network  and  the  Bell  System  has  permitted  the  interconnection  of 
such  equipment  through  a  telephone  company  ]>rovided  protective  device.  While 
such  a  device  can  prevent  certain  types  of  harm  to  the  network,  it  cannot,  in 


<  Spp  for  example.  "Opposition  to  Petitions  to  Denv  .\pplic.ations"  fpp.  21-2.3')  filed 
by  MCT-North  Centr.nl  Rt.Ttes.  Inc..  with  the  Feder.nl  Commnnioations  Commission  on 
starch   .30,   1970  in  File  Nos.   2868-C1-P-70  throuph  2883-C1-P-70. 
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many  cases,  do  this  completely  nor  can  it  eliminate  the  economic  penalty  dis- 
cussed by  Mr.  Crosland  in  his  statement.  Faulty  or  inadequate  terminal  equip- 
ment working  with  this  intricately  balanced  and  integrated  network  can  cause 
serious  trouble,  not  only  for  the  two  parties  involved  in  the  particular  telephone 
call  or  other  message,  but  for  many  others.  Specifically,  improper  signals  can 
trigger  wrong  switches,  get  wrong  numbers,  cut  off  other  conversations  in  mid- 
stream, cause  errors  in  data  transmission,  lead  to  incorrect  billing,  introduce 
excessive  background  noise,  and  permit  unintended  parties  to  hear  other  peo- 
ples' conversations.  Moreover,  faulty  terminal  equipment  also  can  injure  tele- 
phone company  personnel. 

None  of  the  foregoing  problems  are  hypothetical.  The  decline  in  quality 
of  service  due  to  interconnection  of  systems  and  equipment  made  by  others 
has  been  demonstrated  by  experience.  For  example,  on  interstate,  channels,  the 
rate  of  trouble  reports  from  customers  using  equipment  they  provide  is  in 
excess  of  50  percent  above  the  rate  for  customers  using  terminal  equipment 
supplied  and  maintained  by  the  telephone  companies.  Studies  of  basic  local 
exchange  service  show  a  30  percent  higher  rate  of  trouble  reports  on  lines 
using  such  other  equipment  than  on  lines  using  equipment  provided  and 
maintained  by  telephone  companies.  This  is  our  experience  under  present  tariffs 
which  provide  for  interconnection  of  customer  owned  terminal  equipment 
through  a  telephone  company  provided  connecting  arrangement  designed  to 
safeguard  the  network  from  incompatible  signals  to  the  extent  feasible. 

TECHXOLOGICAL  INNOVATION  IS  ENDANGERED  BY  THE  INTRODUCTION 
OF   COMPETITION    FOR  INTERCITY   SERVICES 

An  important  factor  in  making  communications  service  in  the  United  States 
todav  unmatched  anywhere  in  the  world  is  the  technological  innovation  intro- 
duced by  Bell  over  the  last  several  decades.  The  rates  for  telecommunications 
services  have  remained  low  in  comparison  with  other  products  and  services 
during  this  period  of  increasing  inflation  because  of  the  offsetting  effect  of  con- 
tinued technological  developments.  The  key  element  which  has  permitted,  as 
well  as  demanded,  innovation  has  been  the  existence  of  the  fully  integrated 
interstate  network  being  provided  by  the  Bell  System.  Having  all  interstate 
services  provided  by  means  of  a  single  integrated  network  permitted  the  in- 
troduction and  use*  of  hish  capacity  systems,  and  has  resulted  in  declining 
unit  costs.  For  example,  instead  of  having  two  or  three  separate  entities  provid- 
ing separate  facilities  between  the  same  cities  and  dividing  between  them  the 
demand  between  these  same  cities,  on  entity  can  provide  the  facilities  needed 
u.sing  modern,  high  capacity,  low  cost  wideband  transmission  systems. 

The  ability  and  desire  on  the  part  of  the  Bell  System  to  lower  the  cost  of 
microwave  radio  transmission  systems  assigned  to  the  common  carrier  fre- 
quency bands,  as  well  as  the  use  of  advanced  coaxial  cable  technology,  has 
resulted  in  increasing  by  many  times  the  capacity  of  systems  using  those 
media,  at  ever  decreasing  cost  per  circuit  mile.  This  has  permitted  the  rates 
for  interstate  telephone  calls  to  remain  relatively  constant  over  several  decades, 
even  in  the  face  of  continuing  inflationary  pressures.  These  economical  rates 
have  been  available  to  customers  served  by  the  Bell  Companies  and  the  inde- 
pendent telephone  companies  alike.  Moreover,  the  revenues  from  these  inter- 
state rates  are  shared  by  the  participating  companies  and  serve  to  keep  the 
rates  for  the  basic  local  services  at  a  much  lower  level  than  would  otherwise 
be  pos.sible.  Yet.  the  possibility  of  this  continued  development  and  technological 
innovation  and  the  prospects  for  continued  decline  in  unit  costs  will  be  seriously 
restricted  if  significant  traflSc  is  diverted  to  other  carriers. 

The  Bell  System  is  developing  even  higher  capacity  transmission  systems 
such  as  waveguide  which  will  have  a  design  capacity  of  some  230.000  voice 
circuits  and  is  expected  to  be  in  service  in  the  early  1980's.  Moreover,  we  are 
confident  that  in  the  future  we  will  be  able  to  increase  this  capacity  to  over 
400.000  voice  circuits  when  the  need  for  such  capacity  develops.  In  the  switch- 
ing field  wp  are  developing  the  Number  4  Electronic  Toll  Switching  which  uses 
digital  switching  and  will  have  about  three  times  the  capacity  of  the  present 
4A  switching  system — which  is  the  largest  switching  system  in  use  in  the 
world  todav— but  with  only  one-half  of  the  floor  space  requirement.  These  two 
svstems  will  again  lead  to  lower  unit  costs  and  will  serve  to  keep  the  rates 
of  the  telecommunications  users  at  a  level  not  otherwise  possible  in  a  period 
of  continuing  inflation. 
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Equally  important  as  the  development  of  new  high  capacity  systems,  the  Bell 
System  has  been  able,  through  its  research,  developmental  manufacturing  and 
operational  capabilities,  to  significantly  increase  the  capacity  of  existing 
systems  with  little  additional  investment.  For  example,  an  existing  L4  coaxial 
carrier  system  can  be  modified  using  new  L5  technology  to  increase  the  voice 
channel  capacity  from  34,600  to  97,200  at  very  low  incremental  cost.  Work  is 
presently  underway  which  will  further  increase  the  capacity  of  that  system  to 
118,800  voice  circuits  in  the  late  1970s.  The  TD  microwave  radio  systems  are 
another  example  of  how  Bell  has  innovatively  increased  the  capacity  of  a 
transmission  system  and  at  the  same  time  has  lowered  the  unit  costs.  From 
an  initial  capacity  of  2400  circuits  the  system  grew  to  12,000  circuits  by  1970, 
and  new  developments  will  permit  a  further  increase  to  16,500  circuits.  All  of 
this  has  been  achieved  within  the  same  radio  spectrum,  and  with  the  same 
towers,  buildings  and  antennas  ! 

The  viability  of  these  innovations  and  increases  in  capacity  is  dependent 
upon  our  continuing  growth,  not  only  for  switched  message  services  but  also 
for  specialized  private  line  services.  While  we  anticipate  continuing  growth 
in  demand  for  both  types  of  services  over  the  next  several  years,  if  that  growth 
is  siphoned  off  by  the  SCC's,  the  new  high  capacity,  low  unit  cost  systems  and 
equipment  to  which  I  have  referred  will  not  be  economically  justifiable. 
Significant  diversions  of  traffic  and  demand  to  the  SCCs  over  the  next  several 
years  would  amount  to  a  wasteful  duplication  of  lower  capacity  systems  and 
mean  a  larger  total  investment  to  carry  the  same  amount  of  traffic. 

It  should  also  be  noted  that,  in  the  present  environment  of  contrived  com- 
petition, when  the  Bell  System  develops  a  new  technology,  there  is  no  assur- 
ance that  swift  implementation  and  full  benefits  to  the  public  will  be  permitted. 
For  example,  the  Bell  System  has,  for  many  years,  been  planning  the  provision 
of  digital  transmission  facilities  as  the  demand  developed.  Since  1965  we  have 
used  digital  transmission  extensively  in  our  local  plant.  We  have  now  developed 
a  new  technique  which  will  allow  us  to  provide  digital  transmission  over 
existing  microwave  radio  routes  without  additional  microwave  spectrum  and 
without  displacing  voice  circuits.  The  technique  is  described  as  Data  Under 
Voice  (DUV)  and  the  equipment,  which  was  developed  by  Bell  Labs,  is  of  an 
advanced  solid-state  design  and  is  capable  of  virtually  error-free  performance 
in  the  digital  mode.  Some  time  ago  we  filed  our  application  to  construct  and 
operate  such  a  system  so  as  to  provide  the  new  DATAPHONE  ^  Digital  Service. 
However,  the  SCCs  and  other  Bell  competitors  have  successfully  delayed  this 
system  even  though  the  FCC  found  that  its  construction  was  in  the  public 
interest.  Consequently,  Bell  is  being  delayed  in  introducing  a  new  technology 
which  is  of  special  interest  to  the  growing  number  of  customers  who  have 
data  transmission  requirements. 

CONCLUSION 

The  nationwide  telecommunications  network  being  provided  .iointly  by  the 
Bell  System  Companies  and  numerous  independent  telephone  companies  is  a 
highly  interactive  network  dependent  upon  uniform  standards  of  engineering, 
operations  and  administration.  The  partnership  approach  to  providing  this 
network,  with  its  sharing  of  revenues  in  proportion  to  the  expenses  and  invest- 
ments incurred  by  each  partner,  has  resulted  in  a  high  quality,  reliable  net- 
work at  reasonable  rates  to  the  users  of  the  network. 

Any  possible  benefits  that  the  injection  of  competition  into  the  network 
might  offer  to  a  few  large  communication  users  is  hardly  worth  the  certain 
harm  to  the  network  and  the  higher  charges  to  the  other  users  which  will 
result  from  the  injection  of  facilities  and  services  provided  by  the  specialized 
common  carriers  and  the  interconnection  of  non-carrier  provided  terminal 
equipment.  In  the  long  run  this  forced  accommodation  to  achieve  lower  rates 
for  a  few  will  result  in  overall  greater  costs,  because  the  facilities  will  cost 
more  and  because  the  Bell  System  will  have  to  spend  more  in  an  attempt  to 
minimize  service  difficulties  in  the  network. 

The  Bell  System  is  convinced  that  introduction  of  selective  and  protected 
competition  iii  intercity  services  will  result  in  diseconomies,  inefficiencies,  and 
poor  service  through  construction  of  wastefully  duplicative  facilities,  carteli- 
zation   of  the  market,  and  fragmentation  of  responsibilities  for  the  planning 


5  Rpcistered   mark  of  American  Telephone  and  Telegraph  Company. 
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and  implementation  process.  Likewise,  permitting  tlie  unrestricted  use  of 
certain  terminal  equipment  will  subject  the  network  use  of  certain  terminal 
equipment  will  subject  the  network  to  significant  technical  harm.  In  contrast, 
the  continued  progress  and  economic  results  realized  in  the  telecommunications 
industry  as  it  is  structured,  are  a  strong  recommendation  for  a  continuation 
of  regulated  monopoly  in  this  very  important  public  utility  area. 

If  there  is  some  truly  specialized  communications  need  which  the  industry 
cannot  now  or  in  the  future  provide  then  those  who  can  provide  these  needs 
should  be  permitted  to  do  so.  To  date,  however,  those  who  are  seeking  to 
participate  in  the  provision  of  intercity  telecommunications  services  have  not 
provided  or  proposed  any  services  not  already  provided  by  the  Bell  System 
for  which  there  is  a  demonstrated  need.  Accordingly,  no  valid  reason  now  exists 
which  would  warrant  the  disruption  of  the  single  nationwide  telecommunica- 
tions network  which  would  result  from  the  insertion  of  facilities  and  equip- 
ment of  the  SCCs  therein. 

The  franchised  companies  are  accountable  to  the  various  regulatory  bodies 
for  tlie  availability  of  service  and  for  end-to-end  service  quality,  as  well  as 
for  the  rates  charged.  This  accountability  for  end-to-end  service  has  been 
a  major  factor  in  producing  the  fine  service  that  the  public  enjoys  today.  The 
American  telephone  industry  is  one  of  the  few  American  institutions  which 
does  take  full  responsibility  for  the  nationwide  service  it  provides  and  which 
responds  to  service  complaints  quickly  and  reliably,  with  no  argument  about 
who  or.  what  caused  the  problem.  Injection  of  other  entities  into  the  network 
dilutes  the  accountability  that  the  regulatory  bodies  can  reasonable  impute 
to  the  franchised  telephone  companies. 

Our  reliab'e  economic  communications  network  is  a  precious  resource.  It 
exists  and  is  possible  now  because  this  country  many  years  ago  adopted  the 
common  carrier  principle  charging  one  entity  with  the  overall  responsibility 
for  service  to  all.  If  this  principle  were  to  be  abandoned,  responsibility  would 
have  to  be  divided — and  we  could  no  longer  accept  the  responsibility  we  now 
bear.  It  would  be  a  very  serious  mistake  to  disrupt  and  impair  one  of  our 
few  vital  national  systems  which  is  providing  the  public  a  superb  .service 
at  low  cost. 

Exhibit  6. — Prepared  Statement  of  Mr.  Trienens 

Prepared  Statement  of  Howard  J.  Trienens  on  Behalf  of  American 
Telephone  &  Telegraph  Co. 

My  name  is  Howard  J.  Trienens.  I  practice  law  in  Chicago,  Illinois,  as  a 
partner  of  Sidney  &  Austin.  Over  the  past  25  years.  I  have  represented  AT&T 
and  Illinois  Bell  in  rate  and  other  proceedings  before  the  Federal  Communi- 
cations Commission,  the  Illinois  Commerce  Commission,  and  in  the  courts. 
Over  the  same  period.  I  have  represented  other  clients,  including  railroads 
and  groups  of  railroads  in  rate  and  other  proceedings  before  the  Interstate 
Commerce  Commission.  Some  observations  on  the  telecommunications  and  rail- 
road industries  and  the  agencies  regulating  them  may  be  of  assistance  to  this 
subcnmmittee  in  considering  issues  raised  at  these  hearings. 

The  members  of  this  .subcommittee  are  well  aware  that  the  railroad  industry 
is  in  deep  trouble.  After  lengthy  hearings  last  year.  Congress  enacted  the  Re- 
gional Rail  Reorganization  Act  of  1073  in  which  is  found  that  "essential 
service  is  threatened  with  cessation  or  significant  curtailment."  and  that  the 
needs  of  the  public  "cannot  be  met  without  substantial  action  by  the  Federal 
Government."  '  That  Act  provides  a  governmental  process  for  planning  a  new- 
Consolidated  Rail  Corporation  as  a  financially  self-sustaining  rail  system  to  be 
created  out  of  the  railroads  in  the  Northeast,  particularly  Penn  Central,  that 
cannot  be  reorganized  under  normal  procedures.  Congress  has  authorized  $2 
billion  of  federal  money  for  acquisition,  rehabilitation  and  labor  protection. 
There  is  serious  question  whether  even  this  huge  sum  will  be  enough  federal 
money  to  achieve  the  Congressional  purpose,  and  a  three-judge  court  recently 
held,  in  a  decision  now  on  appeal,  that  the  Act  is  unconstitutional  for  failure 
to  provide  enough  money  for  railroad  creditor!?. 
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Wliile  the  problems  are  most  acute  for  railroads  serving  the  Northeast,  these 
problems  affect  the  entire  industry.  There  are  about  20  major  rialroads,  each 
operating  in  its  own  area  of  the  country.  Much  of  the  energies  of  railroad 
managements  is  devoted  to  fighting  among  themselves  over  divisions  of  joint 
freight  rates,  compensation  for  the  use  of  each  other's  freight  cars  and  other 
internal  disputes.  And,  because  joint  service  is  provided  by  interchange  of 
cars  among  separate  railroads,  car  shortages  and  other  service  deficiencies 
on  one  or  more  railroads  adversely  affect  the  entire  service. 

Unlike  the  fragmented  railroad  industry,  the  Bell  System  is  an  integrated 
nationwide  network  having  common  standards  of  service.  And,  unlike  the  rail- 
roads who  have  no  research  organization  worthy  of  mention  in  the  same  con- 
text as  Bell  Laboratories,  the  Bell  System  has  research,  development  and 
manufacturing  integrated  into  the  system  planing  that  has  brought  our  Nation 
the  world's  finest  telephone  service,  and  has  done  so  at  relatively  low  rates 
despite  inflationary  pressures.  The  interstate  freight  rate  level  of  the  railroads 
had  increased  about  50%  between  1967  and  early  1974,  and  another  10% 
increase  became  effective  June  20,  1974,  whereas,  by  contrast,  increases  and 
reductions  in  the  Bell  System's  interstate  rates  have  been  substantially  off- 
setting since  1967.  And  whereas  Penn  Central  and  other  bankrupt  railroads 
are  receiving  federal  aid  and  are  paying  no  taxes,  the  Bell  System  pays  some 
$41/^  billion  anually  in  federal,  state  and  local  taxes. 

With  these  contrasting  experiences,  it  is  not  surprising  that  observers  of  the 
railroad  scene  have  suggested  tliat  the  railroads  should  be  restructured  in 
the  model  of  the  nationwide  Bell  System.  The  President  of  Penn  Central,  Mr. 
Jervis  Langdon,  has  advocated  that  order  be  brought  out  of  the  "present 
confusion"  of  the  railroads  by  creating  a  "central  control,  along  the  lines  of 
the  American  Telephone  and  Telegraph  Company."  And  similar  opinions 
have  been  heard  from  such  disparate  sources  as  industrialist  Norton  Simon,' 
and  Attorney  General  (then  Senator)  Sazbe  who  proposed  legislation  that 
would  integrate  all  the  railroads  in  the  country  into  a  single  system  controlled 
by  a  holding  company,  citing  ATt&T  as  his  model.* 

What  is  surprising  is  to  find  witnesses  before  that  Subcommittee,  notably 
Professor  Melody,  proposing  that  the  Bell  System  be  broken  up,  with  the 
"24  Bell  System  operating  companies  .  .  .  separated  individually  from  the 
system,"  with  "Bell's  Long  Lines  Division  .  .  .  made  into  a  separate  transmis- 
sion company,"  and  with  the  "manufacturing  aflSliates  .  .  .  spun  off"  and 
"Bell  Laboratories  .  .  .  spun  off"  (August  1,  1973.  Committee  Print,  pp.  1240- 
41).  Such  a  proposal  would  restructure  the  Bell  System  in  the  present  model 
of  the  railroads,  at  the  very  time  when  the  relative  performances  of  the  two 
industries  in  serving  the  public  calls  for  serious  consideration  of  just  the 
opposite — an  integration  of  the  railroads  in  the  model  of  the  Bell  System. 

There  are,  of  course,  differences  other  than  structure  between  the  railroad 
and  telecommunications  industries.  For  example,  criticisms  of  some  railroad 
managements  for  diversification  into  unregulated,  sometimes  speculative  enter- 
prises have  no  application  to  the  Bell  System  which  confines  its  activities 
to  provision  of  regulated  telecommunications  services. 

But  there  is  one  similarity  in  the  development  of  the  railroad  and  telecom- 
munications industries  that  deserves  special  attention  because  of  current  efforts, 
discussed  before  this  Subcommittee,  to  introduce  so-called  competition  into 
telecommunications.  That  similarity  is  the  "value  of  service"  rate  structure 
and  the  effect  of  mixing  competition  and  regulation  in  the  context  of  such  a 
rate  structure. 

A  value  of  service  rate  structure  is  designed  with  a  view  to  the  broad  public 
interest,  as  contrasted  with  rates  geared  closely  to  costs.  In  the  early  years 
of  the  railroads,  often  at  the  behest  of  regulatory  agencies,  relatively  low 
freight  rates  (sometimes  called  "missionary  rates")  were  made  for  products 
of  agriculture,  forest  products  and  other  raw  materials,  while  relatively  high 
rates  were  maintained  for  manufactured  goods.  Congress  encouraged  this  ap- 
proach with  the  Hoch-Smith  Resolution  of  1925.  declaring  that  "the  lowest 
possible   lawful  rates"  be  established  for  "products  of  agriculture."  ^  For  in- 


2  Langdon,   Toward  a  National  Railroad   System,  N.Y.  Times,  April  1,   1973,  Section  3, 
P-   14. 

3  Transcript  of  Mr.   Simon's  New  York  meetinsr.  November  8.   1973,  pp.   3,   16,   24. 
*  S.  2526  ;  see  Concressional  Record  of  October  3,  1973,  p.  S.  18456. 
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dividual  commodities,  railroad  rates  were  designed  to  balance  producing  areas, 
cities,  and  ports  into  symmetrical  rate  structures  considered  desirable  but 
having  little  relationship  to  the  cost  of  handling  the  commodity .°  For  example, 
in  a  1929  case  concerning  port  relationships,  the  ICC  emphasized  that  costs  of 
service  had  never  been  regarded  as  determining  the  measure  of  railroad  rates, 
but  that  the  rates  should  be  made  in  'the  best  interests  of  the  carriers,  the 
ports  and  particularly  the  shippers." '  The  Supreme  Court  sanctioned  the  reg- 
ulatory policy  that  costs  of  service  were  not  "the  controlling  factor  in  rate 
making."  * 

However,  with  the  railroad  rate  structure  firmly  established  on  a  value  of 
service  basis,  modern  highways  were  constructed  and  trucks  were  able  to  haul 
freight  fraflBc  in  volume.  The  truckers  did  not  solicit  all  commodities  to  all 
points.  They  solicited  the  manufactured  products  and  other  commodities  as  to 
which  the  railroad  rates  were  relatively  high.  The  truckers  were  able  to 
charge  rates  lower  than  the  railroad  rates  (but  not  necessarily  lower  than 
the  railroad  costs),  and  to  attract  much  of  the  profitable  traffic  without  serving 
the  less  profitable  areas.  The  truckers  thus  engaged  in  the  process  known  as 
"cream-skimming." 

When  the  railroads  attempted  to  compete,  through  buying  their  own  trucks 
or  by  reducing  their  rates  to  meet  the  competition,  their  efforts  were  often 
frustrated  by  the  ICC.  The  ICC  severely  restricted  the  railroads'  use  of 
motor  carrier  technology  to  very  short  hauls,  with  the  express  purpose  of 
limiting  "full  railroad  competition  with  over-the-road  motor  carriers."  °  And 
the  ICC  cancelled  railroad  rate  reductions  designed  to  meet  competition  in 
order  to  protect  competitors  from  loss  of  traffic,  often  using  fully  allocated  cost 
concepts  condemned  by  economists  as  unsound.'"  The  role  of  the  ICC  has  been 
aptly  described  as  a  "giant  handicapper."  " 

As  a  result  of  artificial  restrictions  on  the  use  of  the  same  technology  avail- 
able to  competitors  and  on  the  making  of  competitive  rate  adjustments,  there 
was  neither  regulation  of  a  monopoly  nor  genuine  competition  in  surface 
transportation.  Instead,  we  have  had  a  mixture  reflecting  the  worst  of  both 
worlds.  The  Council  of  Economic  Advisers,  under  two  Presidents,  has  found 
that  the  ICC's  action  in  protecting  competitors  had  been  detrimental  to  the 
interests  of  the  consuming  public.'"  A  former  member  of  the  Council  has  esti" 
mated  that  detriment  as  amounting  to  billions  of  dollars  each  year."  As  the 
Federal  Railroad  Administrator.  John  W.  Ingram,  stated  earlier  this  year: 
"Artificially  sustaining  competition  hurts  the  whole  Nation  in  the  pocketbook. 
It's  unfair  to  a  far  greater  number  of  people.  It's  a  misallocation  of  trans- 
portation resources."  " 

The  telecommunications  industry  today  is  confronting  problems  that  arose 
in  the  railroad  industry  over  a  generation  ago.  Recent  FCC  deci.sions  have 
permitted  the  energy  of  competitors.  These  new  entrants  make  no  pretense  of 
seeking  to  serve  all  customers  over  all  routes.  Instead,  they  concentrate  on  the 
"cream"  portions  of  a  value-of-service  averaged  rate  structure. 

Telephone  rates  have  developed  over  the  years  with  the  primary  purpose 
of  promoting  universal  service.  Under  this  concept,  generally  bu.siness  users  of 
telephone  service  pay  higher  rates  than  residential  users  and  the  users  of 
optional  or  vertical  services  (such  as  extensions)  contribute  more  in  relation 
to  costs  than  basic  residential  service.  Long  distance  rates  are  set  on  statewide 
average   and.    for   interstate,    a    nationwide   average   basis.    In   1941.    the   FCC 


9  See  for  example.  Rate  Structure  Investigation,  Part  VII — Grai7i  and  Orain  Products, 
164  I.C.C.  (il9,  e.*?!.  697-698   (19.30).  ^^    „^,     ^^^    ,,nonN 

'Baltimore  Chamber  of  Commerce  v.  Ann  Arbor  R.R.,  159  I.C.C.  691,  696   (19J9). 
»  Alabama   Great  Southern  Southern  R.   Co.  v.   United  States,  340  U.S.  216.  223,  n.  4 
( 1951 ) 
^  See  United  States  v.  Rock  Island  Co.,  340  U.S.  414,  429-430,  437   (1951). 

10  See  American  Lines  v.  L.  &  N.  R.  Co.,  392  U.S.  571  (1968).  The  Department  of 
Justice  confessed  error  In  this  case,  but  the  Supreme  Court  sustained  the  action  of  the 
ICC  cancelling  reduced  rail  rates,  not  because  it  found  that  the  ICC  decision  represented 
sound  economics,  but  because  the  particular  statutory  standard  allowed  the  ICC  discre- 
tion to  cancel  the  railroad  rates  pending  an  ICC  determination  of  what  cost  theory 
should   be  adopted.  ..«„„> 

"7  CO.  V    N.Y.,  New  Haven  &  Hartford  R.R.,  372  U.S.  744,  758  (1963). 

12 1966  Annual  Report  of  the  Council  of  Economic  Advisors,  pp.  126-127  ;  1971  Annual 
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"Peck,  "Competitive  Policy  for  Transportation?",  in  "The  Crisis  of  the  Regulatory 
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held  that  there  should  be  "equal  charges  for  equal  services,"  notwithstanding 
differences  in  costs  in  different  areas  of  the  country,  emphasizing  that  "Tele- 
phone service  and  the  rates  charged  therefor  have  an  important  and  direct 
impact  on  the  daily  economic  and  social  lives  of  the  many  millions  of  indi- 
vidual telephone  users."  '° 

The  telephone  rate  structure  has  thus  been  designed  to  enable  telephone  users 
to  subscribe  to  basic  telephone  service  at  relatively  low  rates  on  the  theory 
that  telephone  service  is  more  valuable  to  all  users  when  the  maximum  num- 
ber of  people  can  be  reached  by  telephone.  This  concept  of  universal  service  has 
been  achieved  through  a  rate  structure  which  was  never  intended  to  reflect 
the  relative  costs  og  basic  residential  service  as  compared  with  elaborate  serv- 
ices to  business,  or  the  costs  of  light  density  long  distance  service  as  compared 
with  service  over  high  density  routes. 

New  entrants  to  the  telecommunications  business  do  not  attempt  to  serve 
the  light  density  routes  or  the  basic  residential  user.  Intercity  competitors 
concentrate  on  the  high  density,  low  cost  routes.  And,  in  the  terminal  equipment 
area,  unregulated  suppliers  selectively  attract  business  users  with  relatively 
long  location  life,  leaving  the  telephone  company  the  less  stable,  higher  cost 
business  customers  and  the  residential  users.  The  very  fact  of  the  entry  of 
competitors  forces  changes  in  the  value  of  service  rate  structure  in  the  direc- 
tion of  a  more  cost-oriented  rate  structure. 

Moreover,  the  intercity  private  line  market,  or  the  business  terminal  equip- 
ment market,  cannot  be  assumed  to  be  separable  markets  which  will  have 
no  effect  on  message  long  distance  rates  or  residential  basic  service  rates. 
There  is  considerable  cross-elasticity  between  intercity  private  line  services 
and  long  distance  message  service,  and  the  level  of  local  exchange  rates  for 
basic  residential  service  depends  upon  contributions  from  business  stations  and 
other  terminal  equipment.  Thus,  the  injection  of  competition  operates  to  de- 
stroy the  preexisting  value  of  service  rate  structure. 

If  there  were  to  be  true  competition  in  furnishing  telecommunication  serv- 
ices, the  Bell  System  would  probably  regain  most  of  its  present  business,  but 
under  a  very  different,  more  cost-oriented  rate  structure  that  would  entail 
substantial  increases  in  rates  for  residential,  smal  business  and  rural  users. 
Such  a  result  would  be  in  a  direction  just  opposite  that  sought  by  state  reg- 
ulatory commissions  in  their  efforts  to  allocate  as  much  as  possible  of  necessary 
statewide  rate  increases  to  services  other  than  basic  residential  telephone 
service.  But  Congress  and  the  Nation  cannot  have  it  both  ways.  There  cannot 
be  introduction  of  competition  into  a  previously  regulated  monopoly  area  with- 
out price  readjustments  that  may  help  some  users  but  will  adversely  affect 
the  users  of  basic  service. 

The  FCC,  having  injected  competitors  into  the  telecommunications  industry, 
has  not  permitted  genuine  competition.  The  FCC,  in  one  decision  reminiscent 
of  the  ICC  restrictions  on  the  railroads'  use  of  motor  carrier  technology,  has 
restricted  the  Bell  System  from  using  satellite  technology  in  providing  com- 
petitive private  line  service.'*  And  the  FCC  has  delayed  the  Bell  System's  com- 
petitive rate  adjustment,  and  has  failed  thus  far  to  repudiate  fully  allocated 
cost  theories. 

As  Mr.  Whitehead  stated  to  this  Committee  at  the  July  9  hearing,  the  FCC's 
decisions  are  "turning  the  Government  into  a  cartel  manager,  apportioning 
markets  among  the  'competitors'"  (Tr.  1609).  The  history  of  the  railroad  in- 
dustrv,  in  which  the  ICC  tried  to  play  the  same  role  of  "cartel  manager",  or 
"giant  handicapper",  amply  demonstrates  the  fallacy  of  pursuing  such  a  course 
in  the  telecommunications  industry. 

It  has  been  said  that  those  who  do  not  study  history  are  condemned  to 
repeat  it.  If  we  are  to  learn  anything  from  our  regulatory  history,  we  should 
know  bv  now  that  permitting  the  entry  of  selective  competitors  and.  at  the 
same  time,  regulating  to  protect  those  competitors,  is  the  worst  of  all  worlds 
for  the  consuming  public. 


^-  Department  of  Public  Service  of  Washington  v.   Pacific  Tel.  rf   Tel.  Co..  8  F.   C.  C. 

^«  In    the    }fatier   of   E/ttahlMiment   of   Domestic   Communicntio7i-s   in   ftateUite  Facilities 
hy  Non-Governmental  Entities,  38  F.C.C.  2d  665,  676-679  (1972). 
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Exhibit  7. — Prepared  Stcutement  of  Mr.  Baker 

Pbbpaeed  Statement  of  William  O.  Baker  on  Behalf  of  American 
Telephone  &  Telegraph  Company 

qualifications 

My  name  is  William  O.  Baker  and  I  live  in  Morristown,  New  Jersey.  I  am 
president  of  Bell  Telephone  Laboratories. 

I  received  a  Ph.D.  degree  from  Princeton  University  in  1938  and  joined  the 
Research  Department  of  Bell  Laboratories  in  1939.  I  was  placed  in  charge  of 
polymer  research  and  development  in  1948.  Subsequently,  I  was  appointed 
Assistant  Director  of  Chemical  and  Metallurgical  Research  and  later  made 
Director,  Research,  Physical  Sciences.  In  1955  I  was  appointed  Vice  President, 
Research— a  post  I  occupied  until  1973  when  I  assumed  my  current  responsi- 
bilities. 

Perhaps  the  following  examples  of  activities  reflect  my  continuing  endeavor 
to  generate  new  science  and  to  enhance  its  application  for  the  well-being  of 
our  nation  and  our  firm.  I  serve  on  the  Energy  Research  and  Development 
Advisory  Council :  Project  Independence  Advisory  Committee,  Federal  Energy 
Oflace;  National  Commission  on  Libraries  and  Information  Science;  National 
Council  on  Educational  Research,  National  Institute  of  Education;  Board  of 
Higher  Education  of  New  Jersey  ;  Advisory  Board  on  Military  Personnel  Sup- 
plies, NRC  ;  Scientific  Advisory  Board,  NSA ;  Evaluation  Panels,  Advisory  to 
the  National  Bureau  of  Standards,  NAS-NRC ;  National  Cancer  Advisory 
Board;  Scientific  Advisory  Board  of  the  Robert  A.  Welch  Foundation;  Man- 
agement Advisory  Council,  Oak  Ridge  National  Laboratory;  and  Commission 
on  Critical  Choices  for  Americans.  I  have  served  on  a  number  of  other  ad- 
visorv  panels  for  the  Federal  Government,  including  the  Panel  on  Physical 
Chemistry  for  the  Oflice  of  Naval  Research,  Consultant  Panel  of  Operations 
Evaluation  Group  of  the  U.S.  Navy,  the  Liaison  Committee  for  Science  and 
Technology  of  the  Library  of  Congress,  the  Board  of  Regents  of  the  National 
Library  of  Medicine,  Air  Force  Systems  Command  Board  of  Visitors,  Con- 
sultant to  Department  of  Defense,  and  several  panels  for  the  National  Academy 
of  Sciences/National  Research  Council  and  for  the  U.S.  Chamber  of  Com- 
merce. I  am  a  past  charter  member  of  the  President's  Science  Advisory 
Committee  and  of  the  National  Science  Board  of  the  National  Science  Foun- 
dation. 

My  own  research  has  studied  the  nature  of  solid  matter,  and  especially  that 
composed  of  very  large  molecules  called  polymers,  of  which  all  living  tissue 
as  well  as  synthetic  plastics  and  rubbers  are  composed.  Indeed,  during  World 
War  II.  this"  work  was  basic  to  the  solution  of  the  materials  crisis  represented 
by  the  National  Synthetic  Rubber  Program.  (My  superiors  and  I  had  responsi- 
bhitv  for  the  technical  portion  of  that  project— the  largest  Federal  R&D  effort 
up  to  that  time.)  So  while  I  don't  quite  go  back  to  Dr.  Alexander  Graham 
Bell's  time,  the  Age  of  20th  Century  Science  and  Engineering  has  been  pretty 
well  covered. 

I  am  a  recipient  of  the  Perkin  Medal,  the  Priestley  Medal,  the  Honor  Scroll 
of  the  American  Institute  of  Chemists,  the  Award  to  Executives  from  the 
American  Society  of  Testing  and  Materials,  the  Edgar  Marburg  Award,  the 
Industrial  Research  Institute  Medal,  and  last  year  the  Proctor  Prize,  the 
Frederik  Philips  Award,  and  the  Industrial  Research  Man  of  the  Year  Award. 
I  have  received  honorary  degrees  from  Washington  College.  Stevens  Institute 
of  Technology.  Georgetown  University.  University  of  Pittsburgh,  Seton  Hall 
University.  University  of  Glasgow,  the  University  of  Akron,  The  University 
of  Michigan.  Saint  Peter's  College,  Monmouth  College.  Polytechnic  Institute 
of  Brooklyn,  University  of  Pennsylvania,  and  Clarkson  College  of  Technology. 
I  am  a  member  of  the  Board  of  Directors  for  Annual  Reviews.  Inc. :  Council 
on  Library  Resources;  Clinical  Scholars  Program  of  The  Robert  Wood  John- 
son Foundation  :  The  Third  Century  Corporation,  and  a  Trustee  of  The  Aero- 
space Corporation ;  Carnegie-Mellon  University ;  Princeton  University :  Rocke- 
feller University ;  The  Andrew  W.  Mellon  Foundation ;  Urban  Studies,  Inc.. 
The  Fund  of  New  Jersey. 

I  am  a  Fellow  of  the  American  Physical  Society,  the  American  Institute  of 
Chemists,  and  of  the  American  Academy  of  Arts  and  Sciences.  I  am  a  member 
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of,  and  have  served  on  the  council  of,  the  National  Academy  of  Sciences  and 
the  National  Institute  of  Medicine,  and  as  a  member  of  the  American  Chemical 
Society  have  arranged  preparation  uf  environmental  and  related  reports  on 
public  policy. 

STATEiMENT 

I  appear  before  this  Committee  as  a  representative  of  the  Bell  System,  but 
my  remarks  will  be  based  on  my  lifetime  involvement  in  science  and  tech- 
nology, not  only  as  carried  out  at  Bell  Laboratories,  but  also  in  various  aca- 
demic and  Governmental  institutions. 

It  is  in  this  regard  that,  as  I  review  the  transcript  of  these  proceedings, 
I  wish  that  it  contained  more  concerted  discussion  of  science  and  technology. 
The  omission  is  unworthy  of  the  broad  purposes  of  the  Committee's  activity. 
Hence  I  welcome  indeed  an  occasion  to  describe  briefly  how  science,  technology, 
and  innovation  arising  from  them,  are  related  to  industrial  structure,  the  Bell 
System  mission,  and  competition. 

First  we  should,  in  the  time-honored  way  of  science,  comment  quickly  on 
definitions.  Competition  as  a  mode  of  expression  of  human  energy  and  purpose 
to  excel,  to  be  there  first,  to  do  the  best,  is  a  primary  ingredient  of  all  re- 
search and  development,  and  most  particularly  in  the  ways  these  are  prac- 
ticed in  industrial  laboratories,  especially  in  the  laboratories  of  the  Bell 
System.  Indeed,  as  you  well  know,  the  semantic  origins  of  the  word  compe- 
tition are  synonymous  with  those  of  competence.  The  pride  that  we  take  in 
American  science  and  engineering,  such  as  that  of  the  Bell  System,  which  has 
been  approved  by  our  critics  in  your  Hearings,  is  based  on  competence.  This 
indeed  arises  directly  from  the  ceaseless  and  productive  competition,  in  all 
phases  and  all  levels,  of  our  people  with  the  rest  of  the  world's  community, 
and  even  with  each  other. 

Molecules  do  not  know  whether  they  are  present  in  alleged  monopoly  or 
assumed  free-marketry  programs,  but  they  are  the  stuff  of  the  most  intense 
and  refined  intellectual  rivalry,  which  in  fact  is  a  day-to-day  quality  of  life 
in  the  Bell  System  and  its  industrial  contemporaries  around  the  world.  In 
fact,  this  rivalry  in  research  and  development  is  the  more  fierce  the  larger 
the  institution.  It  is  interesting  to  note  that  whatever  truth  there  may  be  to 
claims  that  two  to  three  auo  companies  control  that  business,  and  the  big 
computer  makers  dominate  that  field,  and  the  big  chemical  companies  hold 
captice  their  lines,  and  that  big  telephone  overshadows  its  1800  fellow  com- 
panies in  the  U.S.,  the  laboratories  of  these  enterprises  compete  with  each 
other  extensively  for  progress  which  is  indeed  common  to  all.  The  laws  of 
nature  are  just  that  way — a  new  energy  source  is  good  for  General  Motors 
or  Ford  but  involving  atoms  and  molecules  and  waves  as  it  will,  is  something 
that  General  Electric  and  IBM  and  AT&T,  and  for  that  matter,  duPont  and 
Warner-Lambert,  are  deeply  affected  by.  But  hundreds  of  small,  market- 
oriented  laboratories  simply  seek  technical  (and  trade)  differentiations  of 
their  products.  No  transferable  innovation  results.  Thus,  at  the  very  roots 
of  the  matter,  we  find  that  the  oft-discussed  rubric  of  "industry  structure" 
has  little  meaning  for  the  forward  thrust  of  human  affairs  as  embodied  in 
natural  science  and  engineering. 

But  the  problem  of  meaning  and  understanding  goes  beyond  this.  For  com- 
petition to  mean  anything  really  relevant  to  the  concerns  of  this  Subcommittee, 
apparently  it  has  to  be  embroidered  by  a  host  of  economic  traditions  and 
theories.  That  is,  it  has  to  do  with  market  structure  and  entry,  but  this  a.spect 
has  not  been  shown  to  be  generally  necessary  to  the  actual  liberation  of  energy 
and  application  of  human  talent  in  the  broader  meanings  of  compete  and 
competence.  Parenthetically,  we  might  note  that  this  already  raises  a  caution 
from  the  scientific  aspect,  .since  while  theory  in  physical  science  has  an  un- 
questionable record  reaching  from  Newton  and  gravity  to  the  nuclear  age,  it 
is  awkward  to  find  a  validation  of  economic  theory  with  respect  particularly 
to  innovation.  If  there  is  one,  I  am  sure  somebody  would  like  to  bring  it  to  the 
attention  of  these  hearings. 

Now  this  is  not  a  trivial,  even  though  possibly  un.settling,  remark.  Unless 
this  can  be  proved  to  be  wrong,  are  we  not  taking  rather  sinister  risks  for 
the  future  of  our  free  society  in  assuming  some  consistent,  even  sacred,  gen- 
erality of  qualities  in  a  market  structure  defined  by  a  priori  formulae?  I 
believe  we  can  demonstrate  that  it  is  indeed  unsound  to  assume  such  gener- 
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ality.  In  fact,  the  proposed  irreversible  application  of  these  unsubstantiated 
generalizations  to  the  telecommunications  industry  seems  to  be  both  wrong 
and  dangerous.  We  shall  try  to  explain  this  matter  in  technically  simplified 
ways,  but  we  might  first  just  note  a  couple  of  the  underlying  features.  One 
is  that  a  product,  a  single  thing,  a  component,  such  as  is  the  currency  of 
conventional  market  activity  (the  appropriate  example,  long  ago  adopted  by 
the  profession  of  economics,  is  the  mousetrap)  has  little  or  no  meaning  for 
an  operating  system.  Accordingly  its  developers,  and  makers  and  sellers,  really 
have  no  way  of  taking  responsibility  for  its  performance  short  of  owning  or 
operating  the  using  system  itself.  Further,  in  the  situation  with,  say,  tran- 
sistor radios,  where  the  physciological  system  is  identical  with  the  purchaser 
who  can  make  his  own  decisions  and  evaluations  immediately,  or  with  mouse- 
traps, where  although  there  might  be  considerable  benefit  from  a  wider  sys- 
tems analysis,  the  critical  function  can  be  pretty  well  contained  in  the 
marketed  product   itself— its  compatibility  demands  are  modest. 

In  contrast,  systems  technology  and  innovation  of  the  kind  we  are  treating 
demand,  at  every  stage,  that  every  component,  every  part,  from  the  wire  on 
the  telephone  pole  to  the  elegant  digital  processors  of  the  No.  4  ESS,  (which 
surpass  in  reliability  and  magnitude  the  very  best  electronic  computers  and 
modern  engines)  must  balance  in  properties  (including  life  span  and  cost) 
with  all  the  other  systems  ingredients.  These,  in  the  case  of  the  Bell  System, 
number  some  10"  (millions  of  millions)  discrete  elements.  An  entrepreneur, 
a  product  marketer,  would  not  have  the  same  incentive  to  burden  his  product 
design,  development,  and  manufacture  with  responsibilities  for  endurance  and 
precise  optimization  of  such  a  plant,  (much  of  it  is  already  decades  old,  and 
must  last  for  many  more  decades  into  the  future).  For  he  has  no  responsi- 
bility for  the  operation  of  that  plant,  for  the  provision  of  its  services  on  a 
univer.sal  and  timely  basis  to  any  and  all  of  the  American  people.  The  livelier 
he  is  in  making,  shall  we  say,  integrated  circuit  boards  for  everybody's  en- 
joyment in  record  players,  hand  pocket  calculators,  movie  camera  controls, 
and  machine  tool  programmers,  the  less  interested  he  will  be  in  the  extra  and 
often  agonizing  effort  of  assuring  performance  and  reliability  that  our  systems 
demand.  Thus,  we  find  with  our  No.  1  ESS  machine  that  maintenance  oyer 
the  years  is  50%  less  than  for  comparable  switching  investment  with  earlier 
designs,  and  that  the  No.  4  ESS  machine  can  be  arranged  to  take  up  1/6  of 
the  space  of  the  prior  equivalent  toll  switching  facilities.  These  systems  design 
features  impact  on  the  integrated  circuit  packs  with  requirements  yielding 
savings  for  telephone  subscribers,  which  is  not  the  prime  motive  of  the  com- 
ponents manufacturer. 

This  unique  continuity  of  technical  action,  from  the  basic  discoveries  and 
invention  through  to  direct  operations  in  the  network,  is  possible  only  through 
joint  effort  with  the  Western  Electric  Company.  The  Western  Electric's  role 
in  the  conversion  of  .science  and  engineering  into  continuously  evolving  con- 
version of  science  and  engineering  into  continuously  evolving  telecommunica- 
tions capability  is  unparalleled  in  industry  or  government.  Without  subjecting 
the  exploratory  programs  or  the  final  development  and  design  at  Bell  Labora- 
tories to  self-interested  control,  or  even  to  pressures  for  manufacturing  con- 
venience, the  Western  Electric  responds  to  the  modes  and  needs  for  innovation 
with  alacritv  and  high  technical  competency  and  understanding. 

Such  a  way  of  accomplishing  the  difficult  phases  of  converting  new  ideas  and 
devices  into  something  actually  ucable  and  makable  is  not  found  in  conven- 
tional market-  (as  opposed  to  systems-)  ruled  enterprises.  Not  only  does  the 
Western  Electric  provide  a  daily  liaison  and  cooperation  at  the  various 
branches  of  Bell  Laboratories  situated  at  major  Western  Electric  plants  (but 
allowed  to  operate  wholly  autonomously  therewith),  but  further,  its  own 
laboratories,  the  Engineering  Research  Center,  vigorously  prepare  for  new 
and  versatile  manufacturing  processes  which  are  intimately  coordinated  with 
the  design  and  developmentof  new  products  and  systems  at  Bell  Laboratories. 
Thus,  in  thin  film  technology  a  variety  of  basic  processes  were  being  explored 
at  the  ERC  simultaneously  with  the  experimental  work  on  the  circuitry 
and  devices  at  Bell  Laboratories.  As  synthetic  plastics  became  major  struc- 
tural elements  in  the  Bell  System  in  new  Bell  Laboratories  designs,  the 
ERC  conducted  pioneering  studies  of  improvements  in  extrusion  and  of  new 
processing  machinery. 


4448 

Many  other  elements  of  the  Western  Electric's  role  have  been  described  in 
other  records  for  this  Subcommittee,  such  as  by  Mr.  Stephen  Fletcher.  How- 
ever, in  the  context  of  this  report,  about  engineering  and  science,  the  institu- 
tional and  personal  affiliation  with  the  Western  Electric  is  intrinsic  to  the 
whole  innovation  process  we  pursue.  For  instance,  in  the  matter  of  quality 
assurance  (the  result  of  Quality  Control,  a  statistical  technique  discovered 
at  Bell  Laboratories,  which  is  regarded  by  the  industrial  world  as  the  essen- 
tial step  in  serial  production  of  product),  the  Bell  Laboratories  has  inde- 
pendent responsibility  for  maintaining  the  highest  performance  of  all  AVestern 
Electric  output  on  behalf  of  the  operating  companies.  This,  of  course,  is  a 
primary  object  of  systems  innovation  through  the  design  and  development 
method.  But  invariably,  and  often  at  large  initial  cost  and  difficulty,  the 
Western  Electric  responds  to  our  extensive  and  incisive  requirements  for  tests 
and  quality  checks,  both  at  the  early  stages  and  throughout  manufacturing 
schedules.  Bell  Laboratories  has  the  responsibility,  and  exercises  it  whenever 
needed,  of  closing  down  production  lines  if  they  produce  unsatisfactory  quality. 
Yet,  by  remarkable  merging  of  interests,  and  the  literal  as  well  as  presumed 
integration  of  purpose,  the  cooperation  of  the  Western  Electric  from  pro- 
duction man  to  top  management  in  accepting  and  improving  with  incessant 
economy  the  host  of  new  systems  features,  as  we  shall  sample  them  below, 
is  simply  indispensable  to  the  function  of  research  and  development  in  tele- 
communications. And  this  is,  indeed,  the  proper  scope  to  cite,  since  the  manu- 
facturing methods  and  processes  of  the  Western  Electric  are  recognized 
throughout  the  independent  telephone  industry  as  well  as  in  Government  as 
the  preferred  and  pacesetting  paths  by  which  new  things  are  made  into  real 
devices  and  systems. 

Bell  Laboratories  depends  on  every  element  of  an  ingenious  Western  Elec- 
tric organization,  including  such  things  as  the  Western  Electric  Training 
Center  for  ESS  operation  at  Columbus,  Ohio,  where  more  than  1200  experts 
were  produced  in  1973  alone.  We  depend  upon  the  Product  Engineering  Con- 
trol Centers  (PECC),  where  the  complex  innovation  of  new  telecommunica- 
tions facilities  is  managed,  from  the  intricate  engineering  through  to  the 
ultimate  economics  and  logistics.  It  depends  on  this  structure  for  the  transla- 
tion of  its  novelty  into  use  just  as  fully  as  our  creativity  depends  on  our 
own  human  resources  and  laboratory  facilities.  As  we  shall  see  in  the  follow- 
ing, our  greatest  stimulus  to  creativity  is  the  close  bond  to  the  operating 
telephone  network,  which  permits  us  to  gauge  what  is  real  and  what  is 
illustory  in  new  technology.  Equally,  the  stimulus  to  ingenious  design  and 
optimal  economy  of  new  products  comes  from  this  same  intimate  co-working 
with  the  Western  Electric  production.  This  is  being  shown  presently  and 
strikingly  in  the  Denver  laboratory  for  the  design  of  PBXs  and  related  cus- 
tomer facilities  located  at  the  Western  Electric  factory,  which  quickly  trans- 
lates this  development  into  a  useful  hardware.  This  is  how  we  can  constantly 
advance  telephone  user  services. 

But,  it  is  claimed  these  features  of  network  compatability  and  reliability 
do  not  extend  to  things  like  terminal  equipment  which  are,  instead,  wrongly 
claimed  to  operate  independently  of  the  system.  Examples  of  such  equipment 
are  presumably  at  the  ticket  counter  for  airlines  or  maybe  units  for,  seat 
assignment  and  fare  collection  for  the  Amtrak  Metroliner,  or  the  telephone 
set  itself,  or  a  data-phone  accessory,  or  a  total  distributing  system  called  a 
PBX,  etc.  I  assert  to  the  contrary  that  there  is  a  direct  and  mutual  influence 
between  innovation  in  telephones  and  other  terminal  equipment  and  the  inti- 
mate coordination  of  the  new  qualities  of  such  apparatus  with  known  and 
controllable  signaling,  transmission  and  switching  parameters  of  the  system 
to  which  it  must  be  attached.  This  appears  especially  in  a  vast,  sensitive 
structure  like  the  Long  Lines  operation,  but  acts  also  in  local  networks. 
Further,  the  responsibilities  of  such  attachments  have  a  profound  influence 
on  the  generation  of  new  science  and  engineering  by  the  professional  experts, 
when  they  know  that  they  are  part  of  the  .same  enterprise  that  will  use  their 
creations. 

Thus,  the  history  of  key  telephone  systems  and  auxiliary  products,  sub- 
mitted by  Mr.  Frank  A.  McDermott.  Jr.  to  the  Hearings  oof  this  Subcommittee, 
continues  uninterrupted  since  the  lA  system  of  2938.  This  flow  of  system 
Innovation  through  terminal  equipment  research,  development,  design,  and 
manufacture   shows  interesting  characteristics  of  the  themes   we  have  noted 
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above.  Above  all,  it  illustrates  the  pressure  constantly  exerted  by  consistent 
systems  optimization  in  engineering  and  operations,  for  innovation  and  im- 
provement. Thus,  the  intimate  liaison  of  the  engineering  and  operations 
departments  of  the  AT&T  Company  and  of  its  Long  Lines  with  Bell 
Laboratories  provides  a  guiding  thrust  for  our  creation  of  new  components 
and  systems.  We  report  categorically  that  this  pressure  far  exceeds  any 
alleged  market  stimulus  even  for  products  such  as  terminal  equipment.  Thus, 
for  these  reasons,  alleged  competition  for  furnishing  seemingly  isolated  parts 
of  an  operating  system  results  in  neither  satisfactory  quality  and  reliability 
of  such  components  nor  in  actual  force  for  innovation  and  improvement. 

So,  let  us  get  into  the  record  of  kep  telephone  technology.  As  Mr.  McDer- 
motfs  report  shows,  a  constant  advance  was  in  the  speeding  of  response  to 
customer  usage  habits.  It  was  also  in  the  simplification  and  economy  in  in- 
stallation and  operation  of  the  units.  All  during  this  time  (marked  in  the 
first  decade  by  a  5  db  transmission  gain  for  the  basic  telephone,  followed  by 
the  introduction  of  wire-spring  relays  and  printed  circuitry,  and  in  the  next 
decade  by  voice-switched,  hands-free  transistorized  spe^kerphone,  and  soon 
after  that,  in  the  early  1960s,  by  repertory  dialers  and  the  use  of  plug-in, 
easily  maintained  and  rugged  circuitry),  one  set  of  requirements  presented 
constant  challenge.  They  were  the  need  for  full  electric  powerlines  to  come  to 
the  various  key  telephone  sets.  This  was  because  the  most  practical  operation 
by  the  user  required  signal  lights,  even  though  small  ones.  These,  based  on 
incandescent  bulbs,  took  extra,  expensive  and  often  cumbersome  powerlines 
(and  one  would  say,  nowadays,  also  an  energy  increment).  Now  this  signal 
lamp,  or  optical  signaling,  market  is  exceedingly  broad,  for  as  you  know, 
winking  lights  characterize  almost  every  instrument  panel,  control  unit  and 
other  display  system.  Nevertheless,  despite  the  prosaic  presumed  market, 
these  electric  lamps,  always  in  the  case  of  telecommunications  and  often  in 
the  case  of  other  instrument  usage,  had  to  be  parts  of  the  system  that  re- 
(luired  extraordinary  reliability  and  uniformity.  Replacing  these  lamps  comes 
to  be  an  intolerable  cost  for  key  telephone  operation,  since  one  would  be 
using  hours  of  expensive  labor  for  cents  worth  of  materials'  cost  and  function. 
The  results  were,  as  we  have  postulated  they  would  be,  that  over  these  decades 
no  advances  of  any  importance  were  made  in  this  field  by  the  general  trade. 
This  was  especially  true  in  that  vigorous  portion  of  industry  which  makes 
electrical  components. 

The  telephone  companies,  however,  demonstrated  emphatically  that  some 
better  display  and  signaling  system  was  necessary.  This  was  recognized  in 
Bell  Laboratories  long  ago,  at  the  beginning  of  the  new  era  of  solid  state 
electronics,  which  was  generated  there  in  the  late  '40's.  It  was  made  part 
of  our  development  agenda.  Further,  in  research  programs  at  Bell  Laboratories 
we  had  long  ago  recognized  that  the  production  of  electromagnetic  radiation 
in  any  new  form  is  significant  for  better  options  and  services  for  telecom- 
munications. Thus,  in  .specific  case  and  apparatus  authorizations,  through 
which  we  administer  the  forward-planned  studies  in  Bell  Laboratories,  includ- 
ing one  of  November  1,  1955,  and  of  January  1,  1956,  and  of  January  1,  1957, 
a  basic  effort  was  expanded.  It  was,  to  see  whether  a  class  of  crystals,  known 
as  the  III-V  compounds  that  had  been  identified  by  Welker  in  Germany,  and 
that  were  transparent  to  visible  light,  couid  in  fact  be  made,  through  the 
general  principles  of  holes  and  electrons  that  we  discovered  as  forerunners 
of  the  transister,  into  new  light  sources  and  signalers.  Already,  Chynoweth 
and  McKay  had  reported,  from  our  fundamental  studies  of  junction  physics, 
the  very  heart  of  the  whole  field  of  solid  state  electronics  which  now  pro- 
vides more  than  $30  billions  of  the  gross  national  product,  that  light  could  be 
produced  from  reverse  biased  structures.  The  rest  of  the  chronicle  is  an 
elegant  but  entirely  typical  record  of  scientific  and  technical  creativity,  for 
systems  advance.  You  have  gue.ssed  the  present  phase,  which  is  that  all  key 
telephones  will  now  have  signal  lights  of  various  colors,  thereby  notably  ex- 
tending their  functions.  They  are  pioneered  and  commercially  produced  by 
the  Western  Electric  Company  and  others.  They  are  so  eflScient  in  their  power 
demands  that  they  are  simply  powered  over  the  ordinary  telephone  lines, 
require  virtually  no  maintenance,  and  they  are  at  a  cost  fully  competitive 
(and  that  is  the  place  where  competition  animates  us  every  hour  of  everr 
day  throughout  the  Bell  System)   with  any  other  availal)le  unit. 


445Q 

The  incandescent  bulb  of  Edison,  tlie  fluorescent  light  invented  by  Boutry 
and  his  associates,  and  these  light  emitting  diodes  are  three  great  steps  iu 
the  illuniination  for  mankind  since  the  candle  and  the  oil  lamp.  What  may 
not  be  so  obvious  is  that  a  vital  new  chapter  in  sceince  and  engineering  has 
come  from  this  work — this  thesis  that  systems  innovation  in  a  vertically  in- 
tegrated industry  driven  toward  improvement  of  components  and  equipment 
in  ways  that  are  not  found  in  anyelement  of  general  market  activity  endeavor. 
For  now  pocket  calculators,  hand  computers  (and  hosts  of  the  larger  ones) 
and  increasingly  a  wide  range  of  other  machinery  depend  on  light  emitting 
diodes  (LEDs  as  they  are  known  now)  for  their  output.  The  LEDs  enable 
new  circuit  elements  such  as  the  optical  isolator.  They  are  also  essential  in 
the  systems  of  optical  communication  and  data  processing  now  being  developed. 
This  happened  in  America  because  we  have  allowed  industries  of  this  scope 
and  character  to  pursue  the  most  fundamental  concepts  of  physical  science, 
the  very  action  of  electrons  and  waves,  of  quantum  entities  envisioned  by 
Einstein.  This  work  has  been  translated  by  Bell  into  practical  technology,  and 
through  out  patent  and  licensing  and  publication  policies,  has  been  made  also 
available  to  any  other  industry  that  will  find  additional  uses  for  public  and 
economic  benefit. 

The  upsurge  that  we  have  summarized  in  these  few  lines  had,  of  course,  a 
long  path.  It  involved  the  careers  and  commitments  of  many  talented  people. 
They  apparently  felt  that  the  opportunities  in  an  integrated  technological 
industry  were  worthy  of  their  life  aspirations.  Some  such  feelings  surely 
Influenced,  for  example,  Frosch  and  Thurmond,  when  they  produced  a  method 
for  the  chemical  synthesis  of  hyperpure  gallium  phosphide,  the  crystal  which 
does  it  all.  I  say  this  not  only  because  of  my  clo.se  association  with  them  as 
colleagues  during  their  careers  with  us,  but  also  because  the  first  experimental 
and  then  the  first  full-scale  production  apparatus  for  this  synthesis,  made 
at  Western  Electric,  involves  the  high  pressure  containment  of  phosphorous. 
This  is  done  under  conditions  of  such  hazard  and  diflBculty  as  makes  the 
whole  technique  of,  for  instance,  phosphorus  firebombs,  which  occupied  the 
attention  of  hundreds  in  both  world  wars,  seem  simple  in  comparison.  But, 
you  may  ask,  why  did  the  telephone  system,  specifically  Western  Electric  and 
the  Bell  Laboratories,  master  this  dangerous  but  now  completely  tamed 
methodology  for  which  a  vast  chemical  industry  might  have  been  better 
e(iuipped?  Well  of  course  we  did,  as  always,  seek  the  help  of  our  sister  indus- 
tries in  these  innovations.  But  at  the  time,  with  requirements  for  comp'etely 
new  properties,  it  was  soon  established  that  there  was  no  way  to  do  it  but 
our  own. 

The  .same,  of  course,  was  true  for  Pfann's  invention  of  zone  refining,  which 
created  the  first  usable  matter  for  transistors.  It  is  the  worldwide  basis  for 
production  of  all  silicon,  germanium,  and  related  substances  on  which  solid 
state  electronics  depends.  The  fifth  anniver.sary  a  week  or  so  ago  of  Arm- 
strong's landing  on  the  moon  reminds  one  of  Sir  John  Cockcroft's  observation 
a  few  years  ago,  that  without  these  solid  state  devices  no  space  exploration, 
.satellite  orbiting  or  missile  production  would  have  been  possible. 

This  year  is  the  twentieth  anniversary  of  the  Bell  solar  cell,  a  junction 
device  showing  the  inverse  of  the  qualities  that  we  have  described  for  the 
light  emitting  diode  for  key  telephone  systems.  This  device,  discovered  in 
our  laboratories  by  Pearson,  Fuller  and  Chapin,  has  been  the  energy  source 
for  all  space  vehicles  in  history,  including  exceedingly  careful  copies  of  our 
structure  made  by  the  Soviets  in  their  very  earliest  Sputniks.  In  the  solar 
cell,  photons  of  light  hitting  the  junction  generate  an  electric  current,  the 
symmetrical  function  to  what  we  have  described  in  the  production  of  light 
by  the  reversed  biased  junction  effect.  Again,  industries  have  been  founded 
on  this  cell,  and  in  the  future  vastly  increased  activity  will  be  attempted  in 
augmenting  our  desperately  needed  national  energy  requirements.  You  may 
have  noticed  that  recently  the  Mobil  Oil  Company  and  the  Tyco  Laboratories 
in  Boston  have  entered  into  a  joint  program  for  the  development  of  thin 
silicon  films  (which  will  be  related  to  our  Bell  System  work  on  thin  film 
integrated  circuitry)  for  large-scale  electric  power  generation.  This  will,  of 
course,  be  based  on  exactly  the  configuration  and  effect  of  the  solar  cell,  whoi^e 
experimental  application  for  remote  telephone  powering  was  tried  out  more 
than   a    decade   and   a   half  ago.    Once  more,   the   unity   of   System   operation. 
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Western    Electric   production   and   Bell   Laboratories   development  caused   this 
ciiange  to  happen. 

So  perhaps  you  will  be  intrigued  that  these  are  some  of  the  ways  in  which 
the  response  to  a  system's  need,  in  the  primary  case  of  the  key  telephone,  has 
stimulated  innovation  in  markets  that  are  competitive  in  the  sense  of  S. 
llbV,  like  any  garment  making  or  soda  pop,  it  is  hard  to  find  quite  similar 
evidence.  By  the  way,  however,  there  is  some  innovation  in  garment  making, 
but  it  hasn't  happened  at  all  through  competition  in  that  industry.  The  most 
important  part  of  it,  of  course,  is  the  use  of  synthetic  fibers,  which  has  revo- 
lutionized the  comfort,  economy  and,  not  so  incidentally,  ecology  of  the  de- 
veloped world.  But  the  point  it,  these  fibers  came  from  the  relatively  integrated 
chemical  industries  which  were  interested  in  raw  materials  which  could  be 
converted  directly  by  them  into  a  systems  function,  such  as  that  of  a  fiber  and 
fabric.  Some  of  iis,  in  behalf  of  the  American  Chemical  Society,  have  recently 
documented  this  extraordinary  saga  in  the  report  entitled  "Chemistry  and 
the  U.S.  Economy."  There  are  some  pretty  deep  lessons  in  it  for  critics  of 
industry  concentration  and  integration  and  for  the  relationship  between  inno- 
vation and  market  allocation  and  dispersion.  But  all  this  is  not  the  reason  I 
refer  to  it  here.  The  reason  is  that  another  recent  and  dramatic  innovation 
in  garment  is  that,  led  by  the  French  industry,  increasingly  the  economic  and 
vvastefree  cutting  of  valuable  fabric  to  fit  the  human  shape  is  done  by  a  laser 
beam.  This  is  laser  energy,  or  coherent  light,  discovered  by  Schawlow  and 
Townes  in  the  Bell  Laboratories  in  1958.  At  last  another  age-old  human 
labor  is  being  relieved.  The  snip-snip-snip  of  the  shears  replaced,  to  be  sure, 
in  many  centers  by  the  use  of  expensive  machine  cutters  will  soon  be 
abolished  by  the  use  of  the  fourth  great  advance  in  light  generation  in  modern 
history. 

Once  more  you  will  know  that  new  industries  have  already  been  derived 
from  this  finding.  We  shall  point  out  later  that  it  can  lead,  if  we  are  given 
the  chance  to  apply  it,  to  as  dramatic  an  advance  in  telecommunications  as 
Bell  work  on  radio  and  coaxtal  cables  and  waveguides  has  already  achieved 
for  our  nation  and  the  world.  But  right  now  my  point  is  different.  It  merely 
is  that  our  pressing,  relentless,  internal  competition  for  systems  improvement, 
for  new  ways  of  modulating  the  energy  of  signals  to  handle  human  informa- 
tion, led  us  to  the  laser.  It  led  us  to  the  phenomena  of  energetic  population 
inversion  that  Townes  perceived  first  in  principle,  stemming  from  his  original 
work  in  microwave  spectroscopy  at  the  Bell  Laboratories  just  following  World 
War  II.  It  is  fascinating,  although  chilling,  to  speculate  on  what  might  have 
happened  if  one  had  depended  on  dispersed,  fragmented  free-market  stimulus 
to  introduce  lasers  into  the  free  world.  For  one  thing,  we  are  quite  sure  from 
the  work  of  Basov  and  Prokharov  that  we  should  have  been  hearing  of  lasers 
first  from  Russia.  We  should  have  been  hearing  of  them  as  sources  of  the 
most  intense  non-nuclear  energy  ever  achieved  by  man,  with  brilliance  rival- 
ing the  sun.  As  you  will  know  from  current  work,  they  offer  a  high  probability 
of  so  intense  an  energy  that  it  will  induce  fusion  of  nuclear  particles,  yield- 
ing controlled  thermonuclear  reactions.  In  the  last  few  months,  claims  of 
sub.stantial  fusion  events  and  the  accompanying  neutron  production  due  to 
high  energy  la.ser  illuminaticm  have  been  reported  in  the  United  States.  What 
sort  of  detente  should  we  have  in  a  trade  agreement  to  barter  some  of  our 
phosphate  ore,  for  instance,  for  a  hint  of  how  to  make  a  Soviet  carbon  dioxide 
laser.  (This  was  actually  discovered  in  our  Murray  Hill  Laboratories  by 
Kumar  Tatel.)  The.se  and  derived  systems  now  provide  an  energy  source 
which  is  not  only  the  essence  of  "smart  bombs"  for  national  security,  biit  for 
a  host  of  technologies.  These  range  from  a  measure  of  continental  drift  to 
the  world's  most  efficient  ways  of  laying  out,  by  civil  engineering,  water  and 
waste  duct  systems,  which  must  be  in  line  and  geometrically  positioned. 

These  exaiiiules  we  have  discussed  so  far.  of  the  stimulus  of  systems  opera- 
tion, vertical  integration  and  genuine  intellectual  competition  to  innovation, 
could  have  been  supplied  in  exhausting  detail  for  all  the  elements  of  the 
nation's  telephone  system,  as  well  as  to  the  coordinate  impacts  that  we  have 
cited.  What  I  am  saying  is  that  the  exten.sive  evidence  you  have  heard, 
especiallv  beginning  with  that  of  my  associate  Dr.  Jack  Beard  last  year, 
speaking  as  the  Chief  Engineer  of  the  American  Telephone  and  Telegraph 
Companv,  gives  excellent  technical  descriptions  of  how  an  integrated  .systf^m 
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actually  functions.  Progress  in  that  function  is  based  on  the  same  methods  of 
advance  that  we  have  sampled. 

Obviously  we  shail  have  time  to  touch  on  very  few  more  of  this  large 
universe  of  functions.  One  that  is  very  central  to  our  business,  however,  in- 
volves switching.  This,  of  course,  is  tlie  way  that  messages  get  from  a  par- 
ticular sender  to  a  particular  receiver  over  800  million  miles  of  circuitry 
between  exchanges,  and  through  the  many  more  miles  within  the  hundreds 
and  hundreds  of  local  office  territories  themselves.  Switching  is  how  any  one 
of  about  18  million  telephones  can  be  connected  quickly  and  reliably  with 
any  other.  This  involves  even  more  than  being  able  to  make,  within  seconds, 
7  million  billion  possible  connections,  and  this  process  is  engaged  in  more 
than  (JUO  million  times  daily  in  the  single  integrated  ueUvork.  These  numbers 
represent  a  complexity  of  operation  unsurpassed  in  any  other  human  endeavor. 
They  serve  again  to  emphasize  the  theme  that  it  is  the  demands  for  improve- 
ment and  enhancement  of  such  facilities  which  stimulate  the  universe  of 
innovation  that  we  have  hastily  sampled.  In  this  case,  it  is  the  theory  and 
practice  of  logic  machines  which  have  nowadays  evolved  into  digital  com- 
puters and  their  accessories.  These  are  also  the  basis  of  another  major  in- 
dustry, and  are  large  elements  in  our  national  economy  as  well  as  security. 
In  this  instance,  although  not  all  of  the  root  structure  of  the  technology 
came  from  the  telephone  network's  incessant  demands  for  technical  progress, 
none  of  it  at  all  began  with  market  competition.  Rather  it  is  an  historic 
example  of  the  intellectual  stimulus  and  competition,  coupled  to  telephone 
systems  behavior  and  need,  that  we  have  cited  at  first.  For  Babbage  thought 
of  a  digital  machine,  and  the  Jacquard  loom  and  other  events  inspired  Aiken 
and  his  co-workers  at  Harvard  and  von  Neumann  at  the  Princeton  Institute 
for  Advanced  Study  to  undertake  research  on  digital  computers  in  the  1940s. 
This  work  probably  would  also  have  led  to  the  industry  in  which  the  United 
States  now  leads  the  world.  However,  von  Neumann  has  told  me  that  he 
believed  these  machines  would  have  been  of  little  eventual  practicality  without 
the  solid  state  diodes  and  transistors  which  did  come  from  our  telephone 
research  laboratories. 

But  beyond  this,  the  first  electrical  digital  computer,  itself,  in  fact  came 
directly  from  the  automatic  switching  developed  in  Bell  Laboratories.  This 
happened  in  1939,  when  George  Stibitz  and  S.  B.  Williams  completed  Stibits' 
design,  begun  in  1937,  of  a  relay  and  crossbar  switching  computing  machine. 
In  turn,  these  relays  are,  of  course,  themselves,  the  essence  of  telephone 
switching.  The  theory,  as  well  as  practice,  of  their  operation  was  recognized 
by  Nyquist,  Hartley  and  others  in  the  Bell  System.  It  was  then  articulated 
by  Shannon  in  his  classic  Information  Theory,  generated  at  Bell  Laboratories 
in  1948.  The  concept  applies  his  findings  of  1937.  that  Boolean  algebra  describes 
the  way  to  switching  circuit  design  of  the  Inmost  beauty  and  generality. 

Furthermore,  not  only  is  this  Information  Theory  at  the  heart  of  all  modern 
computers,  also  it  has  laid  the  base  of  digital  processes  of  all  kinds.  It  teaches 
that  digital  encoding  is  capable  of  representing  all  knowledge  of  mankind,  all 
sensing,  and,  in  the  most  rugged  form,  its  communication  and  processing.  If 
this  age  is  to  be  remembered  for  its  mental  advance,  it  will  be  primarily 
through  its  recognition  of  the  supplements  to  thought  and  knowledge  of  the 
mind  provided  by  digital  machines  which  came  directly  from  telephone 
switching  and  the  associated  communication  theory. 

Once  more,  the  whole  system  evolved  coherently  through  telephony,  with 
Shannon  even  showing  how  systems  reliability  could  be  achieved  in  the  gross 
complexity  of  computers  and  digital  processors,  even  with  a  certain  jiroportion 
of  specifically  imperfect  relays  and  other  logic  and  memory  units.  The  Ham- 
ming Code,  invented  by  Dr.  Richard  Hamming,  who  remains  highly  active 
in  computer  research  at  Bell  Laboratories,  is  regarded  as  the  practical  base 
of  useful  software  and  programming.  The  first  hardware  for  a  compact  tran- 
sistorized comimter  and  was  built  by  Mr.  Jean  Felker.  now  a  vice  president  of 
the  Bell  Laboratories  in  charge  of  our  major  program  of  automation  of  the 
business  operations  of  the  Bell  System. 

And  the  revolution  is  still  in  full  course.  Each  No.  4  ESS  switching  svstem 
U'^ing  digital  signals  by  the  time  division  can  handle  107  thousand  termina- 
tions, and  with  the  a.ssociated  ))rocessor  (the  computing  function)  will  handle 
at  least  3.'50  thousand  telephone  caUs  an  hour  in  a  way  that  hundreds  or 
even  thousands  of  operators  could  never  be  expected  to  manage.  The  first  field 
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unit,  now  being  completed  jointly  by  Bell  Laboratories-Western  Electric  ex- 
perts at  tlie  Indian  Hill  Laboratory,  near  Westerns  Lisle,  Illinois  Plant,  is 
scheduled  for  operation  in  January  of  1975  on  the  Chicago-7  exchange,  and 
will  be  in  routine  commercial  service  a  year  later.  It  represents  a  culmination 
of  decades  of  steady  innocation,  which  has,  in  summary,  also  provided  the 
cultural,  economic  and  also  military  era  of  the  digital  supplement  to  the 
urain  and  its  sensors. 

Ill  view  of  this  history,  which  is  disputed  by  none  (even  the  date  communi- 
cation elements  of  it  have  been  said  by  S.  A.  Lasher  of  the  Office  of  Telecom- 
muncatious  Policy  in  the  White  House  to  reflect  that  "...  public  eviduce 
indicates  overwhelmingly  that  AT&T  has  been  and  continues  to  be  the  prin- 
cipal innovator  in  tliis  field,"  iu  a  paper  of  1072).  is  it  any  wonder  that  we 
are  baffled  and  even  dismayed  to  find  that  such  continued  technical  progress 
as  the  end-to-end  (and  ultimately  switched)  DATA-PHONE  digital  service 
(DDS),  developed  and  readied  by  the  Bell  Syster,  has  not  yet  been  permitted 
to  operate?  This  networli,  which  can  be  extended  readily  nationwide,  is  equiva- 
lent to  a  new  national  resource.  In  many  nations,  it  could  represent  a  major 
step  into  the  future,  and  would  be  of  primary  value  of  our  own  economy, 
social  order,  and  education  through  the  digital  processing  facilities  it  can 
enable.  Do  we  not  soberly  have  to  inquire  whether  dogmatic  application  or 
interpretation  of  theories  of  competition  should  be  used  to  deprive  a  nation 
of  new  ways  to  expedite  its  business,  its  government,  its  social  structure  with 
the  help  of  tens  of  thousands  of  terminal  machines,  educational  devices,  and 
organizing  resources  that  it  would  interconnect  V 

One  final  point  should  be  made  about  switching  innovation.  It  concerns 
subsystems  called  PBXs,  all  those  pieces  of  terminal  gear  which  distribute 
the  calls  on  a  small  scale  within  offices,  factories,  and  institutions.  It  is 
readily  admitted  that  these,  like  the  key  telephones  and  DATA-PHONES,  are 
directly  derived,  wherever  they  are  made,  from  Bell  System  science  and 
engineering.  The  point  is  that  they  too  come  from  our  Laboratories'  efforts 
in  a  ceaseless  quest  for  new  services,  because  of  the  potentials  and  properties 
of  the  total  integrated  system.  Their  technology  is  in  no  way  rooted  in  a 
general  market  enterprise.  Coordinately,  the  switching  times  and  talking  and 
other  signaling  habits  of  users,  to  which  these  macliines  should  respond,  must 
harmonize  intimately  with  the  properties  and  behavior  (and  behavior  is  the 
right  word  for  the  mas.sive  network  we  have  earlier  described)  of  the  nation- 
wide capability  with  which  they  are  connected.  Our  issue  is  that  effective 
research,  invention,  development  and  engineering  on  these  units  is  also  best 
stimulated  when  done  as  a  part  of  the  system  to  which  they  belong.  One  aspect 
of  this  principle  is  tliat  we  are  creating  many  of  the  functions  of  PBX  hard- 
ware that  has  previously  had  to  be  in  the  offices  of  liotels,  motels,  small  busi- 
nesses, schoo's,  etc..  by  programming  the  new  capacities  of  central  electronic 
switching  machines.  In  this  way.  the  user  gets  all  the  advantage  of  person- 
alized, localized  .service  without  having  to  liave  the  facilities  in  his  buildings 
and  on  his  mind. 

The  principle  of  systems-induced  innovations  extends  to  many  other  com- 
munications advances  to  which  the  fallacy  of  market  competition  might  care- 
le.'^sly  be  applied.  Thus,  in  the  primary  matter  of  materials,  wliich  represent 
a  major  cost  of  the  telephone  plant,  there  is  of  course  a  vast  industry,  cover- 
ing all  the  meta's.  plastics,  rubbers,  ceramics,  and  other  major  clas.ses  of 
substance,  which  innovates  vigorously  for  its  own  purposes.  Yet  even  here  the 
stimulus  of  the  Bell  System  plant  which  we  have  to  live  with,  as  well  as  to 
create,  has  led  the  Bell  liaboratories  to  be  a  principal  source  of  modern 
materials  science  and  engineering.  This  is  currently  documented  in  a  study 
of  a  special  committee  of  the  National  Academy  of  Sciences,  which  has  re- 
cently issued  the  report,  "Materials  for  Man's  Needs,"  and  which  is  correlated 
with  the  recent  National  Materials  Policy  Commission  findings  as  well.  Here 
again  onr  verticiilly  integrated  structure  and,  above  all.  the  direct  partnership 
with  the  Western  Electric  (which  requires  and  processes  nearly  every  form 
of  matter  into  a  dnrab'e  p'ant  of  high  quality)  lias  led  to  unceasing  inno- 
vation. This  ranges  from  the  recent  invention  of  electrodes  for  the  rapid  and 
efficient  reclaiming  of  electrical  quality  copper  from  etchants.  and  design  of 
new  nozzles  for  the  continuous  casting  of  copper  rod  at  Western  Electric  C'o.. 
to  the  restructuring  of  the  molecules  of  our  principal  synthetic  material, 
polvethvlene.   Polyethylene  is  the  primary   insulator  and  protective  agent  for 
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the  electrical  conductors  of  telecommunications,  and  now  of  our  whole  electrical 
industry,  including  power.  One  particular  example  of  how  its  molecules  were 
adapted  to  replace  lead  as  the  sheathing  for  communications  cables  may  be 
of  interest.  This  has  been  achieved  over  the  past  25  years  of  concerted  re- 
search and  development,  in  close  collaboration  with  the  major  chemical  sup- 
pliers. Nevertheless,  the  manufacture  of  the  cable  and  the  actual  compounding 
of  the  ingredients  to  make  the  sheath  have  all  been  effected  in  the  Western 
Electric  Company  in  partnership  with  Bell  Laboratories  technology.  The 
actual  savings  in  materials  costs  over  this  period,  compared  to  the  simple 
purchase  of  lead  which  was  the  standard  sheating  until  then,  are  something 
over  $2  billions,  or  slightly  more  than  the  total  expense  for  research  and 
fundamental  development  at  Bell  Laboratories  in  that  time.  But  this  leaves 
out  any  evaluation  of  the  superior  performance,  the  improved  handling,  the 
easier  maintenance  which  have  accrued  to  the  benefit  of  the  telephone  user 
throughout  that  span.  Further,  the  world  consumption  of  lead  has  been  dras- 
tically eased  by  this  technology,  for  with  the  United  States  and  world  pro- 
duction of  power  cables  alone,  which  quickly  adopted  the  discoveries  in  the 
Bell  System  of  how  to  make  durable  plastic  sheatliing,  the  mining  and  refin- 
ing activities  of  lead  consumption  otherwise  would  have  scarred  the  earth 
and  polluted  the  air  and  water  in  forms  far  more  serious  than  have  actually 
been  necessary.  Even  the  widespread  consumer  conveniences  of  polyethylene 
squeeze  bottles  were  drastically  facilitated  by  these  discoveries  for  they  taught 
how  to  synthesize  polyethylene  and  to  process  it  so  that  it  would  sustain  the 
bending  stresses  encountered  in  all  such  uses,  as  well  as  in  cable  sheathing. 
There  is  little  point  in  speculating  whether  in  fact  in  time  a  general  market 
development  might  have  produced  appropriate  polyethylene  for  cable  sheaths, 
for  the  venture  did  not  happen  that  way.  And  venture  it  was,  for  no  one 
before  had  replaced  a  major  structural  metal  on  this  scale  with  a  synthetic 
material  which  had  to  last  for  40  years  or  more.  We  had  our  stumbles;  inno- 
vation anywhere,  and  especially  on  the  scale  of  the  Bell  System,  is  a  risk 
venture.  Dealing  with  technological  risk  is  a  big  part  of  our  activity.  And, 
again,  unlike  the  general  market  quasi-competition,  we  have  a  live  with  what 
we  do,  and  do  not  sell  it  and  walk  away,  as  is  the  classic  caveat  emptor 
doctrine  of  much  market  entrepreneurship. 

In  this  report  to  you  of  the  role  of  network  responsibility  and  vertical 
integration  in  the  technical  progress  of  telecommunications  and  electronics, 
we  have  treated  what  exists.  But  in  many  ways  this  is  but  prologue  for  the 
future  if  we  are  given  a  chance.  We  shall  not  boast  of  future  accomplishments ; 
we  do  have  faith  and  are  fully  committed  to  the  future  in  our  actions  and 
projections,  right  now.  Whatever  precarious  signals  one  can  feel  are  detectable 
for  the  future  in  science  and  engineering  seem  even  more  exciting  and  pro- 
ductive than  in  the  past.  New  combinations  of  metals  and  insulators,  operat- 
ing at  near  absolute  zero,  were  conceived  by  Anderson  and  Josephson,  as 
the  Josephson  junctions,  and  realized  first  in  our  laboratory  by  Anderson 
and  Rowell  at  Murray  Hill.  They  will  measure  10"  volts,  a  quantity  of 
electrical  potential  so  small  that  it  opens  new  horizions  of  thought  about 
signals  and  their  processing.  In  the  work  of  Walter  Brown,  Walter  Gib.son 
and  their  associates  at  Bell  Telephone  Laboratories  on  the  implantation  of 
nuclear  projectiles  as  ions  into  thin  films  of  semiconductors  and  insulators, 
we  are  finding  completely  new  modes  of  electronic  behavior.  A  derivative  of 
the  channeling  studies  of  iron  bombardment  was  a  time  measurement  by 
Gibson  of  10"  seconds,  thousands  of  times  smaller  than  any  meaningful  in- 
terval of  time  ever  characterized  before.  With  such  basic  elements  of  nature 
as  the  second,  the  volt,  the  numbers  of  quanta  from  a  laser  being  drastically 
cast  into  new  dimensions,  and  also  with  the  heroic  engineering  and  scientific 
capabilities  of  those  same  digital  computers,  whose  origins  we  described 
earlier,  we  believe  a  new  world  of  communications  and  information  processing 
beckons  brilliantly  in  the  times  ahead.  We  liave  written  often  and  can  make 
available  in  any  depth  desired  our  estimates  of  what  these  capabilities  mean 
to  the  progre.ss  of  our  society  and  to  the  maintenance  of  its  personal  and 
institutional  freedoms.  It  is  suiScient  to  say  that  the  struggle  for  worW  position 
and  for  ideological  value  and  its  acceptance  will  depend  heavily  on  how  wel' 
modern  communication  and  information  methodology  is  put  at  the  .service  of 
a  particular  society  or  nation. 

In  this  regard,  we  have  spoken  of  the  central  part  of  digital  signals  and 
computers.    The   oncoming  optical    communication   systems  depending  on  glass 
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fibers  as  the  successor  to  metal  wires  for  wave  transmission  are  superbly 
related  to  liandling  of  electrical  pulses  whicla  are  the  expression  of  digits 
themselves.  Giordmaiue,  Rentzepis  and  their  associates  at  Bell  Laboratories 
have  round  pulsing  properties  of  lasers  that  go  a  million  million  times  a 
second.  Inow  you  have  heard  of  the  great  communications  advances  caused  by 
getting  luco  the  megacycle  or  million  cycle  range,  and  subsequently,  in  toe 
gigacycie  or  billion  cycie  range,  as  we  are  doing  in  radio  transmission.  This 
uas  taken  generations  of  ingenious  electronics.  You  probably  know  that  all 
communication  satellites  use  a  high  frequency  tube  developed  at  Bell  Labora- 
tories, called  the  traveling  wave  tube.  But  we  are  now  approaching  even 
solid  state  successors  to  that  gigahertz  facility.  What  we  are  saying  here  now 
is  that  the  future  suggests  in  optical  systems  a  step  ahead  (a  bandwidth 
improvement,  in  technical  terms)  of  a  thousandfold.  Further,  we  have  pro- 
duced this  year  glass  fibers  whose  losses  of  transmission  are  tens  of  thousands 
of  times  less,  than  any  glass  produced  until  this  program  was  begun,  and 
whose  optical  configuration  is  superior  for  wave  confinement  and  movement 
beyond  anything  achieved  before.  With  12  db  of  loss  per  kilometer  in 
technical  terms,  the  need  for  optical  amplifiers  is  so  thrifty  that  inter-  as 
well  as  intracity  links  are  of  high  promise.  Indeed,  there  may  be  some  irony 
in  a  concept  proposed  long  ago,  but  only  publicized  in  recent  years,  as  some- 
thing which  only  governments  should  undertake  because  private  industry 
could  never  manage  it— something  called  The  Wire  City.  It  is  quite  possible 
that  what  may  be  achieved  will  have  no  wires  whatever,  or  at  least  will 
depend  mostly  on  a  social  nerve  network  built  of  optical  fibers.  However  this 
turns  out,  one  thing  about  the  topic  is  abundantly  clear.  That  is,  that  the 
existing  telecommunications  network,  including  especially  its  many  digital 
elements  that  we  have  been  permitted  to  implement,  such  as  Tl  and  T2  digital 
transmission  systems,  is  the  engendering  factor  in  promoting  this  new  science 
and  technology.  For  exmaple,  already  at  the  Bell  Laboratories,  co-located  with 
the  Western  Electric's  cable  and  wire  plant  in  Atlanta,  Georgia,  and  going 
forward  in  intimate  partnership  with  our  Western  Electric  associates  there, 
is  vital  new  development  of  cables,  splices,  joints  and  composites  of  these 
less-than-hair-thick  conductors  of  light.  Here  too,  for  biology,  medicine,  diag- 
nostics in  the  human  system  and  elsewhere,  many  corollary  innovations  may 
be  produced.  For  the  fiberglass  technology  that  the  communications  system 
has  evoked  is  as  far  beyond  the  excellent  progress  of  the  glass  industry  and 
the  optical  companies  up  to  now  as  their  revolutionary  schemes  were  beyond 
the  len.ses  of  the  illustrious  past. 

So  we  have  been  permitted  herewith  to  describe  some  features  of  how  the 
Bell  System  has  evoked  and  applied  technical  innovation.  As  I  have  per.son- 
ally  seen  and  participated  in  it,  I  have  felt  obliged  during  these  35  years  to 
maintain  intimate  association  with  our  contemporaries  in  government,  uni- 
versities, and  industry  as  this  Twentieth  Century  Age  of  Engineering  and 
science  has  evolved.  This  has  led  to  many  ventures,  such  as  the  first  com- 
munications .satellite,  which  was  created  by  the  Bell  System,  and  subsequently, 
on  the  basis  of  these  .systems  technology  and  engineering  themes  we  have 
espoused,  to  the  engineering  guidance  of  the  Apollo  Mission  (through  our 
Be  Icom  subsidiary).  Of  course,  there  were  many  other  national  services, 
conducted  for  the  Department  of  Defense  and  other  government  agencies, 
made  again  in  full  fusion  of  effort  with  the  Western  Electric  Company  and 
the  operating  elements  of  the  system. 

It  is  the  course  of  this  work,  and  much  other  with  which  we  have  kept 
fully  current  involving  all  other  modes  of  innovation  and  discovery  through- 
out the  world,  that  simply  leads  me  to  my  concluding  plea  to  the  Hart  Sub- 
committee. For  in  the  cour.se  of  these  associations  (some  small  additional 
evidence  of  the  personal  part  appears  In  an  added  list  attached  to  this  script) 
there  has  emerged  both  by  the  testimony  of  our  peers  in  other  laboratories 
and  institutions,  including  the  Government,  and  by  our  first-hand  findings, 
that  disintegration  of  the  Bell  System  would  destroy  Bell  Telephone  Labora- 
tories. The  forceful  professional  competition,  the  stimulus  of  the  insatiable 
demand  and  opportunity  of  the  operating  network  for  innovation  (for  im- 
provement, for  economy  and  for  efficiency),  the  personal  excitement  nnd 
commitment  to  see  realized  in  honest  technical  terms,  through  the  partner- 
ship of  the  Western  Electric,  the  actual  manufacture  and  installation  of  new 
ideas,  invention,  concepts— all  of  these  will  not  survive  dismemberment. 
Those   of    us    who    have    worked    for    decades    to    attract   and    help    fulfiU    the 
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human  goals  of  our  professional  community  working  toward  a  common  pur- 
pose know  that  it  will  not  stay  together  under  fracture  of  the  System,  or 
even  under  indefinitely  continued  harassment. 

Yet  the  alternatives  of  being  allowed  to  go  forward  are  achingly  alluring, 
for  we  represent  now  the  youngest  engineering  and  science  laboratory  in  the 
country,  according  to  the  median  age  of  our  professional  staff,  as  surveyed  by 
the  Livermore  Scientific  Laboratory  (Zan  Attan  Study)  of  a  couple  of  years 
ago.  With  a  population  of  median  age  in  the  low  30s  we  find  an  aggregation 
of  talent,  including  some  2,000  Ph.D.'s,  never  before  focused  on  a  defined 
and  common  purpose.  But  it  is,  accordingly,  a  fragile  community.  Each  in- 
dividualistic member  who  will  do  the  creating  and  inventing  and  co-working 
with  the  Western  Electric  and  the  Operating  Companies  has  to  be  convinced 
that  it  is  ^  doable  and  practical  task.  Our  experience  in  organizing  the 
National  Energy  Research  and  Development  Programs  in  the  past  year 
demonstrates  poignantly  that  in  vast  systems,  such  as  electrical  utilities,  frag- 
mentation of  engineering  and  systems  operational  courses  and  endeavors  is 
disastrous.  What  a  bitter  turn  of  history  it  would  be  to  find  that  the  casual 
application  of  a  vague,  outworn  and  never  proved  myth,  that  "technosystems" 
should  be  controlled  by  a  casual  salesmanship  of  hardware  really  made  for 
something  else,  should  result  in  destruction  of  an  existing  one  of  those  insti- 
tutions which  we  are  trying  so  hard  to  create  in  other  fields. 

The  notion  that  Bell  Laboratories  could  endure  and  function  away  from 
the  Western  Electric  and  the  operating  integrated  Bell  System  would  be 
laughable  were  it  not  so  sinister  and  so  ominous.  But  almost  equally  as  grave 
a  threat  is  contained  in  meaures  that  would  cut  back  the  opportunities  for 
Bell  Laboratories,  Western  Electric  and  the  operating  elements  of  the  enter- 
prise to  join  together  to  use  the  best  and  bravest  of  discovery  which  our 
science  and  engineering  can  and  will  make  for  future  service  to  the  people  of 
our  nation.  For  as  we  have  said,  the  stimulus  to  our  thought  comes  from  the 
bold  and  stirring  challenge  that  if  we  can  think  of  new  digital  networks,  of 
new  telephone  instruments,  of  new  modes  of  distribution  like  satellites  and 
fiber  optics,  of  new  radio  qualities  like  DUV,  then  we  have  in  the  Bell  Sys- 
tem's integrated  affairs  and  skills  this  opportunity  to  see  the  thrust  of  human 
creativity  converted  to  human  benefits. 

In  engineering  and  science  we  have  to  depend  on  the  evidence,  and  in  these 
issues,  wit  which  we  conclude,  some  parts  of  the  world  show  us  the  alterna- 
tives. One  of  them  has  been  described  by  a  senator  of  France  (M.  Adolphe 
Chauvin),  as  quoted  in  a  recent  publication:  "The  situation  of  the  telephone 
service  in  the  Paris  region  (400  thousand  pending  requests  for  new  phones 
plus  100  thousand  requests  for  transfer)  has  become  a  subject  of  sarcasm  and 
jokes,  when  it  does  not  generate  anger.  A  Paris  nightclub  entertainer  sings, 
'one  million  Frenchmen  wait  for  a  telephone  and  seven  million  wait  for  the 
dial  tone'."  The  senator  went  on,  "Last  week  one  of  my  callers  tried  to  reach 
me  in  the  Senate  from  10  :00  in  the  morning  until  5  :00  in  the  afternoon  when 
he  finally  succeeded.  Either  one  does  not  get  the  dial  tone,  or  the  circuit  is 
closed,  or  one  is  privileged  to  listen  to  unknown  customers  who  are  speaking 
about  things  which  do  not  concern  you." 

Te^ephonv  is  not  the  easiest  pursuit  in  the  world,  and  France  is  by  no 
means  the  worst  example  of  its  difficulties.  I  can  assure  you.  Mr.  Chairman, 
from  many  discussions  with  my  engineering  and  scientific  counterparts  in 
other  telephone  administrations,  in  the  Penn  Central  Railroad,  in  Consolidated 
Edison  Company,  in  certain  airlines  and  other  essential  institutions,  that  our 
Government,  if  it  wishes,  can  arrange  for  us  to  follow  France  and.  with 
traditional  American  zeal,  go  down  even  deeper.  But  a  wonderful  option  yet 
remains:  that  if  our  working  structure  is  supported— not  just  tolerated  and 
pulled  at.  but  approved  and  affirmed— the  path  is  upward,  straight  ahead. 

William  O.  Bakek 

president bell  telephone  laboratories,  inc. 
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Exhibit  8. — Prepared  Statement  of  Mr.  Walker 
Prepared  Statement  of  Richard  Walker,  Partner,  Arthur  Andersen  &  Co. 

RE   METHODOLOGY  USED   IN   "STUDY  OF  REVENUES  AND   COSTS   FOR  RESIDENCE 
TELEPHONE    SERVICE" 

My  name  is  Richard  Walker,  69  West  Washington  Street,  Chicago,  Illinois, 
and  I  am  managing  partner  of  the  Regulated  Industries  Division  of  Arthur 
Andersen  &  Co.,  independent  public  accountants.  Among  our  clients  are  about 
one-third  of  the  electric  and  gas  companies  in  the  United  States  and  a  sub- 
stantial portion  of  the  independent  telephone  industry.  Among  the  special 
services  we  perform  are  economic  and  financial  studies,  including  cost  of 
service  and  cost  allocation  studies. 

The  American  Telephone  and  Telephone  Company  has  prepared  a  report 
entitled  General  Description,  Detail  Methods  and  Results  of  the  Study  of 
Revenues  and  Costs  for  Residence  Telephone  Service.  This  study  sets  forth 
the  relationship  of  the  average  cost  of  rendering  one  party  residence  exchange 
(local)  telephone  service  and  the  average  attributable  revenues  for  a  test 
month.  This  service,  simply  stated,  is  defined  in  the  study  as  consisting  of  a 
basic  telephone,  wiring  in  and  to  the  residence,  cable  plant  connecting  to  the 
exchange,  and  certain  central  oflBce  terminations  and  equipment. 

Two  costing  methods,  "Embedded  Direct  Costs"  and  "Fully  Allocated  Costs" 
have  been  employed  in  this  cost  finding  process.  These  particular  costing 
methodologies  are  consistent  with  those  which  have  been  used  in  other  public 
utility  situations  for  comparing  historical  costs  of  service  by  class  and  related 
revenues.  These  methodologies  are  not  those  which  are  used  to  produce  mea- 
sures of  incremental  costs,  avoidable  costs,  out-of-pocket  costs,  or  reproduction 
costs.  The  overall  results  under  the  two  costing  methods  are  not  significantly 
different. 

The  definitions  and  costing  methods  are  set  forth  in  the  report  referred  to 
above  and  in  the  statement  of  Mr.  M.  G.  Killoch  which  appears  as  an  Appen- 
dix to  the  testimony  of  Mr.  E.  B.  Cro.sland,  The  study  shows,  as  set  forth  in 
Mr.  Crosland's  testimony  and  in  Mr.  Killoch's  statement,  that  average  revenues 
for  one  party  residence  exchange  service  is  less  than  60%  of  the  cost  of 
rendering  that  service. 

We  have  reviewed  the  methodology  of  the  study  to  determine  whether  the 
costing  methods  used  are  reasonable  application  of  costing  procedures  of  this 
kind.  We  reviewed  them  in  the  light  of  the  general  substantive  conclusion 
that  costs  of  the  designated  residence  service  materially  exceed  related  resi- 
dence revenues  and  not  to  determine  whether  they  produce  results  which  are 
precisely  accurate.  We  have  made  no  study  and  express  no  opinion  as  to 
whether  these  cost  studies  are  an  appropriate  basis  for  telephone  rate  setting. 
We  have  also  considered  alternative  steps  in  the  methodology  and  the  use 
of  alternative  data  assumptions  (such  as  rate  of  return)  which  might  also 
be  considered  reasonable,  to  determine  if  they  might  produce  a  different  sub- 
stnntive  conclusion. 

We  have  not  audited  or  otherwise  checked  the  source  data  or  the  clerical 
accuracy  of  compilations  and  computations.  We  have  not  tested  or  reviewed 
thp  scientific  validity  of  the  various  samples  u.sed  in  the  studv  although  we 
did  determine  that  they  were  comprehensive.  We  observed  that  regulatory, 
geographical  and  other  facts  that  existed  in  the  study  period  (such  as  size 
of  call  areas,  extent  of  measured  service,  type  of  rate  base,  etc.)  were  not 
revised  as  a  part  of  the  studv  methodology. 

Based  on  the  work  which  I  have  done  and  which  has  been  done  under  mv 
snnervision  and  direction,  and  on  the  definitions  of  service,  and  costing  me- 
thods set  forth  in  the  statement  of  :\rr.  Killoch.  this  is  a  reasonable  applica- 
tion of  this  particular  costing  methodology  and  provides  a  basis  for  the 
substantive  conclusion  that  one  partv  residence  exchange  service  costs  mate- 
ria'^v  ex<"oed  revenups  on  each  of  the  two  ba'^ps  indicated.  Fu'-ther.  nur  tests 
indicate  that  the  substantive  conclusion  is  insensitive  to  the  use  of  alternative 
reasonable  assumptions  as  to  cost  components  and  cost  allocation  factors. 
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Exhibit  ^.-NARUC  Report  After  Investigation 
ExraBIT  9.-NARVC  Report  After  Investigation 
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SUMMARY  OF  REPORT 


The  NARUC  has  long  urged  that  resolution  of  the  threshold 
question  of  whether  there  will  be  an  adverse  economic  and  ser- 
vice impact  on  ordinary  telephone  subscribers,  and  if  so,  the 
probable  extent  thereof,  is  an  indispensable  predicate  for 
developing  sound  public  policy  concerning  specialized  point-to- 
point  communications  common  carriers  and  the  interconnection  of 
customer-provided  telephone  station  equipment  to  the  public  net- 
work.  Yet,  at  the  time  the  instant  investigation  was  instituted, 
the  NARUC  had  been  able  to  obtain  only  a  promise  by  the  FCC  to 
undertake  the  necessary  investigation  at  some  indefinite  time  in 
the  future. 

For  this  reason,  and  in  the  belief  that  the  facts  should  be 
known  sooner,  rather  than  later,  the  Committee  on  Communications 
of  the  .\'ARUC  deemed  it  necessary  in  the  public  interest  to  under- 
take its  own  fact-finding  investigation  and  present  the  results 
thereof  to  Congress,  the  Federal  Communications  Commission,  and 
the  American  people  at  the  earliest  practicable  date. 

On  the  basis  of  its  investigation,  including  independent 
analyses  by  its  staff,  the  Committee  is  convinced  that  under 
current  regulatory  policies,  there  will  be  a  substantial  adverse 
economic  impact  on  local  exchange  telephone  subscribers  resulting 
from  interconnection  (principally  of  private  branch  exchanges 
and  key  telephone  systems)  and  specialised  common  carrier  com- 
petition, and  further,  that  the  most  likely  competitive  responses 
bv  the  existing  common  carriers  will  serve  to  exacerbate  the  near- 
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term  impact  to  the  detriment  of  the  local  exchange  subscriber. 

Specifically,  the  Committee  estimates  that  by  1980  the 
"cost"  of  interconnection  in  terms  of  higher  local  service  rates 
will  range  at  a  minimum  from  approximately  $600  million  to  $1.0 
billion  annually,  depending  upon  the  nature  and  extent  of  the 
competitive  responses  of  the  existing  carriers,  and  by  1984  this 
total  is  expected  to  reach  approximately  $1.5  billion  to  $1.7 
billion  annually.   On  a  cumulative  basis,  these  costs  are  esti- 
mated to  range  at  a  minimum  from  approximately  $2.0  billion  to 
$4.0  billion  by  1980,  and  from  approximately  $6.7  billion  to 
$9.6  by  1984. 

Translated,  these  costs  amount  to  a  minimum  of  approximately 
$8  to  $13  annually  per  residential  subscriber  by  1980,  and  from 
approximately  $18  to  $19  annually  per  residential  subscriber  by 
1984. 

The  Committee  further  concludes  that  residential  subscribers 
almost  inevitably  will  be  required  to  bear  the  cost  of  these 
policies,  since  they  are  the  only  class  of  telephone  user  which 
could  absorb  such  costs  without  an  adverse  reaction  in  the  com- 
petitive services.   By  1980,  the  Committee  estimates  that  a 
minimum  increase  of  8  to  13  percent  would  be  required  in  resi- 
dential exchange  rates  to  offset  the  cost  of  interconnection 
and  specialized  common  carriers,  and  by  1984,  a  minimum  increase 
of  15  to  16  percent  would  be  required.   Such  increases  would  be 
solely  due  to  competition  in  telecommunications  and  would  be 
exclusive  of  normal  increases  that  could  be  expected  from  other 
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causes  during  this  period  of  time. 

With  respect  to  the  impact  of  interconnection  within  the 
telephone  industry,  the  minimum  cost  to  the  independent  sub- 
scribers is  estimated  to  range  from  approximately  $70  million 
to  S160  million  annually  by  1980,  compared  to  a  minimum  of 
approximately  $290  million  to  $580  million  annually  for  Bell 
System  subscribers,  and  by  1984  the  cost  is  estimated  at  a 
minimum  of  approximately  $120  million  to  $170  million  annually 
for  independent  subscribers,  compared  to  a  minimum  of  approxi- 
mately $800  million  to  $860  million  annually  for  Bell  System 
subscribers.   Because  independent  companies  generally  serve  more 
rural  and  less  densely  populated  areas  of  the  country,  the  Com- 
mittee concludes  that  interconnection  may  well  have  a  significant 
adverse  effect  on  the  availability  of  local  telephone  service  at 
a  reasonable  price  in  these  areas  of  the  country. 

At  the  present  time,  however,  the  Committee  is  unable  to 
draw  any  firm  conclusions  as  to  whether  the  overall  quality  of 
telephone  service  has  been  significantly  affected  to  date  by 
interconnection.   Nevertheless,  it  has  resulted  in  inordinate 
maintenance  difficulties  for  the  telephone  industry,  and  it  is 
likely  that  absent  diligent  regulatory  actention  to  this  problem, 
a  significant  adverse  effect  would  appear  should  interconnection 
become  more  prevalent. 

In  light  of  its  investigation  and  conclusions,  the  Committee 
makes  the  following  recommendations  concerning  interconnection 
po  I  icy : 


39-887  O  -  74  -  pt.6  -  41 
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*Grievances  of  large  institutional  subscribers  relating  to 
the  adequacy  of  PBX's  and  key  telephone  systems  should  be  re- 
dressed by  traditional  regulatory  procedures  and  not  by  permitting 
interconnection  of  customer -provided  equipment. 

*An  informal  program  of  standards  and  certification  should 
be  adopted  by  the  telephone  and  computer  industries  relating 
specifically  to  the  terminal  equipment  required  for  data  com- 
munication transmission. 

*A  certification  program,  possibly  utilizing  independent 
certification  laboratories  not  associated  with  any  regulatory 
agency,  manufacturer  or  distributor,  should  be  adopted   specifi- 
cally for  ancillary  equipment  connected  to  the  network,  such  as 
answering  devices,  automatic  dialers  and  call  diverters.   The 
Committee  also  urges  the  telephone  industry  to  establish  a  com- 
pensatory one-time  installation  charge  for  the  necessary  con- 
necting arrangements,  with  related  maintenance  work  charged  for 
on  an  as-needed  basis. 

With  respect  to  specialized  common  carrier  competition,  the 
cost  quantified  by  the  Committee  results  from  diversion  of  inter- 
state toll  traffic  to  low-priced  private  line  service,  which  in- 
creases the  amount  of  local  plant  telephone  service  costs  as- 
signed to  intrastate  service.   Since  there  is  already  a  critically 
urgent  need  to  allocate  more  such  costs  to  interstate  service, 
rather  than  less,  the  Committee  strongly  believes  that  an 
expedited,  comprehensive  reevaluation  of  current  separations 
philosophy  and  procedures  should  be  immediately  undertaken. 


4469 


Finally,  the  Committee  believes  it  is  apparent  that  those 
advocates  of  interconnection  and  specialized  common  carriers 
who  believe  that  any  adverse  economic  consequences  would  be 
adequately  detected  and  corrected  as  they  appeared,  substantially 
misconceive  the  nature  of  the  impact  at  issue.   In  fact,  the 
primary  issue  as  to  economic  impact  is  not  whether  existing 
telephone  companies  will  experience  a  net  reduction  in  operating 
revenues.   Rather,  it  is  clear  that  the  primary  impact  results 
from  shifting  costs  of  service  from  one  class  of  user  to  another, 
whether  as  a  natural  consequence  of  competitive  penetration  or 
as  a  consequence  of  the  competitive  strategies  adopted  by  the 
telephone  companies.   It  is  further  clear,  in  the  Committee's 
judgment,  that  rationalizing  such  a  shift  in  costs  by  embracing 
one  theory  of  cost  accounting  or  another  does  not  change  the  end 
result  of  higher  local  exchange  telephone  rates  for  the  average 
individual  user. 

The  inherent  vice  of  permitting  a  mixture  of  regulation  and 
unregulated  competition,  the  Committee  concludes,  is  that  the 
adverse  impact  on  subscribers  of  the  monopoly  service  occurs 
subtly  and  cannot  be  detected  from  information  normally  furnished 
to  the  regulatory  agencies  in  the  ordinary  course  of  business. 
Accordingly,  continued  refusal  to  acknowledge  the  very  real  and 
substantial  economic  threat  of  interconnection  and  specialized 
common  carriers  only  ensures  that  the  threat  itself  will  become 
an  accomplished  harm.   What  is  needed  now  is  an  affirmative 
regulatory  strategy  for  mitigating  or  averting  such  harm  entirely. 
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AN  INVESTIGATION  INTO  THE  ECONOMIC  AND  QUALITY  OF  SERVICE 

IMPACT  ON  TELEPHONE  SERVICE  SUBSCRIBERS  RESULTING  FROM 

THE  INTERCONNECTION  OF  SUBSCRIBER-PROVIDED  EQUIPMENT 

TO  THE  PUBLIC  SWITCHED  TELEPHONE  NETWORK,  AND  FROM 

COMPETITION  BY  THE  SPECIALIZED  COMMON  CARRIERS 

IN  THE  PROVISION  OF  TELECOMMUNICATION  SERVICES 


REPORT  AFTER  INVESTIGATION 

I.    INTRODUCTION 
The  telecommunications  industry  is  now  undergoing  a  revolution 
as  pervasive  and  significant  in  its  implications  as  the  advent  of 
regulation  itself.   For  decades,  the  appropriateness  of  a  telephone 
company  operating  as  a  monopoly  and  providing  end-to-end  service 
regulated  by  State  and  Federal  governmental  agencies  has  been 
essentially  unchallenged  by  either  the  public  or  the  public  officials 
involved  . 
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Recently,  however,  certain  of  the  fundamental  service  and 
regulatory  principles  developed  over  the  years  has  come  under 
serious  question,  and  advocates  of  change  have  appeared  within 
and  without  the  ranks  of  the  regulatory  community  and  the  industry 
it  regulates.   In  turn,  the  arguments  for  change  have  found 
expression  at  the  Federal  level  in  the  form  of  two  significant  de- 
partures from  long  standing  public  policy: 

(1)  Permitting  the  substitution  of  various  kinds  of  subscriber- 
provided  station  equipment,  such  as  private  branch  exchanges  (PBX's) 
and  key  telephone  systems  (KTS) ,  for  equipment  formerly  provided 
exclusively  by  the  telephone  company;  \J    and 

(2)  The  grant  of  authority  to  new  companies  to  establish 
and  operate  specialized  point-to-point  communication  transmission 
facilities,  principally  for  the  communication  of  data  and  voice 
via  microwave  technology,  over  high  density  routes  in  competition 
with  services  provided  by  existing  communication  common  carriers. £' 

As"  may  be  expected  in  any  case  in  which  fundamental  change  is 
proposed,  the  economic,  social  and  legal  issues  raised  by  permitting 
interconnection  and  specialized  common  carriers  are  exceedingly  com- 
plex, and  a  deep-seated  division  of  opinion  has  developed  among 
those  concerned  with  the  regulation  of  telephone  service  in  the 

IT   The  customer-provided  equipment  is  interconnected  to  the  public 
^   telephone  network.   As  a  result,  the  term  "interconnection"  has 
come  to  refer  generically  to  the  process  of  substituting 
customer-provided  terminal  equipment  for  equipment  provided  by 
the  telephone  company. 

2/   Hence,  the  term  "specialized  common  carriers"  is  used  to  refer 
to  this  newly  authorized  class  of  communication  carrier. 
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United  States  concerning  the  essential  wisdom  of  those  changes  in 
policy  and  its  impact  on  the  average  user  of  telecommunication  ser- 
vices.  For  this  reason,  an  understanding  of  the  context  in  which 
this  report  is  issued  requires  that  a  brief  review  be  made  of  the 
background  of  the  controversy  and  the  NARUC ' s  role  therein, cul- 
minating in  the  instant  investigation. 

Interconnection  of  Subscriber-Provided  Equipment 

The  recent  impetus  for  interconnection  stems  from  the 
landmark  Car terf one  decision,-'  in  which  the  Federal  Communications 
Commission  (FCC)  held  that  Bell  System  interstate  tariffs  pro- 
hibiting the  use  of  the  Carterfone  and  other  interconnecting 
devices  without  regard  to  the  actual  harm  caused  to  the  inter- 
state telephone  network  are  unlawful.   This  decision,  in  turn, 
resulted  from  the  referral  by  a  United  States  District  Court  to 
the  FCC  of  the  question  of  the  lawfulness   of  the  tariffs  and 
practices  of  AT&T  and  General  Telephone  Company  of  the  Southwest, 
as  they  applied  to  the  Carterfone,  which  arose  in  a  private  anti- 
trust action  brought  by  Thomas  F.  Carter  against  the  foregoing 
telephone  companies.!/ 

The  Carterfone  itself  is  a  device  which,  through  an  inductive 
and  acoustic  process,  couples  private  mobile  radio  systems  to  the 
telecommunications  network,  thereby   "patching"  mobile  radio  operators 


3/  In  the  Matter  of  Use  of  the  Carterfone  Device  in  Message  Toll 
lelephone  Service,  15  FCC  2d  420  (1968) ;  reconsideration  denied 
14  FCC  2d  571  (1968)  . 

4/  Carter  v.  ATST,  250  F.  Supp.  188  (N.D.  Tex.  1966),  aff 'd    365 
F.  2d  486  TSth  Cir.  1966). 
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with  telephone  subscribers,  but  its  use  by  mobile  radio  base  station 

operators  was  prohibited  by  interstate  tar  if fs,  which  provided  that: 

No  equipment,  apparatus,  circuit  or  device  not  furnished 
by  the  telephone  company  shall  be  attached  to  or  connected 
with  the  facilities  furnished  by  the  telephone  company, 
whether  physically,  by  induction  or  otherwise.... 

In  holding  this  provision  to  be  unlawful  the  FCC  stated: 

...[0]ur  conclusion  here  is  that  a  customer  desiring 
to  use  an  interconnecting  device  to  improve  the  utility 
to  him  of  both  the  telephone  system  and  a  private  radio 
system  should  be  able  to  do  so,  so  long  as  the  intercon- 
nection does  not  adversely  affect  the  telephone  company's 
operations  or  the  telephone  system's  utility  for  others. 
A  tariff  which  prevents  this  is  unreasonable.... 


There  has  been  no  adequate  showing  that  non- 
harmful  interconnection  must  be  prohibited  m  order  to 
permit  the  telephone  company  to  carry  out  its  system 

responsibilities No  one  entity  need  provide  all 

interconnection  equipment  for  our  telephone  system  any 
more  than  a  single  source  is  needed  to  supply  the  parts 
for  a  space  probe.   We  are  not  holding  that  the  telephone 
companies  may  not  prevent  the  use  of  devices  which 
actually  cause  harm,  or  that  they  may  not  set  up  reason- 
able standards  to  be  met  by  interconnection  devices. 
These  remedies  are  appropriate;  we  believe  they  are  also 
adequate  to  fully  protect  the  system.  (13  FCC  2d  at  424). 


To  implement  the  Carterfone  decision,  the  telephone  industry 
field  revised  tariffs  with  the  State  commissions  and  AT§T  filed 
revised  tariffs  No.  259  (Wide  Area  Telecommunications  Service), 
260  (Private  Line  Service)  and  263  (Long  Distance  Message  Tele- 
communications Service),  to  be  effective  January  1,  1969,  which 
liberalized  the  prohibition 
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against  interconnection  of  subscriber-provided  equipment  and  estab- 
lished certain  conditions  for  such  interconnections: 

(1)  Subscriber-provided  terminal  equipment  could  not 
endanger  the  safety  of  telephone  company  employees  or  the 
public,  damage  or  require  changes  in  or  alterations  of  the 
equipment  or  other  facilities  of  the  telephone  company, 
interfere  with  the  proper  functioning  of  such  equipment  or 
facilities,  impair  the  operation  of  the  telecommunications 
system  or  otherwise  injure  the  public  in  its  use  of  the  tele- 
phone company's  services; 

(2)  Direct  connection  to  the  public  network  must  be  made 
through  telephone  company  provided  and  maintained  connecting 
arrangements  (CA's); 

(3)  Network  control  signaling  functions  must  be  performed 
by  network  control  signaling  units  (NCSU's)  provided  and  main- 
tained by  the  telephone  company;  and 

(4]   Subscriber-provided  terminal  equipment  must  meet 
minimum  protection  criteria  which  limit  power  and  frequency 
input  to  the  network. 

The  FCC  permitted  these  tariffs  to  go  into  effect,  holding 
that  the  prohibition  against  customer-provided  NCSU's  and  CA's 
do  not  violate  its  decision  in  Car terf one .^^   In  pertinent  part, 


5/  In  the  Matter  of  AT^T  "Foreign  Attachment"  Tariff  Revisions, 
-  IS  FCC  2d  605  (1968),  reconsideration  denied  18  FCC  2d  a/i 
(1969)  . 
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The  FCC  stated: 

'Our  decision  in  Carterfone  does  not  hold  that  a  customer 
may  substitute  his  own  equipment  or  facilities  (whether 
it  be  telephone  instruments,  loops,  poles,  or  central 
office  equipments)  for  that  furnished  by  the  telephone 
company  in  providing  message  toll  telephone  service  as 
that  service  is  defined  in  the  tariff.   Our  decision 
dealt  with  interconnections  and  not  replacements  of  any 
part  of  the  telephone  system....   (15  FCC  2d  at  609-610). 

In  the  intervening  years,  however,  the  efforts  of  the  FCC  re- 
lated to  interconnection  have  largely  been  devoted  toward  imple- 
menting and  expanding  the  liberalized  policy  it  announced  in  the 
Carterfone  and  Foreign  Attachment  decisions.   In  June,  1969,  the 
FCC  contracted  with  the  National  Academy  of  Sciences  for  a  study 
and  report  evaluating  the  technical  feasibility  of  expanded  inter- 
connection .  6/   Subsequently,  the  Commission  created  two  technical 
advisory  committees  to  study  the  possibilities  of  initiating  a 
program  of  interconnection  through  standards  and  certification 
for  selected  classes  of  terminal  equipment,  including  customer- 
provided  PBX's,7/  automatic  dialers  and  recording  and  answering 
devices. 8/   The  FCC  has  also  initiated  a  Joint  Board  proceeding 
under  Section  410(c)  of  the  Communications  Act,  47  U.S.C.  Sec. 
410(c),  to  determine  whether,  and  to  what  extent,  there  may  be  a 
public  need  to  permit  customer-provided  NCSU's  and  CA ' s  and,  if  so, 
what  terms  and  conditions  should  apply  in  any  such  program  to  protect 


6/   A  Technical  Analysis  of  the  Common  Carrier/User  Interconnections 
Area,  June  1970. 

7/   28  FCC  2d  403  (1971)  . 

8/   33  FCC  2d  526  (1972)  . 
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the  telephone  system  and  services  of  others. 9^/ 

Most  recently,  at  the  request  of  the  trade  association  for 
the  interconnect  industry  and  certain  of  its  members,  the  FCC 
issued  a  declaratory  order  asserting  primacy  in  authority  over 
interconnect  matters  to  the  exclusion  of  any  State  regulation  which 
may  have  the  effect  of  "impairing"  FCC  policy . 10/ 

Specialized  Common  Carriers 
In  July,  1970,  the  FCC  instituted  a  rulemaking  proceeding  to 
determine  the  appropriate  disposition  of  a  large  number  of  appli- 
cations which  had  been  filed  by  parties  seeking  authorization  to 
construct  microwave  facilities  to  provide  specialized  point-to- 
point  communication  services  over  high  density  routes  in  various 
parts  of  the  country  in  competition  with  the  private  line  services 
offered  by  existing  communications  common  carriers,  principally 
ATST's  Long  Lines  Department . 11/  At  that  time  there  were  1,731 


9/  In  the  Matter  of  Proposals  for  New  or  Revised  Classes  of  Inter- 
state and  Foreign  Message  Toll  Telephone  Service  (MTS)  and  Wide 
Iria~ Telephone  Service  (WATS),  Docket  No.  19528,  55  FCC  2d  559  (1972) 

10/   In  the  Matter  of  Telerent  Leasing  Corporation,  et.  al.,  Petition 
—   For  Declaratory  Rulings  on  Questions  ot  Federal  Pre-emption  on 
Regulation  of  Interconnection  of  Subscriber-Furnished  Eguipmenl 
F6'  the  Nationwide  Switched  Public  Telephone  Network,  Docket  No.  198  08, 
4'5  FCC  2d  204  (1974)  . 

11/   In  the  Matter  of  Establishment  of  Policies  and  Procedures  for 
Consideration  of  Applications  to  Provide  Specialized  Common 
Carrier  Services  in  the  Domestic  Public  Point  - to-Point  Micro- 
wave  Radio  Service  and  Proposed  Amendment  to  Parts  21,  43,  and 
61  ol  the  Commission's  Rules,  Docket  No.  18920,  24  FCC  2d  518 
(1970)  . 
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pending  applications  for  microwave  stations,  and  as  of  March  15, 
1971,  there  were  33  applicants  with  46  separate  proposals  for  a 
total  of  1,877  microwave  stations. 

One  large  group  of  applications  was  submitted  by  Data  Trans- 
mission Corporation   (Datran)  which  proposed  a  switched,  all 
digital  network  dedicated  exclusively  to  the  transmission  of  data 
communications.   Other  applications,  filed  by  companies  associated 
with  Microwave  Communications  of  America,  Inc.  (MCI)  and  by  other 
parties , proposed  point-to-point  facilities  for  private  line  ser- 
vices including,  but  not  limited  to,  data  transmission. 

By  its  First  Report  and  Order,  1_2/  the  FCC  ruled  that  as  a 

general  policy  the  public  interest  would  be  served  by  permitting 

the  entry  of  new  carriers  in  the  specialized  communications  field 

and  that  comparative  hearings  on  the  economic  mutual  exclusivity 

of  the  applications  of  such  carriers  were  neither  desirable 

nor  necessary.   In  its  ultimate  conclusion,  the 

FCC  stated: 

We  find  that:  there  is  a  public  need  and  demand  for  the 
proposed  facilities  and  services  and  for  new  and  diverse 
sources  of  supply,  competition  in  the  specialized  com- 
munications field  is  reasonably  feasible,  there  are 
grounds  for  a  reasonable  expectation  that  new  entry  will 
have  some  beneficial  effects,  and  there  is  no  reason  to 
anticipate  that  new  entry  would  have  any  adverse  impact 
on  service  to  the  public  by  existing  carriers  such  as 
to  outweigh  the  considerations  supporting  new  entry. 
We  further  find  and  conclude  that  a  general  policy  in 
favor  of  the  entry  of  new  carriers  in  the  specialized 


12/   29  FCC  2d  870  (1971) 
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communications  field  would  serve    the  public  interest, 
convenience  and  necessity.   C29  FCC  2d  at  920). 

To  the  extent  that  economic  impact  issues  were  dealt  with  in 
the  decision,  the  essential  criteria  utilized  were  whether  existing 
common  carriers  would  likely  experience  a  net  reduction  in  over- 
all operating  revenues  as  measured  .against  the  revenue  levels 
existing  at  the  time  of  the  decision.    Thus,  it  was  observed  that 
the  intercity  service  revenues  deemed  vulnerable  to  competitive 
diversion  constituted  only  a  minor  portion  of  the  Bell  System's 
overall  operating  revenues,  and  that  the  growth  of  the  non- 
vulnerable  services  undoubtedly  would  more  than  offset  any 
revenue  diversion  to  the  specialized  common  carriers.   Interstate 
Message  Toll  Telephone  Service  (MTS)  was  deemed  to  be  immune 
from  economic  impact  because  the  specialized  common  carriers  were 
proposing  to  provide  only  private  line  services.   Finally,  since 
the  independent  telephone  companies  participated  only  to  a  limited 
extent  in  providing  intercity  services,  it  was  believed  that  the 
absence  of  an  adverse  revenue  effect  on  the  Bell  System  per- 
force demonstrated  that  independent  companies  would  likewise 
experience  no  adverse  effect. 

At  the  same  time,  the  FCC  concluded  that  it  could  adequately 
deal  with  any  adverse  economic  effect  upon  existing  carriers  that 
may  appear  at  some  future  time. 

In  the  NARUC's  opinion,  however,  the  foregoing  analysis  was 
a  wholly  inadequate  treatment  of  the  issue  as  to  whether  the  com- 
petitive entry  of  the  specialized  common  carriers  would  likely 
have  an  adverse  economic  effect  on  telephone  service  subscribers  , 
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and  this  is  a  principal  assignment  of  error  urged  by  the  NARUC 
in  its  appeal  of  the  decision  to  the  United  States  Court  of  Appeals 
for  the  Ninth  Circuit. L3/   Although  a  decision  on  the  appeal  is 
pending  as  of  the  date  of  this  report,  14^/  the  FCC  is  continuing  to 
process  applications  by  companies  seeking  to  enter  the  specialized 
common  carrier  market,  and  service  has  been  instituted  on  at  least 
a  limited  basis  by  certain  of  the  successful  applicants. 

Unresolved  Issues 

The  controvers)'  over  interconnection  policy--and  the  principal 
concerns  of  the  NARUC  related  thereto--has  primarily  focused  on  two 
fundamental  issues; 

(1)   ^^^eth^r  the  interconnection  of  customer -provided  equip- 
ment will  result  in  technical  "harm"  to  the  telephone  network  and 
consequent  degradation  of  the  quality  of  telephone  service  for  all 
telephone  subscribers  ;  and 

(2)   whether  permitting  customers  to  provide  their  own 
station  equipment  will  adversely  affect,  through  the  interaction 
of  certain  existing  tariff  and  regulatory  practices,  the  cost  of 
telephone  service  for  non- interconnected  subscribers. 

TIT   NARUC  V.  FCC,  No.  72-1198,  consolidated  with  Washington 

Utilities  and  Transportation  Commission  v.  FCC,  No.  71-2919. 

14/  Oral  argument  on  the  consolidated  appeal  was  held  February 
15,  1973,  but  a  decision  has  not  been  issued  to  date. 
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All  parties  concede  that  the  United  States  has  the  finest  tele- 
phone system  in  the  world,  but  opinions  sharply  differ  as  to  whether 
the  advantages  of  interconnection  necessarily  involve  a  significant 
trade-off  in  terms  of  the  level  of  quality  that  has  thus  far  been 
achieved,  through  inability  on  the  part  of  the  common  carriers  to 
prevent  a  significant  quantity  of  inferior,  malfunctioning  or  poorly 
maintained  terminal  equipment  from  being  introduced  into   service. 

Insofar  as  the  economic  impact  of  interconnection  is  concerned, 
it  has  been  argued  by  the  NARUC  that  the  principal  items  of  equip- 
ment that  would  be  affected  (i.e.,  PBX's,  key  telephone  systems, 
etc. - -so-called  "vertical  services")  are  priced  by  the  carriers  at 
the  local  exchange  level  substantially  above  attributable  costs,  so 
that  revenue  from  these  services  in  fact  subsidize  local  exchange 
service  rates,  thereby  making  local  telephone  service  more  widely 
affordable  for  the  American  people  than  would  otherwise  be  the  case. 
To  the  extent  that  revenues  from  such  services  are  diverted  from  the 
local  exchange  area,  therefore,  the  effect  would  be  to  eliminate  the 
subsidy  of  local  exchange  service,  and  it  would  be  the  non-inter- 
connected subscribers- -in  other  words,  the  vast  majority  of  the 
telephone  using  public,  including  the  poor,  those  living  on  fixed 
incomes,  and  other  ordinary  individuals  of  modest  means- -who  would 
be  required  to  pay  a  higher  rate  for  their  service. 

Concern  over  the  potential  economic  impact  resulting  from 
competition  by  specialized  common  carriers  has  centered  on  the 
fact  that  rates  for  intercity  communication  services  have  tra- 
ditionally been  averted  on  a  nationwide  basis,  so  that  the  rates 
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charged  for  service  between  any  two  equidistant  points  are  essentially 
the  same,  regardless  of  the  specific  costs  of  providing  service 
along  any  given  route.   Thus,  permitting  specialized  carriers  to 
compete  only  on  high  density,  low  cost  routes  would  result  in 
diminishing  the  revenue  contribution  from  private  lines  services  to 
overhead  and  common  operating  costs,  thereby  requiring  an  increase 
in  rates  for  telephone  service  subscribers  who  have  no  need  for 
the  specialized  services  offered  by  the  new  competitors.   In  addition, 
it  is  argued  that  injecting  competition  into  the  private  line 
market  will  require  AT5T  to  lower  some  of  its  private  line   rates 
as  a  competitive  response,  which  in  turn  would  result  in  the  diversion 
of  toll  traffic  to  the  private  line  sector  and,  because  of  current 
separation  procedures,  would     result  in  shifting  costs  from  the 
interstate  market  back  upon  intrastate  subscribers. 

Each  of  the  foregoing  arguments  is  disputed  in  one  manner  or 
another  by  advocates  of  the  new  interconnection  and  specialized 
common  carrier  policies,  who  also  argue  that,  in  any  event,  whatever 
adverse  impact  there  might  be  is  outweighed  by  the  public  benefits 
of  competition  or  could  be  offset  in  ways  other  than  the  prohibition 
of  competition  altogetlier. 

The  NARUC  has  long  urged  that  resolution  of  the  threshold 
question  of  whether  there  will  be  an  adverse  economic  and  service 
impact  and,  if  so,  the  probable  extent   thereof,  is  an  indispensable 
predicate  for  developing  sound  public  policy   concerning  inter- 
connection and  specialized  common  carriers.   Insofar  as  the  State 
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regulatory  commissions  are  concerned,  questions  particularly  as  to 
the  economic  impact  of  such  policies  are  extremely  critical  in  view 
of  the  constant  and  seemingly  unending  applications  for  rate  in- 
creases which  they  have  been  faced  with  for  the  past  several  years. 

The  NARUC's  own  tabulation  (see  Appendix  A)  shows  that  as  of 
April  15,  1974,  more  than  $4.9  billion  in  annual  rate  increases 
have  been  sought  by  the  Bell  System  alone  from  the  State  commissions 
since  January  1,  1969,  of  which  some  $2.9  billion  has  been  granted 
and  another  $.47  billion  is  pending.   In  sharp  contrast,  however, 
interstate  toll  rates  during  the  same  period  of  time  have  remained 
largely  stable  or  have  declined,  due  primarily  to  the  fact  that 
technological  improvements  in  long  distance  calling  have  resulted 
in  unit  cost  reductions  that  are  not  possible  in  local  calling. 

Yet  it  is  the  price  of  local  service  regulated  by  the  States 
which  primarily  determines  whether  individuals  can  afford  to  have  a 
telephone  installed  or  not.   Thus,  any  policy  which  aggravates  the 
increase  in  local  service  rates  - -thereby  threatening  the  widespread 
availability  of  service  and  jeopardizing  the  fundamental  public 
policy  goal  of  a  telephone  in  every  home--must  be  carefully  scrutinized 
before  a  final  determination  is  made  as  to  whether  it  is  in  the  public 
interest.   This  is  particularly  true  in  the  case  of  interconnection 
and  specialized  common  carriers,  because  these  policies  are  largely 
designed  to  reduce  the  cost  of  communication  for  a  relatively 
small  number  of  businesses  and  other  affluent  users,  with  little 
or  no  benefit  accruing  to  the  large  mass  of  telephone  users. 


4483 


-14- 

In  this  context,  continuously  since  the  time  these  policies 
were  first  taken  under  consideration,  the  NARUC  has  formally  and 
informally,  on  every  occasion  open  to  it,  urged  in  the  most 
vigorous  possible  terms  that  the  FCC  should  determine  the  impact 
of  its  policies  on  ordinary  telephone  users  prior  to  implementing 
or  expanding  fundamental  changes.   Yet,  at  the  time  the 
instant  investigation  was  instituted,  the  NARUC  had  been  able 
to  obtain  only  a  promise  to  undertake  the  necessary 
investigation  at  some  indefinite  time  in  the  future.   For  this 
reason,  and  in  the  belief  that  the  facts  should  be  known  sooner, 
rather  than  later,  the  Committee  on  Communications  of  the  NARUC 
deemed  it  necessary  in  the  public  interest  to  undertake 
its  own  fact-finding  investigation  and  present  the  results  there- 
of to  Congress,  the  Federal  Communications  Commission,  and  the 
American  people  at  the  earliest  practicable  date .  15/   It  is  to 
these  ends  that  this  report  is  dedicated. 


15^/   After  the  conclusion  of  the  public  hearings  in  this  investiga- 
tion, during  the  time  in  which  this  report  was  being   pre- 
pared, the  FCC  instituted  a  general  investigation  of  a  number 
of  issues,  including  the  eco-^mic  impact  of  interconnection 
and  specialized  common  carriers.   In  the  Matter  of  Economic 
Implications  and  Interrelationships  Arising  from  Policies  and 
Practices  Relating  to  Customer  Interconnection,  Jurisdictional 
Separationsand  Rate-Structures,  FCC  Docket  No.  20003,  FCC 
74-344,  adopted  April  9,  1974  and  released  to  the  public 
April  10,  1974.   In  view  of  the  results  of  its  investigation, 
set  forth  hereinafter,  the  Committee  believes  that  the  time 
is  now  past   for  debating  whether  there  will  in  fact  be  a 
significant  adverse  economic  effect,  and  that  regulatory 
efforts  should  now  be  devoted  toward  developing  strategies 
for  dealing  with  the  impacts  that  can  be  expected. 


33-887  O  -  74  -  pt.6  -  42 
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II.   PROCEEDINGS  IN  THE  INVESTIGATION 
The  investigation  was  instituted  by  Notice  of  Investigation 
issued  by  the  Committee  on  November  16,  1973,  which  was  served  upon  all 
State  and  Federal  governmental  agencies  having  an  interest  in  or 
engaged  in  the  economic  and  quality  of  service  regulation  of 
communication  common  carriers,  as  well  as  upon  all  known  communication 
common  carriers,  manufacturers,  suppliers,  users  and  other  parties 
previously  indicating  an  interest  in  the  issues  under  consideration. 
(See  Appendix  B  for  a  list  of  the  parties  invited  to  participate.)  The 
Notice  contained  a  detailed  description  of  the  issues  to  be  considered 
in  the  investigation,  and  parties  desiring  to  participate  therein  were 
requested  to  so  advise  the  Committee  on  or  before  December  10,  1973. 

Direct  testimony,  exhibits  and  statements  of  position  were  filed 
with  the  Committee  on  or  about  February  8,  1974,  by  the  American  Tele- 
phone and  Telegraph  and  associated  Bell  System  Companies,  the  Association 
of  American  Railroads,  Centerville  Telephone  Company,  Central  Telephone 
Company,  Communication  Certification  Laboratory,  Communications 
Workers  of  America, 1_6/  Consulting  Communications  Engineers,  Inc., 
Continental  Telephone  Corporation,  GTE  Service 
Corporation,  Ironton  Telephone  Company,  MCI  Telecommunications 
Corporation,  Mid-Continent  Telephone  Corporation,  Phonetele,  Inc., 
Rochester  Telephone  Corporation,  Southern  Pacific  Communications 


16/   CWA's  filing  consisted  of  a  statement  of  position 

which  was  sent  to  the  Committee  on  November  27,  1973. 
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Company ,  United  Telephone  System  and  the  United  States  Independent  Tele- 
phone Association.  Rebuttal  exhibits  and  testimony  were  filed  with  the 
Committee  on  or  about  February  27,  1974,  by  Communications  Certifica- 
tion Laboratory,  Southern  Pacific  Communications  Company   and  the 
United  Telephone  System. 

In  addition,  by  Notice  dated  February  16,  1974,  the  Committee 
requested  certain  supplemental  information  from  various  parties 
submitting  testimony  and  exhibits  in  the  investigation. 

Public  hearings  were  held  in  Washington,  D.C.  from  March  4 
through  March  7,  1 974,  for  the  purpose  of  cross-examination  of 
witnesses  on  their  prefiled  testimony  and  exhibits.   The  hearings 
were  presided  over  by  the  Honorable  Francis  Pearson,  Chairman  of 
the  NARUC  Committee  on  Communications  and  member  Commissioner  of 
the  Washington  Utilities  and  Transportation  Commission,  with  the 
assistance  of  the  Honorable  William  R.  Clark,  member  Commissioner 
of  the  Missouri  Public  Service  Commission,  the  Honorable  William 
Symons,  Jr.,  member  Commissioner  of  the  California  Public  Utilities 
Commission,  the  Honorable  Edward  P.  Larkin,  member  Commissioner 
of  the  \ew  York  Public  Service  Commission,  the  Honorable  Marvin 
R.  Kooten,  Chairman  of  the  North  Carolina  Utilities  Commission,  and 
the  Honorable  Archie  Smith,  Chairman  of  the  Rhode  Island  Public 
Utilities  Commission.   Also  sitting  as  the  guest  of  the  Committee 
was  the  Honorable  William  R.  Stratton,  member  Commissioner  of  the 
District  of  Columbia  Public  Service  Commission. 
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Witnesses  appeared  on  behalf  of  the  Bell  System  Companies, 
Centerville  Telephone  Company,  Central  Telephone  Company,  Com- 
munications Certification  Laboratory,  Continental  Telephone 
Company,  GTE  Service  Corporation,  Ironton  Telephone  Company,  Mid- 
Continent  Telephone  Corporation,  United  Telephone  System  and  the 
United  States  Independent  Telephone  Association,  and  were  cross- 
examined  principally  by  members  of  the  NARUC  Washington  staff  and 
the  California  Public  Utilities  Commission  staff.   Counsel  for  the 
Minnesota  Public  Service  Commission  and  the  Pennsylvania  Public 
Utilities  Commission  also  appeared  and  conducted  cross-examination. 

In  addition,  testimony,  exhibits  and  statements  of  position  sub- 
mitted by  the  Association  of  American  Railroads,  Communications 
Workers  of  America,  Consulting  Communications  Engineers,  Inc.,  MCI 
Telecommunications  Corporation,  Phonetele,  Inc.,  Rochester  Telephone 
Corporation  and  Southern  Pacific  Communications  Company  were  received 
in  the  record  by  the  Committee  as  statements  of  position  by  stipula- 
tion of  the  parties. 

Post-hearing  briefs  were  filed  with  the  Committee  on  March  29, 
1974,  by  the  Bell  System  Companies,  Continental  Telephone  Corporation, 
GTE  Service  Corporation,  Mid-Continent  Telephone  Corporation,  United 
Telephone  System  and  the  United  States  Independent  Telephone 
Associat  ion .  jj_^/ 


17/   The  motions  to  correct  the  hearing  transcript  filed  with  the 
Committee  on  March  18,  1974,  by  the  Bell  System  Companies, 
Continental  Telephone  Corporation,  and  GTE  Service  Corporation 
are  hereby  granted  and  the  record  shall  be  so  amended.   In 
addition,  the  Committee  notes  that  other  minor  corrections 
are  required  and  shall  be  so  noted  in  the  record. 
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The  Committee  wishes  to  emphasize  that  the  investigation  it 
has  conducted  is  a  fact-finding  investigation  aimed  at  as  full 
and  complete  a  report  to  the  public  on  the  issues  considered  as 
is  possible  at  the  present  time.   Accordingly,  no  burden  of  proof 
was  assigned  to  any  party  and,  to  the  extent  that  testimony  took 
the  form  of  argumentation,  it  was  considered  as  such  and  given 
appropriate  weight.   Similarly,  although  the  compiled  record  is 
substantial,  the  Committee  has  not  deemed  itself  bound  strictly 
by  four  corners  thereof.   The  absence  of  conflicting  evidence  on 
any  issue  has  not  compelled  the  Committee  to  make  any  of  the 
affirmative  findings  herein  contained,  and  in  arriving  at  its  con- 
clusions it  has  evaluated  the  contentions  of  the  parties  in  light 
of  other  information  that  is  publicly  available  and  generally 
accepted  as  reliable. 

III.   SUMMARY  OF  PRINCIPAL  CONCLUSIONS 
On  the  basis  of  its  investigation,  including  independent 
analyses   by  its  staff,  the  Committee  is  convinced  that  under 
current  regulatory  policies,  there  will  be  a  substantial  adverse 
economic  impact  on  local  exchange  telephone  service  subscribers 
resulting  from  the  interconnection  of  customer -provided  terminal 
equipment,  principally  private  branch  exchanges  (PBX's)  and  key 
telephone  systems  (KTS),and  from  competition  by  the  specialized 
common  carriers  in  providing  voice  grade  private  line  telecom- 
munication services,  and  further,  that  the  most  likely  competitive 
responses  by  the  existing  common  carrieiswill  serve  primarily  to 
exacerbate   the  near-term  impact  to  the  detriment  of  the  local 
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exchange  telephone  service  subscriber. 

By  1980,  the  Committee  estimates  that  the  "cost"  of  inter- 
connection and  specialized  common  carriers  in  terms  of  higher 
rates  for  local  exchange  service  subscribers  will  range  at  a 
minimum  from  approximately  $600  million  to  $1.0  billion  annually, 
depending  upon  the  nature  and  extent  of  the  competitive  responses 
of  the  existing  carriers,  and  by  1984  this  total  is  expected  to 
reach  approximately  $1.5  billion  to  $1.7  billion  annually. 
(See  Figure  1).   On  a  cumulative  basis,  these  costs  are  estimated 
to  range  at  a  minimum  from  approximately  $2.0  billion  to  $4.0 
billion  by  1980,  and  from  approximately  $6.7  billion  to  $9.6 
billion  by  1984,  again  depending  upon  the  nature  and  extent  of 
the  competitive  responses  by  the  existing  carriers.   (See  Figure  2). 

Of  these  totals,  the  minimum  cost  of  interconnection  is  estimated 
to  be  approximately  $360  Trillion  to  S740  million  annually  by 
1980,  and  $900  million  to  $1.0  billion  annually  by  1984,  with 
the  minimum  cost  of  the  specialized  common  carriers 
estimated  at  approximately  $270  million  annually  by  1980  and  $620 
million  annually  by  1984.   (See  Table  1).   Translated,  these  costs 
amount  to  a  minimum  of  approximately  $8  to  $13  annually  per 
residential  subscriber  by  1980,  and  from  approximately  $18  to  $19 
annually  per  residential  subscriber  by  1984.   (See  Figure  3). 

By  the  same  token,  if  these  costs  were  spread  evenly  among 
interconnected  and  non- interconnected  business  and  residential 
subscribers,  a  minimum  increase  of  six  to  nine  percent  in  local  ex- 
change rates  would  be  required  by  1980,  exclusive  of  normal  rate 
increases  that  may 
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FIGURE  1 
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FIGURE  2 
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FIGURE  3 
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be  expected  from  other  causes,  and  by  1984,  a  minimum  increase  of 
ten  to  eleven  percent  would  be  required.   (See  Table  2).   Alter- 
natively, if  the  State  regulatory  commissions  attempted  to  confine 
the  increase  to  interconnected  and  non- interconnected  business 
subscribers,  a  minimum  increase  of  19  to  30  percent  in  line  rates 
would  be  required  by  1980,  again  exclusive  of  normal  repricing 
upward  that  may  be  expected  from  other  causes,  and  a  minimum  in- 
crease of  32  to  35  percent  in  the  line  rates  would  be  required  by 
1984.   (See  Table  3).   Such  sharp  increases,  however,  would  add 
further  impetus  to  interconnection  as  business  subscribers  at- 
tempted to  achieve  economies  in  their  telecommunications  costs, 
which  in  turn  would  require  even  sharper  increases  in  the  line 
rates  to  offset  the  cost  of  competitive  penetration  and  ultimately 
would  be  largely,  if  not  totally,  self-defeating. 

Thus,  in  the  end,  it  would  likely  be  the  residential  sub- 
scriber who  must  pay  the  cost  of  these  policies  in  the  form  of 
higher  telephone  rates.   By  1980,  the  Committee  estimates  that 
a  minimum  increase  of  8  to  13  percent  would  be  required  in  resi- 
dential exchange  rates  to  offset  the  cost  of  interconnection  and 
specialized  common  carriers,  and  by  1984,  a  minimum  increase  of 
15  to  16  percent  would  be  required.   (See  Table  4).   Again,  these 
rate  increases  are  exclusive  of  normal  increases  that  could  be 
expected  from  other  causes  during  this  period  of  time. 

With  respect  to  the  impact  of  interconnection  within  the 
industry,  the  minimum  cost  to  the  independent  industry  subscribers 
is  estimated  to  range  from  approximately  $70  million  to  $160  million 
annually  by  1980,  compared  to  a  minimum  of  approximately  $290  million 
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to  $580  million  annually  for  the  Bell  System  Companies,  and  by  1984 
the  cost  is  estimated  at  a  minimum  of  approximately  $120  million 
to  $170  million  annually  for  the  independents,  compared  to  a  minimum 
of  approximately  $800  million  to  $860  million  annually  for  the  Bell 
System  subscribers.   (See  Table  5). 

Overall  averages,  however,  do  not  tell  the  complete  story. 
Although  each  of  the  Bell  System  operating  companies  is  large 
enough  to  provide  a  broad  financial  base  with  which  to  absorb   the 
impact  of  interconnection  and  spread  it  as  evenly  as  possible,  many 
independent  operating  companies  are  not,  and  in  a  small  independent, 
such  as  a  one  or  two  exchange  company,  the  effect  of  its  only  large 
subscriber  "going  interconnect"  can  sharply  increase  the  price  of 
service  for  its  remaining  subscribers.   Incidents   of  this  type 
have  already  occurred  and  are  expected  to  continue. 

Moreover,  there  does  not  appear  to  be  a  direct  correlation 
between  the  size  of  an  operating  company  or  the  population  size 
that  it  serves  and  the  likelihood  of  interconnect  penetration. 
Thus,  interconnection  may  occur  on  a  selective  basis  in  any  given 
area.   In  turn,  because  independent  companies  generally  serve 
more  rural  and  less  densely  populated  areas  of  the  country,  inter- 
connection may  well  have  a  significant  adverse  effect  on  the 
availability  of  basic  telephone  service  at  a  reasonable  price  in 
these  areas  of  the  country. 

At  the  present  time,  the  Committee  is  unable  to  draw  any  firm 
conclusions  as  to  whether  the  overall  quality  of  telephone  service 
has  been  significantly  affected  to  date  by  interconnection,  although 
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it  is  likely  that  absent  diligent  regulatory  attention  to  this  pro- 
blem, a  significant  adverse  effect  would  appear  should  interconnec- 
tion become  more  prevalent.   The  level  of  interconnection  at  this 
time  is  relatively  low,  which  necessarily  limits  any  impact  which 
it  might  have  upon  the  quality  of  service,  and  most  of  the  technical 
harms  that  may  be  occurring  as  a  result  thereof  are  not  measurable 
as  such  by  the  telephone  companies.   Furthermore,  it  is  clear  that 
interconnected  equipment  has  generally  required  proportionately 
more  maintenance  ef fort  - -rather  than  less,  as  would  be  expected--on 
the  part  of  the  telephone  companies,  and  that  this,  in  turn,  trans- 
lates into  a  higher  cost  of  operation  which  cannot  be  fully  charged 
back  to  interconnected  customers.   However,  the  exact  reasons  for 
the  high  trouble  rate  are  not  clear. 

There  is  also  no  doubt  that  the  present  state  of  intercon- 
nection regulation  does  not  prevent  unfit  equipment  such  as  used 
telephone  handsets  to  be  widely  disseminated  to  subscribers  with- 
-out  the  knowledge  of  the  telephone  company,  typically  with  the 
resuU  of  illegal  connection  to  the  network  and  consequent  degrada- 
tion of  service.   Nevertheless,  it  also  appears  that  intercon- 
nection permits  subscribers  to  more  readily  obtain  non-harmful 
equipment  which  they  find  useful  or  desirable.   Under  these 
circumstances,  therefore,  the  Committee  is  not  prepared  to  make 
an  overall  judgment  on  interconnection  as  it  has  affected  the  quality 
of  telephone  service  to  date. 


39-887  O  -  74  -  pt.6  -  43 
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The  Conunittee  further  concludes  that  proper  regulatory  policy 
concerning  interconnection  requires  a  separate  analysis  of  the 
issues  associated  with  the  various  subgroups  heretofore  considered 
as  one  amalgam,  with  different  regulatory  treatment  accorded  each 
group.   The  Committee  believes  that  there  are  three  general  class 
distinctions  that  should  be  made: 

(1)  The  requirements  of  large,  institutional  users  as  users 
of  the  voice  network; 

(2)  The  requirements  of  data  communication  transmission, 
whether  or  not  it  takes  place  within  the  confines  of  a  large 
institutional  subscriber;  and 

(3)  The  requirements  of  individual  users  of  the  telephone 
network,  whether  or  not  such  use  takes  place  in  the  home  or 
within  the  context  of  a  small  or  large  institutional  framework. 

Briefly,  the  equipment  requirements  for  large  institutional 
users,  such  as  PBX's  and  key  systems,  have  traditionally  been 
provided  by  the  telephone  companies  as  an  integral  part  of  their 
service  offering.   The  arguments  in  favor  of  interconnection 
generally  do  not  apply  to  this  class  of  equipment,  and  permitting 
interconnection  will  have  significant  adverse  effects.   Accordingly, 
the  Committee  believes  that   a   substantial  question  exists  as  to 
whether  permitting  this  type  of  interconnection  is  in  the  public 

interest . 

The  terminal  equipment  specifically  utilized  in  the  data  com- 
munications market,  however,  clearly  does  not  fall  within  the 
traditional  concept  of  telephone  service.   The  terminal  equipment 
subject  to  competitive  penetration,  such  as  a  modem, 
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is  only  a  minor  part  of  the  entire  complex  of  computers  and  acces- 
sory equipment  that  must  be  employed  to  fulfill  this  type  of  com- 
munication need,  and  the  utmost  technical  integrity  of  all  such 
equipment  must  be  maintained  in  order  for  the  service  to  retain 
its  value  for  the  subscriber.   At  the  same  time,  the  exceedingly 
rapid  technological  turnover  which  has  characterized  the  computer 
industry  makes  for  an  inherent  conflict  with  sound  utility  practices. 
Accordingly,  the  Committee  does  not  believe  that  the  public  interest 
would  adversely  be  affected  for  the  computer  industry  to  provide  sub- 
stantially all  of  the  terminal  equipment  used  in  providing  this  type 
of  service,  subject  to  the  telephone  company's  needs  to  incorporate 
minimal  protective  features  into  the  loop.  18/ 

The  needs  of  subscribers  for  ancillary  equipment  to  improve 
the  value  and  utility  of  telephone  service  to  them  are  diverse, 
and  generally  include  equipment  which  the  telephone  company  has 
little  incentive  to  develop  and  market  vigorously.   Although  this, 
category  includes  such  items  as  answering  devices,  automatic  dialers, 
conferencing  devices  and  call  diverters,  which  primarily  benefit 
the  individual  user  rather  than  the  large  institutional  subscriber 
as  such,  some  relatively  elaborate  equipment  such  as  a  call  re- 


18/   The  Committee  does  not  believe  that  insurmountable  technological 
differences  exist  between  the  telephone  industry  and  the  com- 
puter industry,  and  a  cooperative  attitude  on  the  part  of  both 
sides  should  hasten  resolution  thereof. 
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strictor,  which  only  a  larger  subscriber  can  profitably  employ, 
should  also  be  included  in  this  category. 

No  matter  how  extensive  a  product  line  a  telephone  company  may 
offer,  it  is  unlikely  that  it  can  completely  satisfy  the  diverse 
desires  of  its  subscribers  for  this  type  of  equipment.   In  addition, 
adopting  a  pricing  policy  which  results  in  revenue  from  this  type 
of  equipment  subsidizing  basic  exchange  service  apparently  also 
has  the  inadvertent  effect,  as  a  practical  matter,  of  inhibiting 
the  availability  of  such  equipment  by  lawful  means  and  of  encouraging 
illegal  direct  interconnection.   It  makes  little  sense  to  the  con- 
sumer, for  example,  if  he  is  even  aware  of  interconnect  regulations, 
to  "rent"  an  answering  device  from  the  telephone  company  for  $20.00 
per  month  when  he  can  buy  the  same  type  of  equipment,  if  not  the 
identical  brand  and  model  number,  from  a  local  department  store  and 
plug  it  into  the  network  for  a  one-time  charge  of  $150.   Even  if  it 
malfunctions  and  must  be  discarded  in  a  year,  the  cost  to  him  is 
less  than  he  would  have  paid  to  the  telephone  company. 

At  the  same  time,  widespread  illegal  interconnection  of  such  de- 
vices already  exists,  and  it  is  clear  that  substantial  technical  d^radatLon 
of  the  network  will  be  the  inevitable  result  if  they  continue  to 
be  attached  without  any  control  being  exercised  over  their  technical 
performance,  including  network  protective  functions.   Accordingly, 
the  Committee  believes  that  an  appropriate  compromise  of  the 
legitimate  interests  of  the  parties  concerned  may  be  the  adoption 
of  certification  programs  applicable  specifically  to  this  class 
of  equipment . 19/ 


19/   However,  the  Committee  takes  no  position  at  this  time  as  to  the 
~^       precise  format  of  such  programs,  other  than  to  note  that  regu- 
latory involvement  should  be  minimized,  with  the  industries 
working  out  their  technical  and  procedural  difficulties  es- 
sentially between  themselves. 
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Much  of  the  impact  o£  the  specialized  common  carriers  is  not 
quantifiable  as  such,  but  the  effect  on  the  average  telephone  sub- 
scribers, to  whom  this  type  of  service  is  useless,  is  significant  and 
is   adverse.   The  Committee's  estimate  of  the  impact  set  forth 
above  contains  only  the  portion  of  the  cost  allocated  to  exchange 
service  customers,  and  does  not  include  approximately  $110  million  an- 
nually the  Committee  estimates  will  be  the  cost  for  State  toll  users  by 
1980,  with  this  cost  increasing  to  approximately  $260  million 
annually  by  1984.   (See  Table  6  ). 

This  cost  is  expected  because  the  specialized  carriers  offering 
voice  grade  channels  will  siphon  off  the  growth  of  the  Subscriber  Line 
Use  (SLU)  factor  used  for  jurisdictional  separations  purposes ,  which  m 
turn  will  result  in  assigning  local  plant  costs  to  intrastate  service 
which  normally  would  have  been  assigned  to  interstate  service. 
Such  a  result  works  an  especial  hardship  on  intrastate  rates  subject 
to  State  regulatory  jurisdiction,   since  there  is  already  a 
critically  urgent   need   to  allocate  more,  rather  than  less,  local 
plant  costs  to  interstate  service.   For  these  reasons,  the  Com- 
mittee strongly  believes  that  an  expedited,   comprehensive  re- 
evaluation  of  current  separations  philosophy  and  procedures  should 
be  immediately  undertaken,  so  that  not  only  the  adverse  effects 
of  these  new  policies  can  be  avoided  but  that  the  necessary  ad- 
ditional reforms  can  be  accomplished. 

Finally,  it  is  apparent  that  those  advocates  of  interconnection 
and  specialized  common  carriers  who  believe  that  any  adverse  eco- 
nomic consequences  could  be  adequately  detected  and  corrected  as 
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they  appeared,  substantially  misconceive  the  nature  of  the  impact 
at  issue.   In  fact,  the  primary  issue  as  to  economic  impact  is  not 
whether  existing  telephone  companies  will  suffer  a  net  reduction 
in  operating  revenues  over  present  levels  as  a  result  of  competitive 
penetration.   Rather,  it  is  clear  that  the  primary  impact  relates 
to  the  manner  in  which  costs  of  operation  are  shifted  from  one 
class  of  user  to  another,  whether  as  a  natural  consequence  of 
competitive  penetration  or  as  a  consequence  of  the  competitive 
strategies  adopted  by  the  telephone  companies. 

It  is  further  clear  that  the  inherent  vice  of  permitting  a 
mixture  of  regulation  and  unregulated  competition  is  that  the 
adverse  impact  on  subscribers  of  the  monopoly  service  occurs  subtly 
and  cannot  be  detected  from  information  normally  furnished  to  the 
regulatory  agencies  by  utilities  in  the  ordinary  course  of  business. 
Accordingly,  continued  refusal  to  acknowledge  the  very  real  and 
substantial  economic  threat  of  interconnection  and  specialized 
common  carriers  only  ensures  that  the  threat  itself  will  become  an 
accomplished  harm.   What  is  needed  now  is  an  affirmative  regulatory 
strategy  for  mitigating  or  avoiding  such  harm  entirely. 

IV.   DISCUSSION  AND  CONCLUSIONS 
Interconnect  ion 

Economic  Impact 

The  first  issue  in  determining  whether  there  is  likely  to  be  an 
adverse  economic  impact  from  interconnection  is  resolution  of  the 
question  whether  current  tariff  policies  relating  to  vertical  services  in 
fact  result  in  a  "subsidy"  of  basic  exchange  service.   That  such 
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a  subsidy  in  fact  does  exist  is  amply  demonstrated  in  the  record, 
and  is  derived  from  two  sources: 

(1)   The  pricing  of  vertical  services  at  a  level  above  "relevant 
cost"  20/ ,  so  that  a  contribution  is  made  by  vertical  service 
revenue  toward  meeting  overhead  and  common  costs  of  operation^  and 

C2)   Establishment  of  price  levels  above  unseparated 
costs,  so  that  the  revenue  derived  therefrom  is  credited  to  the 
exchange  level,  but  a  portion  of  the  cost  associated  therewith  are 
in  fact  assigned  to  toll  services.  TJJ       In  effect,  therefore, 
the  subscriber  pays  for  this  portion  of  the  cost  in  two  ways--at 
the  exchange  level  and  also  through  use  of  the  toll 
network.   To  the  extent  that  the  revenues  received  at  the  exchange 
level  cover  costs  that  in  fact  are  assigned  to  other  services, 
this  constitutes  a  direct  subsidy  of  local  exchange  operations. 


2  0/   Relevant  costs   as  used  in  the  record  and  in  this  report  are 
long  run  incremental  or  prospective  costs  that  are  related 
to  a  particular  category  of  service,  including  a  factor  for 
return  on  investment, 

21/   In  the  case  of  the  Bell  System,  with  the  exception  of  California, 
such  costs  are  specifically  assigned  to  toll  service  only  at  the 
interstate  level  pursuant  to  the  "Ozark  Plan"  of  jurisdictional 
separation  now  in  effect.   However,  since  independent  companies 
also  use  the  Ozark  Plan  for  division  of  intrastate  toll  revenue, 
a  portion  of  their  annual  costs  associated  with  vertical  ser- 
vices is  also  assigned  to  State  toll,  resulting  in  a  greater 
proportion  of  such  costs  being  directly  assigned  to  toll  for 
the  independents  than  for  the  Bell  System. 
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The  extent  of  the  total  annual  subsidy  of  exchange  operations 
by  vertical  services  is  substantial,  of  which  subsidies  by  PBX 
systems  and  the  key  systems  are  clearly  the  most  significant.   At 
1973  levels.  Pacific  Northwest  Bell  estimated  that  out  of  total 
PBX  system  revenues  of  $15,263,000,  contributions  to  overhead  and 
common  costs  amounted  to  $3,917,000  (about  26  percent).   Similarly, 
key  systems  were  estimated  to  have  contributed  $11,684,000  toward 
overhead  and  common  costs  out  of  total  key  system  revenues  of 
$39,341,000  (about  30  percent). 

For  comparative  purposes,  reference  to  Statistics  of  Communica- 
tions Common  Carriers  published  by  the  FCC  indicates  that  overhead 
and  common  costs  for  all  Bell  operating  companies  average  about  21 
to  22  percent  of  total  operating  revenues . 22/ 

The  United  System  also  provided  a  detailed  breakdown  of  its 
revenues  and  costs  associated  with  PBX  and  key  systems,  which 
further  establishes  the  magnitude  of  the  basic  exchange  service 
subsidy  resulting  from  vertical  service  revenues.   This  breadown  shows 
that  on"  a  composite  basis  at  1973  levels ,,  large  PBX  systems  contributed 


22/   In  the  Committee's  judgment  it  is  not  necessary  to  determine 
whether  1973  contribution  levels  constitute  "fully  allocated" 
costs,  since  it  is  apparent  that  any  price  reduction  will 
shift  such  costs  to  other  ratepayers.   Similarly,  if  price 
levels  are  maintained  at  a  high  level,  resulting  in  signifi- 
cant interconnect  penetration,  these  revenues  will  be  lost 
to  the  telephone  companies  and  the  overhead  and  common  costs 
would  be  shifted  to  other  ratepayers. 
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an  estimated  26  percent  of  total  revenues  toward  overhead  and  conunon 
costs,  small  PBX  systems  contributed  approximately  42  percent  and 
key   systems    contributed  approximately  49  percent.   Again,  for 
comparative  purposes  only,  reference  to  Statistics  of  Communications 
Common  Carriers  indicates  that  overhead  and  common  costs  for  the 
entire  independent  industry  average  about  17  to  18  percent  of  total 
operating  revenues. 

With  regard  to  the  second  source  of  subsidy,  namely,  jurisdic- 
tional separations  and  toll  settlements.  Pacific  Northwest  Bell 
estimated  that  at  1973  levels  a  total  of  $2,961,000  of  annual  PBX 
costs  were  allocated  to  interstate  toll  through  the  process  of 
separations,  out  of  total  unseparated  costs  of  $11,346,000,  an 
interstate  allocation  of  26  percent.  With  regard  to  key  systems,  PNB 
estimated  that  $4,886,000  out  of  total  unseparated  costs  of 
$27,657,000  was  allocated  to  interstate  toll,  an  allocation  of  about 
18  percent. 

Insofar  as  the  independents  are  concerned,  on  the  other  hand. 
General  has  determined  that  approximately  17  percent  of  its  station 
apparatus  and  large  PBX  investment  and  associated  expenses  are  al- 
located to  interstate  toll  at  current  levels,  and  that  approximately 
21  percent  of  such  expenses  are  allocated  to  intrastate  toll,  making 
a  total  toll  "subsidy"  of  exchange  service  of  38  percent. 

Applying  these  figures  to  the  industry  as  a  whole,  the  Committee 
estimates  the  total  subsidy  of  exchange  operations  for  the  Bell 
System  from  PBX  systems  during  1973  was  approximately  $481  million. 
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and  from  key  systems,  approximately  $478  million.   For  the  independent 
industry,  the  Committee  estimates  that  the  total  subsidy  of  exchange 
service  at  1973  levels  resulting  from  PBX  systems  was  approximately 
$140  million,  and  from  key  systems,  approximately  $98  million.  Mea- 
sured per  residential  customer,  this  constitutes  approximately  $18 
per  year  or  approximately  $1.50  per  month. 2^/   There  can  be  no  doubt, 
therefore,  that  reduction  or  diversion  of  this  support  as  a  result 
of  competitive  penetration  would  have  serious  economic  consequences 
for  non-interconnected  exchange  service  subscribers. 

Attempting  to  measure  any  adverse  effect  which  interconnection 
has  had  or  may  have  in  the  future  is,  of  course,  a  very  difficult 
process.   In  its  simplest  form,  the  Committee  has  been  provided 
with  actual  case  histories  where  small  telephone  operating  com- 
panies have  seen  their  few  large  subscribers  "go  interconnect", 
resulting  in  increased  costs  being  borne  by  the  remaining  sub- 
scribers.  In  one  case,  involving  a  single  exchange  company 
serving  approximately  485  customers,  its  only  large  customer 
recently  replaced  the  PBX  system  furnished  by  the  company  with 
its  own  equipment.   The  net  annual  revenue  loss  to  the  company 
in  this  case  was  $5,000  and  the  only  cost  savings  that  could  be 
achieved  was  a  reduction  in  depreciation  expense  of  $700  per  year. 
This  loss  amounts  to  $8.88  annually  per  basic  exchange  customer, 
exclusive  of  additional  losses  due  to  toll  settlements,  or  16 
percent  of  the  company ' s  bas ic  exchange  rate  on  a  monthly  basis. 
The  company  anticipates  seeking  an  increase  in  its  basic  exchange 
rate  to  offset  this  loss  in  the  near  future. 

.3/   Figures  submitted  by  South  Central  Bell  estimated  the  contribution 
subsidy  from  PBX,  key  systems  and  extensions  at  about  $3j  million 
annually,  with  interstate  terminal  equipment  cost  allocations 
totallino    approximately  $38  million  annually.   This  amounts  to 
a  combined  subsidy  of  approximately  $1.60  per  month  measured  on  a 
per  residential  customer  basis. 
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In  another  case  involving  a  single  exchange  operating  company  which  is 
part  of  an  independent  system,  three  of  the  company's  H  cus- 
tomers utilizing  PBX ' s  replaced  their  carrier-provided  systems 
with  interconnected  units.  This  resulted  in  an  annual  revenue  deficiency 
of  $72,760,  including  toll  settlement  effects,  which  must  be  re- 
covered from  the  2,400  local  rate  payers  in  that  exchange.   On  an 
annual  per  local  exchange  customer  basis,  this  amounts  to  $30.32 
or  an  increase  of  $2.53  per  month  in  the  local  exchange  rate. 

In  a  third  case,  the  only  large  business  customer  of  a  small 
single  exchange  company  is  seriously  considering  replacing  its 
carrier-provided  PBX  with  an  interconnected  unit.   Although  at  the 
time  of  the  hearing  the  issue  had  not  been  resolved  in  favor 
of  interconnection,  should  this  happen  the  company 
will  sustain  an  annual  net  operating  loss  of  $6,300,  exclusive 
of  toll  settlement  losses.   Thus,  its  12,075  other  customers  would 
be  required  to  pay  an  additional  $5.00  per  year  to  offset  this 
loss,  which  translates  into  a  7  percent  increase  in  basic  exchange 
rates.   Should  the  sale  go  through,  the  company  will  definitely  seek 
a  rate  increase  to  offset  this  loss. 

These  are  illustrations  of  what  is  happening  now  and  what  will 
continue  to  happen  in  the  future  with  interconnection.   On  a  more 
generalized  basis.  Central  Telephone  Company  has  incurred  annual 
revenue  losses  in  excess  of  $480,000  a  year  since  1971  due  to 
interconnection.  General  reported  revenue  losses  in  excess  of 
$4  million  since  1970. and  Pacific  Northwest  Bell  reported  revenue 
losses  in  excess  of  $1,200,000,  with  associated  "subsidy"  losses 
estimated  at  $543,000.   In  fact,  however,  the  revenue  loss 
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associated  with  an  interconnect  unit  does  not  occur  merely  on  an  annual 
basis,  but  occurs  over  the  entire  station  life  of  the  equipment.   Thus, 
for  exaiT\ple,  assuming  an  average  station  life  of  ten  years  for  the 
interconnected  units  in  Central's  franchise  area,  the  entire  loss  is 
not  $480,000,  but  rather  becomes  $4,800,000. 

While  these  statistics  demonstrate  what  has  happened  and  what  is 
happening  as  a  result  of  interconnection,  proponents  of  interconnection 
have  pointed  to  the  historical  growth  of  telephone  company  operations 
and  revenue  as  evidence  that  the  overall  impact  of  interconnection  on 
telephone  subscribers  will  be  minimal  or  nonexistent.   For  this 
reason,  the  Committee  desired  in  this  investigation  to  measure  the 
impact  which  interconnection  may  be  expected  to  have  over  the  next 
decade,  including  growth  factors  as  part  of  the  equation. 

No  statistical  projections  of  the  anticipated  impact  of  interconnection 
was  provided  by  the  participants  of  the  investigation,  although  the 
United  System  submitted  a  forecast  of  units  in  service,  revenues  and 
expenses  for  PBX's  and  key  systems  through  1988,  assuming  that  inter- 
connection remained  at  a  minimal  level.   In  addition,  the  president 
of  Communication  Certification  Laboratory  expressed  his  judgment  that 
interconnection  would  capture  the  entire  station  equipment  market 
within  20  years,  with  the  possible  exception  of  large  PBX's.   However, 
no  statistical  analysis  was  submitted  to  support  his  conclusion,  and 
the  attitude  of  the  telephone  companies  at  the  hearing  indicates  that 
they  are  prepared  to  act  vigorously  to  prevent  such  a  result. 

Accordingly,  the  Committee  has  made  its  own  projection  of 
the  impact  of  interconnection  on  an  industrywide,  nationwide 
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basis  over  the  next  decade.   A  projection  of  this  type,  of  course, 
necessarily  involves  a  number  of  judgments  and  assumptions  about 
uncertain,  future  events,  and  the  Committee  has  attempted  to  be  as 
conservative  and  realistic  in  framing  its  projections  as  reasonably 
possible. 

Basically,  what  was  done  was  to  isolate  the  "subsidy"  portion  of 
revenue  associated  with  PBX  and  key  systems  at  1973  levels,  and  to 
project  this  subsidy  to  1984  on  the  basis  of  price  changes  and 
penetration  levels  that  may  be  expected  to  occur.   The  "cost"  of 
interconnection,  therefore,  was  measured  as  the  difference  between 
the  subsidy  which  would  have  occurred  had  there  been  no  interconnection 
(i.e.,  contribution  to  overhead  and  common  costs  plus  toll  cost 
allocations)  and  the  subsidy  level  which  may  be  expected  under  inter- 
connection. 

To  establish  the  range  of  impacts,  the  Committee  employed  two 
basic  assumptions: 

(1)  Price  levels  are  maintained  and  increased  on  a  normal 
basis,  as  though  interconnection  did  not  exist;  and 

(2)  Price  levels  ^re  gradually  reduced  over  a  five  year 
period  to  achieve  an  average  contribution  level  of  15-20  percent, 
resulting  in  the  telephone  companies  retaining  currently  existing 
market  shares. 

These  were  deemed  to  be  the  two  extremes  of  the  telephone 
companies'  possible  competitive  responses,  with  the  actual  result 
falling  somewhere  in  between  the  extremes.   In  turn,  the  minimum 
impact  was  estimated  under  each  of  these  two  assumptions  and  used 
as  the  Committee's  estimate  as  set  forth  above  in  Section  III. 
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Costs  for  the  Bell  System  were  estimated  to  remain  at  their 
relative  1973  level,  in  order  to  be  as  conservative  as  possible. 24/ 
First,  relative  changes  in  expense  levels  due  to  interconnection 

are  extremely  difficult  to  quantify  with  any  reasonable  degree  of 
certainty.   The  testimony  indicates  that  the  cost  of  capital  and 
depreciation  rates  associated  with  PBX  and  key  systems  are  expected 
to  increase   as  a  result  of  interconnection,  but  the  Committee  has 
not  attempted  to  quantify  the  effect  such  increases  might  have. 
However,  to  the  extent  this  occurs,  it  would  have  the  effect  of 
further  reducing  subsidy  levels  and  increasing  the  cost  of  inter- 
connection beyond  that  shown  in  the  Committee's  projection. 

Second,  the  Committee's  estimate  assumes  continuing  growth  in 
PBX  and  key  system  revenues  during  the  forecast  period,  and  there- 
fore costs  directly  associated  with  interconnected  units  are  assumed  to  be 
entirely  avoidable.   Thus,  for  example,  carrier -provided  key 
systems  that  are  replaced  by  interconnected  units  are  assumed  to 
be  immediately  reusable  at  another  location.   To  the  extent  that 
the  revenue  losses  and  cost  avoidances  do  not  occur  in  phase  with 
each  other,  therefore,  projected  subsidy  levels  would  be  reduced 
and  the  cost  of  interconnection  increased  beyond  that  shown  in 
the  Committee's  projection. 

A  detailed  explanation  of  the  derivation  of  the  Committee's 


24/   Estimates  for  the  independent  industry  are  based  upon  the  pro- 
jection provided  by  the  United  System,  which  includes  projected 
cost  levels.   However,  relative   cost   levels  were  not  expected 
to  increase  substantially  in  this  projection  during  the  time 
frame  utilized. 
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projection  is  set  forth  in  Appendix  C  hereto. 

One  of  the  most  disturbing  features  that  becomes  immediately 
apparent  as  a  result  of  the  Committee's  analysis  is  the  inherent 
conflict  raised  by  the  competitive  threat  of  interconnection 
between  the  telephone  company's  proper  role  as  a  profit-seeking 
entity  and  its  service  obligation  to  the  public.   As  a  profit- 
oriented  organization,  the  most  rational  response  for  it  to  make 
to  interconnection  would  be  to  lower  its  prices  in  order  to  retain 
its  existing  market  share,  thereby  maximizing  annual  revenues  and 
investment  base.   Yet  this  is  precisely  the  competitive  strategy 
which  results  in  the  most  loss  of  subsidy  for  exchange  services 
over  the  next  decade  and  which  results  in  non-interconnected  sub- 
scribers having  to  bear  the  greatest  economic  burden. 

To  illustrate  the  conflict  presented,  the  estimates  made  by  the 
Committee  demonstrate  that  if  the  Bell  System  lowered  its  PBX  and 
KTS  prices  to  retain  its  existing  market  share,  its  annual  revenues 
from  such  equipment  by  1980  would  be  at  least  $200  million  greater 
than  it  would  earn  by  retaining  existing  price  levels  and  permitting 
competitive  penetration.   Moreover,  from  the  telephone  company's 
point  of  view,  since  lowering  its  prices  would  permit  it  to  retain 
more  units  in  service,  its  investment  base  would  be  maximized  if  it 
were  to  lower  its  prices  as  a  competitive  strategy,  thereby  enabling 
it  to  earn  a  greater  return  for  its  stockholders. 
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However,  the  effects  of  such  a  competitive  decision  on  the 
general  body  of  ratepayers  is  just  the  reverse.   If  the  Bell  System 
lowers  prices  in  order  to  compete,  the  minimum  cost  to  the  rate- 
payers in  the  form  of  lost  subsidy  is  estimated  by  the  Committee  to 
be  approximately  $2.4  billion  on  a  cumulative  basis  by  1980, 
compared  with  an  estimated  maximum  cumulative  subsidy  loss  of  $1.3 
billion  by  1G80  if  price  levels  ar-e  maintained.   No  doubt,  in  the 
long  run,  subsidy  levels  would  be  maximized  by  lowering  prices  to 
retain  current  market  shares,  but  in  the  immediate  future  such  an 
approach  would  cost  consumers  millions  of  additional  dollars. IS,/ 

Questions  have  been  publicly  raised  as  to  the  appropriateness 
of  the  cross-subsidization  of  basic  exchange  service  by  vertical 
services  in  the  manner  shown  above.   Regardless  of  the  merits  or 
demerits  of  the  arguments  on  this  issue,  the  critical 
fact  is  that  since  the  station  equipment  market  has  been  opened  to 
competition,  the  State  regulators  are  forced  into  an  extremely  dif- 
ficult dilemma  in  determining  the  appropriate  regulatory  policies 
to  apply  to  the  competitive  environment.   On  the  one  hand,  if  the 
regulators  permit  telephone  companies  to  engage  in  vigorous  price 
competition,  immediate  and  substantial  rate  increases  for 
other  than  vertical  services  will  be  required.   On  the  other  hand. 


2  5/   For  comparative  purposes,  the  Committee  estimates  that  lowering 
prices  would  cost  the  consumer  in  terms  of  lost  subsidy  a  mini- 
mum of  $5.4  billion  by  1984  (Bell  System  only),  whereas  a  maxi- 
mum of  $4.4  billion  in  lost  subsidy  would  be  incurred  by  that 
time  if  prices  were  not  lowered. 


39-837  O  -  74  -  pt.  6  -  44 
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i£  the  regulators  require  telephone  companies  to  maintain  artifically 
high  price  levels,  developed  for  social  reasons  under  monopoly 
conditions,  in  order  to  minimize  the  immediate  impact  of  interconnection, 
not  only  would  the  telephone  companies  be  denied  an  equal  opportunity 
to  compete,  but  the  long  term  consequences  to  the  public  in  terms  of 
ultimate  subsidy  losses  and  declining  financial  health  of  the 
industry  would  be  compounded. 

With  respect  to  the  relative  impacts  of  interconnection  on  the 
independent  industry,  as  compared  to  the  Bell  System,  it  is  undisputed 
that  the  independent  companies  as  a  class  generally  serve  the  smaller 
metropolitan  areas,  suburban  areas  and  rural  areas,  and  that, 
generally  speaking,  relatively  fewer  large  business  customers  are 
located  in  their  franchise  areas.   The  relatively  lesser  amount 
of  business  customers  is  borne  out  by  the  fact  that,  with  the 
exception  of  General  Telephone,  vertical  services  generate  about  50 
to  75  percent  of  the  relative  level  of  local  service  revenues  for 
the  independents  submitting  information  to  the  Committee  compared  to 
the  Bell  System.  1^1 

The  conclusion  drawn  by  many  from  the  foregoing  information 
is  that  interconnection  will  have  relatively  lesser  impact  on  the 
independents  than  on  the  Bell  System.   However,  the  Committee 
believes  that  such  a  conclusion  is  erroneous,  and  that  either 


26/  To  the  extent  that  information  was  submitted  to  the  Committee, 
General's  vertical  service  profile  appeared  to  be  very  similar 
to  that  of  the  Bell  System. 
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there  will  be  no  significant  difference  in  impact  as  between  the 
Bell  System  and  the  independents,  or  that  the  independents  will 
experience  a  relatively  greater  loss  than  will  the  Bell  System. 

First,  although  the  relative  revenue  importance  of  vertical 
services  is  less  for  the  indedendents ,  on  the  average,  than  for 
the  Bell  System,  the  record  indicates  that  the  subsidy  factor 
for  the  independent  vertical  services  is  significantly  greater 
than  for  the  Bell  System.   The  cost  and  revenue  breakdown  pro- 
vided by  United  shows  that, at  1973  levels, large  PBX's  contributed 
approximately  26  percent  of  total  revenues  to  overhead  and  common 
costs,  small  PBX's  contributed  approximately  42  percent  of  total 
revenues  and  key  systems  contributed  approximately  49  percent  of 
total  revenues.   The  PBX  revenues  of  Pacific  Northwest  Bell  (both 
large  and  small),  by  comparison, contributed  an  average  of  approxi- 
mately 26  percent  of  total  revenues  to  overhead  and  common  costs, 
and  key  systems  contributed  approximately  30  percent  of  total 
revenues.   In  addition,  reference  to  Statistics  of  Communication 
Common  Carriers  indicates  that  overhead  and  common  costs  constitute 
a  relatively  lower  percentage  of  operating  revenue  for  the  indepen- 
dent industry  than  for  the  Bell  System  operating  companies,  which 
further  increases  the  significance  of  independent  vertical  services 
as  a  source  of  subsidy  revenue. 

Furthermore,  independents  directly  assign  portions  of  their 
vertical  service  annual  costs  to  both  intrastate  and  interstate  toll 
under  the  Ozark  Plan,  whereas  the  Bell  System,  with  rare  exception, 
directly  assigns  a  portion  of  such  costs  only  to 

interstate  toll  and  not  to  intrastate  toll.   The  record  indicates 
that  the  independents  presently  assign  approximately  38  percent  of  their 
vertical  services  costs  directly  to  toll  service,  and  that  the  Bell 
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System  directly  assigns > approximately  19  percent  to  toll.   Thus, 
under  these  circumstances,  the  conclusion  is  clearly  warranted 
that  the  vertical  service  revenue  is  at  least  equally  as 
significant  as  a  source  of  exchange  service  subsidy  for  the  in- 
dependent industry  as  for  the  Bell  System. 

Second,  it  is  clear  that  serving  generally  the  smaller  metro- 
politan and  rural  areas  of  the  country  does  not  immunize  the  indepen- 
dent from  interconnect  competition.   The  witness  for  General  testified 
that  his  company's  experience  has  been  that  interconnection  varies 
as  a  function  of  business  density  rather  than  population  size,  and 
the  case  histories  of  the  single  exchange  companies  discussed  above 
demonstrate  that  even  the  smallest  companies  with  only  one  or  two 
large  business  subscribers  can  feel  the  effects  of  interconnection 
at  any  time. 

In  addition.  Central  Telephone  Company  reported  that  one  of  its 
most  intense  competitive  encounters  with  interconnection   has  been 
occurring  in  a  company  serving  a  total  population  of  fewer  than 
50,000. 

The  size  of  the  Bell  operating  companies,  which  dwarfs  even 
the  largest  independent  operating  company  by  comparison,  gives 
them  a  broad  financial  base  with  which  to  absorb  and  overcome  the 
effects  of  competitive  penetration.   In  contrast,  the  size  of 
the  independent  operating  companies,  which  may  range  to  as  little  as 
a  single  exchange  company  serving  no  more  than  400  or  500  subscribers, 
means  that  the  impact  of  interconnection,  occurring  on  a  selective 
basis  and  at  times  and  places  of  its  own  choosing,  may  well  be 
disastrous. 
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As  an  illustration,  the  witness  for  Mid-Continent  Telephone 
Corporation  pointed  to  its  single  exchange  operating  company  in 
Kershaw,  South  Carolina,  which  has  only  three  PBX  systems  in  its 
franchise  area.   The  witness  estimated  that  if  those  systems  were 
replaced  by  interconnected  units,  the  company  would  be  forced  into 
a  rate  case  seeking  rates  for  one  party  service  on  the  order  of 
$15.00  to  $20.00  per  month.   Whether  quality  service  could  con- 
tinue to  be  maintained  under  such  circumstances  is  problematical, 
as  is  the  number  of  local  subscribers  who  could  afford  to  retain 
their  service  at  such  rates. 

For  all  of  the  foregoing  reasons,  therefore,  the  Committee 
concludes  that  the  effect  of  interconnection  is  likely  to  be 
equally  as  significant,  if  not  more  significant,  for  the  indepen- 
dent industry  as  for  the  Bell  System,  and  further,  that  intercon- 
nection may  significantly  impair  the  availability  of  ser- 
vice at  reasonable  prices  in  the  less  developed  or  rural  areas  of 
the  country. 

Quality  of  Service  Impact 

The  overall  impact  of  interconnection  on  the  quality  of 
telephone  service  to  date  is  difficult  to  determine,  and  its 
probable  impact  for  the  future  is  highly  contingent  upon 
the  direction  of  future  regulatory  policy.   It  is 

clear  that  customer-provided  terminal  equipmc.c  jjrcsently  requires 
greater  maintenance  efforts  on  the  part  of  telephone  companies  than 
their  own  equipment,  which  is  of  particular  significance 
because  it  should  be  reasonably  expected  that  customer-provided 
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equipment  would  require  relatively  less  maintenance  effort.   Neverthe- 
less, the  primary  reason  for  this  situation  and  whether  it  may  be 
a  transitory  phenomenon  is  not  known,  which  tends  to  limit  the 
validity  of  conclusions  that  might  otherwise  be  drawn.   By  the  same 
token,  however,  many  of  the  possible  adverse  technical  effects  of 
interconnection  are  not  quantifiable  by  the  telephone 
companies,  which   also   makes  an  overall  conclusion  on  the  effect  of 
interconnection  more  difficult. 

Several  of  the  companies  testified  as  to  examples  of  the  types 
of  problems  regarding  quality  of  service  that  they  face  as  a 
result  of  interconnection,  but  relatively  little  systemwide  analysis 
has  been  conducted  to  determine  its  impact  on  quality  of  service  on 
a  generalized  basis. 

There  is  evidence  that  improperly  designed  equipment  is  being 
interconnected  to  a  certain  extent.   As  examples,  the  witness  for 
Central  Telephone  Company  cited  an  automatic  dialing  device  which 
causes  improper  signal  levels  and  wave  forms,  an  anti -crime  device 
which  continues  to  hold  up  the  line  falsely  for  14  to  17  minutes 
after  notifying  police  that  some  problem  has  occured,  thus  disabling 
that  line  and  precluding  incoming  and  outgoing  traffic  for  the 
interim  until  the  line  is  released,  and  an  automatic  answering  device 
which  fails  to  release  the  line  to  which  it  is  connected,  thus 
disabling  that  line.   These  devices  render  a  telephone  line 
inoperative  and  have  caused  numerous  "false  busy"  trouble 
reports,  as  well  as  numerous  identification  failures  on  direct 
distance  dial  calls  in  central  offices  that  require  special  spotter 
type  dials  for  identification  purposes.   Other  witnesses  reported 
similar  experiences. 
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The  major  problem,  however,  appears  to  be  the  operational 
difficulties  presented  by  the  divided  responsibility  for  network 
performance  inherent  in  permitted  interconnected  equipment,  which 
increases  the  relative  maintenance  costs  of  operation  for 
the  telephone  company  in  ways  not  always  chargeable  to  the  inter- 
connected subscriber.   To  date  it  appears  that  interconnected 
subscribers  frequently  call  the  telephone  company  first  whenever 
they  become  aware  of  some  difficulty  in  their  service,  which  requires 
the  company  to  perform  test  desk  work  at  the  central  office  in  an 
attempt  to  determine  whether  the  trouble  is  in  their  own  equipment  or 
in  the  customers'  equipment.   Even  when  such  tests  indicate  that  the 
trouble  lies  in  the  customers'  terminal  equipment,  it  is  not  un- 
common fpr  the  telephone  company  to  run  its  tests  several  extra 
times  in  order  to  be  absolutely  sure  that  the  trouble  is  not  with 
its  equipment  before  telling  its  subscriber  to  contact  the  inter- 
connect representative.   Such  extra  testing,  of  course,  results 
in  increased  maintenance  costs  for  the  telephone  company  which  are 
directly  related  to  interconnection. 

In  many  cases,  but  not  always,  it  is  necessary  for  the  tele- 
phone company  to  dispatch  a  repairman  to  the  station  equipment 
location  in  order  to  perform  all  tests  necessary  to  determine  that 
the  trouble  is  not  in  the  carrier-provided  equipment.   In  such 
situations,  a  charge  for  the  maintenance  visit  is  billed  to  the 
interconnected  customer  which  could  include  an  amount  for  test  desk 
work.   However,  since  a  visit  is  not  required  in  every  case, 
a  significant  portion  of  the  additional  maintenance  costs 
associated  with  interconnected  customers  are  not 
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recoverable  directly  from  such  customers  and  must  be  borne  by  the  general 
body  of  ratepayers.  Additional  analysis  and  tariff  revisions  may  correct  this 
problem  in  the  future,  but  at  the  present  time  telephone  companies 
are  not  fully  compensated  for  their  maintenance  efforts  resulting 
from  interconnected  equipment. 

However,  even  after  the  subscriber  is  convinced  by  the  telephone 
company  that  the  difficulty  is  the  responsibility  of  the  interconnect 
representative,  a  dispute  may  arise  between  the  interconnect  company 
and  the  telephone  company  aS  to  whose  equipment  is  at  fault. 
This  is  particularly  troublesome  from  a  regulatory  point  of  view, 
because  where  a  problem  is  unusually    difficult  to  isolate,  the 
s trainedrelationship  between  the  telephone  industry  and  the  inter- 
connect industry  makes  it  likely  that  each  will  impute  bad  faith 
in  the  diagnosis  to  the  other.   In  the  meantime,  the  problem  goes 
uncorrected  and  service  continues  to  be  degraded  while  the  two 
industries  wrangle  with  each  other  as  to  who  is  at  fault. 

An  additional  source  of  difficulty  for  the  telephone  company 
occurs  when  a  third  party  trouble  report  results  in  isolating  a 
problem  in  a  piece  of  customer-provided  equipment.   Third  party 
reports  are  reports  made  to  the  telephone  company  of  difficulties 
being  experienced  by  someone  using  the  network  other  than  the  owner 
or  primary  user  of  the  cus tomer -provided  equipment.   When  a  re- 
pairman is  dispatched  to  try  to  locate  and  clear  the  trouble,  the 
interconnected  subscriber  may  contend  that  he  did  not  report  the  trouble 
and   should  not  be  required  to  pay  a  maintenance  charge- - 
even  in  situations  where  trouble  is  shown  to  be  in  the  customer- 
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provided  terminal  equipment  itself.   Rather  than  incur  the  wrath  of 
the  subscriber  the  telephone  company  may  write  off  the  cost  of  that 
visit,  with  the  result  that  the  expense   thereof  is  borne  by  the 
general  body  of  ratepayers.   In  this  situation,  also, it  appears  that 
the  problem  frequently  results  from  illegally  interconnected  terminal  equip- 
ment which  the  customer  was  innocently  mislead  into  thinking  could 
be  directly  connected  to  the  network. 

While  the  Committee  is  sympathetic  to  the  plight   of  the  consumer 
who  is  mis  lead  as  tothe  terms  and  conditions  under  which  interconnec- 
tion may  be  carried  out,  neither  does  it  appear  equitable  to  require 
the  general  body  of  ratepayers  to  bear  the  expense  of  such  errors. 
Nevertheless,  the  di  lenria  posed  for  the  telephone  company  is  clear, 
and  this  type  of  problem  is  likely  to  continue  and  increase,  at  least 
in  the  near  future. 

Although  the  foregoing  is  illustrative  of  the  types  of  problenB 
encountered  by  the  telephone  companies  in  dealing  with  customer- 
provided  terminal  equipment,   relatively  little  data  is  thus  far 
available  from  which  to  determine  the  generalized  impact  of  such 
problems  on  the  overall  quality  of  service.   In  part,  this  is  due 
to  the  relatively  limited  historical  experience  of  the  industry 
with  interconnection, and  the  consequent  ly  limited  time 
available  for  making  meaningful  statistical  studies  of  the 
issue.   In  part,  this  is  also  attributable  to  the  fact  that  many 
of  the  types  of  harms  that  might  be  anticipated  with  interconnection 
are  difficult  or  impossible  for  the  telephone  companies  to  isolate 
as  resulting  from  interconnection,  measure  and  quantify  on  a 
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generalized  basis. 

In  one  study  made  by  the  Bell  System  concerning  customer-provided 
data  sets,  8.5  percent  of  the  customer-provided  equipment  emitted 
signal  levels  in  excess  of  the  minimum  protective  criteria  set  forth 
in  Bell's  tariffs,  compared  to  2.4  percent  of  the  Bell-provided 
data  sets.   According  to  a  Bell  witness,  the  study  was  designed  and 
conducted  by  professional  statisticians  so  that  the  results  thereof 
could  be  applied  to  the  Bell  System  as  a  whole,  and  in  the 
statisticians'  judgment, the  differential  is  statistically  significant. 
According  to  the  witness,  results  of  such  tariff  violations  have  ranged 
from  noisy  connections  for  other  customers  to  complete  failure 
ofacarrier  syst-em  carrying  hundreds  of  conversations. 

As  the  Committee  understands  the  situation,  increased  signal 
levels  in  data  sets  may  have  the  effect  of  reducing  the  error  rate, 
which  may  provide  an  incentive,  not  necessarily  present  in  the  case  of 
other  types  of  customer-provided  equipment,  for  competitor  manufac- 
turers to  violate  standardized  technical  criteria.    At  the  same 
time,  of  course,  the  fact  that  tariff  criteria  have  been  violated 
does  not  of  itself  prove  that  the  criteria  are  reasonable.   Never- 
theless, in  the  Committee's  judgment  the  study  may  be  taken  as  at 
least  a  partial  measure  of  the  compliance  rate  which  may  be  expected 
for  customer-provided  equipment  if  technical  standards  are  promulgated  for 
general  classes  of  equipment.   In  turn,  such  results  support 
an  inference  ttetthe  quality  of  telephone  service  would  be  degraded  to  a 
certain  extent  as  a  result  of  interconnection. 
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In  addition,  a  study  conducted  by  the  Bell  System  during  the 
full  year  1973  on  intercity  private  line  services  not  terminating 
in  common  control  switching  arrangments,  including  full  period 
voice  and  data  circuits,  revealed  that  the  customer  trouble  report  rate  fa- 
circuits  terminating  in  customer-provided  equipment  was  about  70 
percent  higher  than  for  similar  circuits  terminating  in  telephone 
company  provided  equipment.   Comparable  results  were  found  for  both 
voice  and  data  circuits,  and  each  class  of  intercity  private  line 
voice  circuits  terminating  in  customer-provided  equipment  showed  a 
higher  customer,  report  rate  than  circuits  terminating  in  telephone 
company  provided  equipment.   According  to  the  Bell  witness,  carrier- 
provided  connecting  arrangements  could  not  have  been  the  cause  of 
the  differing  rate. 

In  another  study  involving  the  switched  network,  a  random  sample 
of  over  9,000  exchange  service  lines  involving  customer-provided 
equipment  during  a  three  month  period  in  1973  showed  that 
these  lines  experienced  a  trouble  report  rate  about  30  percent 
higher  than  comparable  lines  involving  only  telephone  company  provided 
equipment.   The  lines  studied  represented  four  major  classes  of  service 
i.e.,  residence,  business,  PBX,  and  centrex,  and  the  Bell  witness 
testified  that  the  trouble  associated  with  connecting  arrangements 
could  not  significantly  alter  the  results. 

Again,  of  course,  a  trouble  report  rate  does  not  necessarily 
prove  by  itself  that  the  quality  of  service  is  being  degraded 
by  the  customer-provided  equipment.   Moreover,  although  one  of  the 
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studies  covered  a  full  year,  it  is  not  clear  that  this  situation  is 
a  permanent  rather  than  a  transitory  characteristic,  and  no  relative 
evaluation  has  thus  far  been  made  to  determine  whether  certain 
types  or  classifications  of  customer-provided  equipment  are  the 
primary  source  of  the  difficulty. 

However,  in  the  Committee's  judgment  the  studies  do  indicate 
the  relative  difficulty  and  increased  cost  of  maintenance  for 
the  telephone  company  caused  by  the  interconnection  of  subscriber- 
provided  terminal  equipment,  resulting  at  the  least  in  increased  ex- 
penses which  are  borne  by  the  general  body  of  ratepayers.   This  is 
particularly  significant  when  it  is  remembered  that  one  of  the  argu- 
ments in  favor  of  interconnection  has  been  that  the  telephone  com- 
panies would  incur  fewer  maintenance  costs,  thereby  benefiting  the 
general  body  of  ratepayers,  due  to  customers  providing  their  own 
maintenance.   Thus,  one  would  logically  expect  that  the  trouble 
report  rate  on  customer-provided  equipment  would  be  lower  than 
for  carrier  provided  equipment,  rather  than  the  reverse  situation 
indicated  by  the  data  to  date. 

The  only  study  furnished  to  the  Committee  analyzing  the  types 
of  trouble  associated  with  terminal  equipment  was  provided  by 
Pacific  Northwest  Bell  and  concerned  only  customer-provided 
equipment.   The  witness  testified  that  the  study  was  not  designed  by 
professional  statisticians,  but  he  believed  the  results  to  be  ac- 
curately descriptive  of  the  situation  in  PNB's  operating  territory. 
The  study  was  conducted  during  1973  and  the  early  part  of  1974, 
and  involved  a  total  of  1,528  cases  of  trouble  related  to  customer- 
provided  equipment. 
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Of  the  1,528  cases  studied,  a  total  of  1,322  (87  percent) 
involved  repair  incidents,  of  which  109  (8  percent)  were  cases 
where  testing  was  performed  at  the  central  office  and  the  report 
was  referred  to  the  customers  by  telephone  as  trouble  in  their 
equipment.   The  remaining  92  percent  (1,213  cases)  were  incidents 
where  a  PNB  service  personnel  was  dispatched  to  the  customers' 
premise  to  identify  the  source  of  the  trouble.   Of  the  cases  where 
a  repair  person  was  dispatched  to  the  customer's  premise,  the 
trouble  was  identified  with  authorized  customer-provided  equipment 
in  647  cases  (53  percent)  and  with  unauthorized  customer-provided 
equipment  connected  to  the  network  in  566  cases  (47  percent) . 

The  types  of  unauthorized  equipment  found  included  telephone 
sets  (178  cases,  31  percent);  wiring  and  jacks  (158  cases,  28 
percent);  cords  (81  cases,  14  percent);  recorders  and  answering 
sets  (106  cases,  19  percent);  and  speakers,  conferencers  and 
automatic  dialers  (43  cases,  8  percent).   In  turn,  of  the 
cases  where  equipment  was  connected  in  an  unauthorized  manner, 
a  total  of  471  (83  percent)  could  have  caused  an  adverse  quality 
of  service  impact  on  other  telephone  users.   Specifically,  the 
troubles  included: 

(1)  Cannot  call--no  dial  tone  (193  cases,  34  percent); 

(2)  Cannot  be  called  (152  cases,  27  percent); 

(3)  Cannot  hear--noise  (70  cases,  12  percent); 

(4)  Billing  errors  (26  cases,  5  percent);  and 

(5)  Other  (125  cases,  22  percent). 
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It  is  clear  from  the  above  and  from  other  testimony  in  the 
record  that  the  illegal  interconnection  of  subscriber-provided 
equipment  is  a  serious  problem  today--both  in  terms  of  its 
widespread  nature  and  in  terms  of  its  adverse  impact  upon  the 
quality  of  telephone  service.   Logically,  it  appears  that 
widespread  illegal  interconnection  could  substantially 
account  for  the  unexpectedly  high  trouble  report  rate  experienced 
on  customer-provided  equipment,  but  no  study  has  been  made  that 
the  Committee  is  aware  of  testing  this  hypothesis. 

One  of  the  unfortunate  by-products  of  current  interconnection 
regulation  is  that  both  quality  and  inferior  equipment  alike  can  be 
and  is  being  disseminated  directly  to  the  consumer,  frequently  without 
any  information  as  to  interconnection  restrictions,  and  completely 
beyond  the  knowledge  or  control  of  the  telephone  company.   At  its 
worst  extreme  is  the  example  in  this  record  where  "surplus"  telephones 
in  sadly  dilapidated  condition  were  publicly  advertised  and  sold  for 
the  "bargain"  price  of  $.50  each.   Clearly,  since  it  is  lawful  for 
a  person  to  advertise  and  sell  terminal  equipment  directly  to  the 
consumer,  it  is  practically  impossible  at  the  present  time  to  pre- 
vent deteriorated  equipment  of  this  sort  from  being  connected  to  the 
network . 

Nevertheless,  it  is  also  clear  that  a  substantial  portion  of 
the  market  for  customer-provided  terminal  equipment  relates  to 
items  which  improve  the  utility  and  performance  of  the  network  to 
subscribers,  in  ways  not  inherently  harmful  to  the  network,  and 
that  in  many  cases  the  telephone  company,  for  one  reason  or  another, 
has  little  or  no  incentive  to  aggressively  market  this  type  of 
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equipment  to  its  subscribers.   To  the  extent  that  non-harmful 
equipment  of  this  type  is  more  widely  available  to  subscribers  as  a 
result  of  interconnection,  the  "quality"  of  telephone  service  for 
such  subscribers  may  be  improved  in  ways  which  tend  to  offset  the  adverse 
effects  thereof .   Accordingly,  although  it  is  clear  that  the  inter- 
connection of  subscriber-provided  equipment  has  had  adverse  effects 
to  date  on  the  quality  of  telephone  service,  the  Committee  is  not 
prepared  to  reach  an  ultimate  conclusion  on  this  record  as  to  the 
overall  extent  of  such  effects,  and  as  to  whether,  on  balance,  the 
various  effects  may  offset  each  other. 
Specialized  Common  Carriers 

The  economic  impact  of  specialized  common  carriers  on  the  general 
body  of  telephone  service  subscribers  is  perhaps  more  easily  con- 
ceptualized and  less  easily  quantified  than  in  the  case  of  the 
interconnection  of  subscriber-provided  terminal  equipment.   However, 
the  threat  itself  is  no  less  real. 

The  long  distance  communications  transmission  market,  generally 
operating  in  interstate  commerce  under  the  jurisdiction  of  the  FCC, 
has  been  characterized  in  recent  years  by  declining  unit  costs  resulting  from 
technological  innovations  in  transmission  methods.   For  example, 
the  greatest  number  of  long-haul  carrier  systems  in  use  today 
utilize  microwave  radio  systems,  which  as  of  December  31,  1972, 
accounted  for  about  69  percent  of  the  total  368  million  circuit 
miles  of  long  distance  carrier  facilities  in  the  Bell  System. 
Capabilities  on  microwave  radio  systems  range  up  to  more  than  22,000 
voice  grade  circuits  in  a  single  route  with  as  many  as  1,800  such 
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circuits  sharing  a  common  radio  channel. 

As  a  result  of  technological  developments  such  as  microwave, 
the  average  investment  per  circuit  mile  for  interstate  facilities 
provided  by  ATST's  Long  Lines  Department  has  declined  from  about 
$59  in  19S0  to  around  $18  in  1972.   These  cost  efficiencies  have 
been  available  to  offset  cost  increases  to  such  an  extent  that 
interstate  rates  are  25  percent  less  overall  today  than  they  were 

in  1940. 

This,  in  turn,  has  stimulated  rapid  growth  in  these  markets, 

thereby  supporting  the  development  of  additional  innovations  and  the 

introduction  of  such  innovations  into  service. 

The  three  primary  long  distance  service  offerings  which  have 
benefited  from  these  innovations  are  Message  Toll  Telephone  Service 
(MTS) ,  Wide  Area  Telephone  Service  (WATS) ,  and  Private  Line  Service 
(PLS).   MTS  is  ordinary  long  distance  service  in  which  the  subscriber 
is  charged  for  each  message  completed  as  a  function  of  the  distance 
and  duration  of  the  call.   WATS  offers  the  subscriber  access  to  all 
telephones  connected  to  the  switched  network  in  a  given  geographical 
area  for  essentially  a  flat  charge  per  month,  and  PLS  is  a  service 
whereby  specific  telephones  are  connected  by  "leased"  or  "dedicated" 
circuits  on  a  continuous  basis  for  a  flat  charge  per  month. 

As  can  be  seen,  the  primary  determining  factor  to  a  subscriber 
in  his  choice  of  which  long  distance  service  to  utilize  is  the 
relative  price  he  must  pay  rather  than  technical  considerations, 
and  by  the  same  token,  the  telephone  company  plant  needed  to 
provide  these  services  is  substantially  fungible  among  the  three 
types  of  service.   By  consolidating  the  demand  for  MTS, 
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WATS  and  PLS,  therefore,  AT^T  has  been  able  over  the  years  to  add 
higher  capacity,  lower  unit  cost  facilities  to  its  plant  in  service 
than  would  have  been  possible  had  a  separate  network  been  built  for 
each  type  .of  service  alone.   This,  in  turn,  has  made  it  possible 
for  both  the  individual  MTS  user  and  the  large  PLS  user  to  realize 
the  benefits  of  economies  of  scale  in  the  form  of  lower  rates  than 
otherwise  would  have  been  possible. 

Although  the  specialized  common  carriers  have  been  permitted 
to  date  to  compete  only  in  the  PLS  market,  it  is  clear  that  to  the 
extent  that  PLS  traffic  is  diverted  from  the  existing  network, 
overall  long  distance  traffic  growth  will  be  slowed  and  the 
introduction  of  lower  unit  cost  facilities  for  individual  telephone 
service  subscribers  will  be  retarded. 

.  As  a  highly  simplified  illustration,  a  TD2-TDI  radio  facility 
with  a  capacity  of  6,000  voice  channels  costs  the  Bell  System 
approximately  $24,585  per  route  mile  to  build  at  capacity,  resulting 
in  an  average  cost  per  circuit  mile  at  capacity  of  $4.10.   By  con- 
trast, a  TH3  radio  facility  has  a  voice  channel  capacity  of  12,600 
and  costs  approximately  $34,204  per  route  mile  at  capacity  to  build, 
resulting  in  an  average  cost  per  circuit  mile  at  capacity  of  $2.71. 
If  the  specialized  common  carriers  diverted  sufficient  traffic  such 
that  adding  only  a  6,000  channel  facility  for  MTS  and  WATS  users 
along  a  1,000  mile  corridor  were  justified,  rather  than  a  12,600 
channel  facility  for  PLS  traffic  as  well  as  MTS  and  WATS,  it  would 
cost  the  Bell  System  an  additional  $1.39  per  circuit  mile  to  con- 
struct the  6,000  channel  facility,  or  about  $8.3  million 

additionally  in  all.   The  additional  cost,  of  course,  is  due  to  tlie  fact 
that  the  6,000  channel  facility  could  not  be  incorporated  as  part  of  a  larger 
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system.   In  turn,  however,  the  $8.3  million  additional  investment 
required  in  this  situation  would  translate  into  approximately  $1.3 
million  in  increased  revenue  requirements  which  the  MTS  and  WATS 
subscribers  would  have  to  pay.   Over  a  40  year  period,  therefore, 
the  subscribers  would  pay  on  the  order  of  $30  million  in  the  form 
of  increased  rates  (including  .an  allowance  for  depreciation)  as  a 
direct  result  of  the  duplication  of  carrier  transmission  facilities 
and  the  inability  of  AT5T  to  achieve  economies  of  scale. 

Another  cost  of  specialized  common  carrier  competition  is  in 
the  proportion  of  overhead  and  common  costs  which  users  of  MTS 
must  pay  in  their  rates.   Obviously,  the  ordinary  individual  user 
is  confined  to  MTS  for  long  distance  calling  purposes,  and  has 
little  use  for  the  volume  discounts  available  in  WATS  and  PLS. 
However,  the  extent  to  which  WATS  and  PLS  continue  to  grow  and 
return  income  to  AT5T  above  their  relevant  costs  is  of  direct 
concern  to  him,  since  it  reduces  the  amount  of  overhead  and  common 
costs  which  he  must  pay  in  his  MTS  rates. 

At  the  present  time.  Bell  System  private  line  services  are 
priced  to  return  a  substantial  contribution  over  relevant  costs, 
primarily  in  the  longer  haul  markets  of  250-3,000  miles.   A 
graphic  depiction  of  the  interstate  revenue/cost  relationships 
is  set  forth  below  in  Figure  4  .   As  can  be  seen,  the  revenue 
derived  in  the  long  haul,  high  density  routes  - -which  is  where 
the  primary  competitive  thrust  of  the  specialized  common  car- 
riers is  expected   based  upon  their  applications  to  the  FCC- - 
contains  relatively  the  greatest  amount  of  contribution  above 
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Bell  System 
Interstate  Private  Line  Revenue/Cost  Relationships 
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relevent  costs,  and  is  therefore  considered  to  be  the  most  vulnerable 
to  competitive  diversion,  absent  repricing  by  the  Bell  System.   In- 
cluded in  such  loss,  of  course,  would  be  a  loss  of  contribution  to 

overhead  and  common  costs,  which  in  turn  would  tend  to  shift  such 

17/ 
costs  from  PLS  to  individual  MTS  users. 

The  foregoing  types  of  losses  theoretically  would  be  borne 
in  form  of  higher  interstate  rates  subject  to  FCC  jurisdiction. 28/ 
Nevertheless,  in  the  Committee's  judgment  the  impact  of  the 
specialized  common  carriers  will  not  be  confined  to  the  inter- 
state ratepayer,  but  will  also  appear  in  the  form  of  increased 
costs  for  the  intrastate  telephone  user. 

First,  it  is  clear  that  specialized  common  carrier  compe- 
tition affects  not  only  interstate  private  line  service,  but 
also  results  in  diverting  traffic  from  the  toll  network,  thereby 
resulting  in  an  increased  allocation  of  costs,  through  sepa- 
rations procedures,  to  the  intrastate  jurisdictions. 


27/   The  Committee  recognizes  that  leasing  local  distribution  facilities 
to  the  specialized  common  carriers  would  be  an  additional  source  ot 
revenue  tending  to  offset  contribution  losses.   However,  the  extent 
to  which  such  revenue  sources  will  occur  is  not  clear,  since  some 
SCC's  apparently  plan  to  provide  their  own  facilities,  and  a  Bell 
witness  testified  that  he  expects  this  revenue  effect  to  be 
relatively  insignificant. 

28/   To  the  extent  that  SCC  competition  is  permitted  on  intrastate  PLS 
routes,  the  diversion  of  revenue  from  existing  carriers  resulting 
from  competitive  penetration  would  also  have  the  effect  of  reducing 
the  contribution  of  intrastate  PLS  to  intrastate  overhead  and 
common  costs,  thereby  shifting  such  costs  to  other  intrastate  rate- 
payers.  However,  insufficient  information  is  available  to  the 
Committee  at  this  time  for  it  to  estimate  the  impact  of  such  losses, 
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A  major  assumption  made  when  the  specialized  common  carriers 
were  permitted  free  entry  into  the  market  was  that  only  private  line 
services  would  be  affected,  a  relatively  smaller  source  of  inter- 
state revenue  than  either  MTS  or  WATS.   However,  the  Bell  System 
experience  to  date  indicates  that  when  SCC  routes  are  put  in 
service,  the  lower  price  threshold  for  leased  circuits  results  in 
traffic  being  diverted  from  MTS  and  WATS  to  private  line  service. 
Bell  System  analysis  of  its  experience  along  the  first  SCC  route, 
that  of  MCI  between  Chicago  and  St.  Louis,  shows  that  of  the  circuits 
gained  by  MCI,  about  65  percent  came  from  existing  telephone  industry 
private  lines  that  were  replaced  by  SCC  service;  about  20  percent 
came  from  the  shift  of  existing  MTS  to  the  lower  price  threshold 
of  the  SCC  private  line;  and  about  15  percent  came  from  customers 
who  subscribed  to  additional  private  lines  and  also  shifted  traffic 
from  MTS  because  of  price  stimulation. 

In  turn,  for  customers  who  previously  had  Bell  private  line 
service,  not  only  was  there  a  Bell  System  loss  of  private  line 
revenue  due  to  cancellations,  but  compared  to  their  previous  pat- 
tern of  calling  between  Chicago  and  St.  Louis,  nine  months  after 
taking  the  SCC  service  their  MTS  usage  had  decreased  by  eight 
percent,  measured  on  a  revenue  basis.   For  customers  who  did  not 
previously  have  private  line  service  but  shifted  existing  MTS  to 
the  new  low  priced  SCC  private  line  service,  their  MTS  usage 
dropped  by  42  percent  on  a  revenue  basis.   As  an  aggregate,  Bell's 
MTS  revenue  loss  for  this  group  averaged  25  percent  nine  months 
after  the  customer  subscribed  to  SCC  service. 

More  recent  data  indicates  that  the  trend  is  continuing,  if  not 
increasing.   Of  the  customers  who  diverted  their  private  line  service 
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from  Bell  to  MCI,  the  MTS  reduction  increased  from  eight  percent  at 

nine  months  to  12  percent  at  12  months  and  15  percent  at  15  months. 

Of  the  customers  who  did  not  have  private  line  service  before  and 

were  only  using  MTS,  the  MTS  reduction  at  12  months  and  15  months 

was  41  percent,  compared  to  42  percent  at  nine  months,  with  a 

composite  reduction  of  26  percent  at  12  months  and  27  percent  at 

15  months  for  the  group.   Admittedly,  the  scope  of  this  data  is 

limited,  but  in  view  of  the  effect  which  price  levels  have  on  the 

relative  demand  for  MTS,  WATS  and  PLS,  there  is  no  doubt  in  the 

Committee's  judgment  that  this  phenomenon  will  be  repeated  each 

29/ 
time  an  SCC  voice  grade  route  is  introduced  into  service. 

Furthermore,  the  traffic  diversion  from  the  toll  network  to  PLS 

is  likely  to  be  substantially  increased  as  a  result  of  the  Bell 

System  competitive  repricing  of  PLS.   Basically,  Bell  has  filed  a 

tariff  with  the  FCC  proposing  to  substantially  increase  PLS  rates 

on  routes  which  the  specialized  common  carriers  are  not  proposing 

to  service,  and  to  substantially  reduce  rates  on  the  high  density 

routes  vulnerable  to  SCC  competition.   Although  this  strategy  may 

have  the  effect  of  minimizing  overall  Bell  System  revenue  losses  to 

SCC  competition,  it  will  also  result  in  diverting  a  substantial 


2  9/  The  extent  to  which  SCC's  are  offering  voice  grade  facilities  is 
not  clear  on  this  record,  but  apparently  that  is  a  substantial 
part  of  their  service  offerings.   However,  to  the  extent  that 
a  digital  network  is  proposed,  such  as  the  one  by  Data  Trans- 
mission Company,  the  same  conclusion  would  not  necessarily  apply, 
particularly  since  Bell  is  now  proposing  to  offer  its  own 
Dataphone  Digital  Service.   See,  e.g.,  40  Telecommunications 
Reports  at  1-8,  March  25,  1974. 
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amount  of  toll  traffic  to  Bell's  own  private  line  service,  since  the 
lower  price  on  Bell's  high  density  routes  will  induce  large  toll 
users  to  switch  their  service  from  the  toll  network  to  private  line. 
Thus,  the  revenue  contribution  to  interstate  overhead  and  common 
costs  may  be  in  part  retained,  which  otherwise  would  be  lost  to  the 
specialized  common  carriers,  but  the  reduction  in  use  of  the  toll  network 
clearly  will  be  substantial  in  either  case. 

Diversion  of  traffic  from  the  toll  network  results 

in  shifting  costs  back  onto  the  intrastate  telephone  user,  because 

the  current  procedures  for  jurisdictional  separations  (i.e.,  the 

"Ozark  Plan")  allocates  annual  local  plant  costs  between  State  and 

interstate  jurisdictions  as  a  function  of  the  relative  interstate  and 

intrastate  usage  by  telephone  service  subscribers.   Moreover,  the 

FCC  has  recently  ordered  the  Bell  System  and  the  independent 

telephone  industry  to  interconnect  their  foreign  exchange  networks 

30./ 
with  the  specialized  common  carriers,   which  has  the  effect  of 

increa^sing  the  relative  exchange  usage  as  a  result  of  traffic  that 

is  in  reality  predominantly  interstate  in  nature.   It  is  the  cost 

effect  on  intrastate  subscribers  of  the  relative  reduction  of 

interstate  toll  usage  which  the  Committee  has  quantified  in  its 

estimates  of  the  cost  of  SCC  competition  set  forth  above  in  Section  III. 


30/   In  the  Matter  of  Bell  System  Tariff  Offerings  of  Local  Distribution 
—   Facilities  for  Use  by  Other  Common  Carriers,  et.  al.,  FCC  Docket 
No.  19896,  FCC  74-457,  adopted  and  released  April  23,  1974. 
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Under  the  Ozark  Plan  currently  governing  jurisdictional  separation: 
of  annual  non-traffic  sensitive  local  plant  costs  between  State  and 
interstate  service,  the  extent  to  which  such  costs  are  assigned  to 
interstate  service  is  dependent  upon  the  relative  Subscriber  Line 
Use  (SLU)  of  the  plant  for  interstate  toll,  intrastate  toll  and 
local  exchange  traffic.  In  addition,  relative  usage  is  measured  by 
determining  actual  minutes  of  use  (i.e.,  holding  time)  during  a  given 
period  of  time,  from  which  the  relative  percentage  function  (i.e., 
SLU  factors)  are  calculated.   The  SLU  factor  is  then  inserted  into 
a  mathematical  formula  which,  when  multiplied  out,  results  in  the 
percentage  of  local  plant  costs  which  are  allocated  to  interstate 
service.   The  ultimate  percentage  derived  from  the  SLU  factor  is 
known  as  the  Subscriber  Plant  Factor  or  "SPF".   In  1973,  the  nation- 
wide SPF  for  the  telephone  industry  as  a  whole  was  18.9  percent,  and 
resulted  in  the  allocation  of  approximately  $2.2  billion  of  industry 
subscriber  plant  costs  to  interstate  service. 

Interstate  toll  usage  has  increased  rapidly  in  recent  years, 
in  part  due  to  the  price  stability  made  possible  by  cost-saving 
technological  improvements,  and  its  growth  has  been  great  enough 
that  it  has  out-paced  the  growth  of  intrastate  and  exchange  usage. 
Moreover,  since  the  SLU  factor  for  interstate  toll  has  been  in- 
creasing, the  interstate  SPF  has  likewise  been  increasing,  resulting 
in  proportionately  more  local  plant  costs  being  allocated  to  the 
interstate  service. 

The  effect  of  permitting  specialized  common  carrier  competi- 
tion, however,  is  to  reverse  that  trend.   First,  a  portion  of  the 
interstate  toll  growth  and  traffic  will  be  diverted  to  SCC  com- 
petition.  More  importantly ,  repricing  strategies  adopted  by  the 
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Bell  System,  such  as  the  high-low  tariff  now  waiting  FCC  approval, 
will  have  the  effect  of  diverting  large  message  toll  users  in  the 
long  haul  markets  from  the  toll  network  to  Bell's  private  line  ser- 
vice.  The  result,  therefore,  will  be  that  the  growth  of  interstate 
toll  usage  will  be  slowed  to  the  point  that  it  is  only  growing  at 
the  same  rate  as,  or  at  a  slower  rate  than,  intrastate  toll  and  ex- 
change service  usage.   Thus,  under  the  Ozark  Plan,  the  yearly  growth 
of  the  SLU  factor  will  be  stopped  or  reversed,  with  the  result  that 
revenue  requirements  which  should  have  been  allocated  to  interstate 
service  will  be  shifted  back  to  intrastate  service,  resulting  in 
higher  rates  for  the  intrastate  telephone  user. 

Permitting  the  specialized  common  carriers  to  have  access  to 
foreign  exchange  networks,  as  the  FCC  has  recently  ordered,  will 
contribute  to  siphoning  off  the  growth  of  the  interstate SLU  factor.  Essen- 
tially, the  foreign  exchange  network  links  cities  within  a  State 
via  the  switched  network,  and  a  message  which  in  fact  originates 
in,  say,  Washington,  D.C.,via  a  specialized  common  carrier  and  is 
transmitted  to  San  Francisco  via  SCC  facilities  would  then  enter 
the  telephone  company's  network  in  San  Francisco  and  be  transmitted 
through  the  foreign  exchange  network  to  another  city  in  California. 
Thus,  so  far  as  the  telephone  company  is  concerned,  such  traffic 
appears  as  intrastate  traffic  and  is  measured  as  such  for  purposes 
of  determining  the  SLU  factor,  notwithstanding  the  fact  that  the 
traffic  itself  in  reality  is  interstate  traffic.   In  turn,  this 
has  the  effect  of  increasing  the  relative  intrastate  minutes  of 
use  in  comparison  to  interstate  minutes  of  use,  thereby  reducing 
the  interstate  SPF  and  the  allocation  of  annual  local  plant  costs 
to  interstate  service.   The  result,  again,  is  to  shift  costs 
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from  interstate  to  intrastate  jurisdictions  and  to  require  an  in- 
crease in  the  telephone  rates  subject  to  State  regulatory  jurisdiction. 

On  this  basis,  the  Committee  estimates  that  the  total  annual 
costs  shifted  from  interstate  to  intrastate  jurisdictions  as  a 
result  of  sec  competition  will  reach  a  minimum  of  approximately 
$390  million  annually  by  1980,  increasing  to  approximately 
$890  million  annually  by  1984.   On  a  cumulative  basis,  the  costs 
are  estimated  to  exceed  $1.1  billion  by  1980,  increasing  to  ap- 
proximately $3.9  billion  by  1984.   Of  those  amounts,  the  portion 
allocated  to  exchange  subscribers  is  estimated  to  be  $270  million 
annually  by  1980, with  the  State  toll  portion  estimated  at  ap- 
proximately $120  million  annually,  and  by  1984  the  exchange  and 
State  toll  portions  are  expected  to  reach  approximately  $620  million 
and  $270  million  annually,  respectively.   (See  Table  6). 

A  detailed  explanation  of  the  derivation  of  these  estimates 
is  set  forth  in  Appendix  D . 

In  the  Committee's  judgment,  however,  the  foregoing  tends 
to  understate  significantly  the  true  "cost"  of  SCC  competition 
for  the  intrastate  telephone  user.   Irrespective  of  the  effect 
of  SCC  competition,  current  separations  procedures  no  longer 
provide  sufficient  support  for  intrastate  services,  and  further 
change  is  now  required  to  ensure  that  the  interstate  sector 
continues  to  bear  its  fair  share  of  the  cost  of  providing 
service.   In  recognition  of  this,  the  NARUC  filed  a  petition 
for  rulemaking  with  the  FCC  on  December  19,  1973,  proposing 
two  changes  in  separations  procedures.  31/    One  of  the 


jj/   In  the  Matter  of  the  Petition  of  the  National  Association  of 
Regulatory  Utility  Commissioners  to  Amend  Part  67  of  Title  47 
of  the  Code  of  Federal  Regulations,  FCC  Docket  No.  18866, 
RM-2302. 
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proposals  is  to  modify  the  manner  by  which  the  interstate  SPF  is 
computed,  thereby  increasing  it,  and  the  other  proposal  is  to  ap- 
ply the  SPF  to  certain  types  of  plant  now  allocated  on  a  different 
basis.   In  terms  of  impact  on  the  relative  allocation  of  revenue 
requirements  between  State  and  interstate  jurisdictions,  the  pro- 
posal to  modify  computation  of  the  SPF  is  the  less  significant  one. 

Historically,  as  a  practical  matter,  cost  reductions  at  the 
interstate  level  brought  about  by  technological  innovation  have 
made  it  easier  to  bring  about  needed  separations  changes.   The 
significance  of  such  changes  for  the  intrastate  telephone  user  is 
illustrated  by  the  fact  that  the  interstate  allocation  factors 
for  local  exchange  plant  currently  range  from  a  low  of  about  12 
percent  to  a  high  of  almost  45  percent  and  average  about  19  per- 
cent for  the  Bell  System,  as  compared  to  less  than  3  percent  in 
1950. 

However,  the  anticipated  pressure  on  interstate  intercity 
revenues  brought  about  by  SCC  competition  makes  it  less  likely  that  the 
necessary  modification  of  separations  procedures  will  be  effectuated. 
Obviously,  such  a  "cost"  is  impossible  to  specifically  isolate  or 
quantify,  but  for  purposes  of  comparison  the  Committee  points  out 
that  merely  failing  to  adopt  its  proposed  modification  of  the  inter- 
state SPF  because  of  SCC  competition  would  increase  intrastate  costs 
by  more  than  $700  million  annually  by  1980  and  $1.3  billion  annually 
by  1984,  compared  with  $390  million  and  $890  million  annual ly , respect ively , 
as  reflected  in  the  Committee's  estimate  above.   Furthermore,  merely 
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delaying  implementation  of  this  proposal  for  five  years  as  a  result 
of  sec  competition  would  increase  the  total  cost  to  intrastate  rate 
payers  by  more  than  $1  billion  over  the  expected  costs  under  current 
separations  procedures.   Under  these  circumstances,  therefore,  the 
conclusion  is  clearly  warranted  that  SCC  competition,  in  addition  to 
interconnection,  poses  a  substantial  threat  to  the  widespread  avail- 
ability of  basic  telephone  service  at  reasonable  prices  under  current 
regulatory  practices . 32/ 
Who  Will  Pay? 

A  further  issue  of  critical  importance  to  the  Committee  is, 
given  that  there  will  be  a  substantial  adverse  economic  impact  on 
intrastate  telephone  subscribers  resulting  from  interconnection  and 
specialized  common  carriers,  who  is  likely  to  bear  the  cost  of  such 
competition?   The  Committee  has  been  greatly  concerned  over  the  pos- 
sibility that  it  will  be  the  residence  subscriber  who  will  be  required 
to  pick  up  the  tab.  However,  since  intrastate  subscribers  include  both 
business  and  residential  users,  the  mere  fact  that  costs  will  be 
shifted  to  the  intrastate  jurisdictions  as  a  result  of  interconnection 
and  specialized  common  carriers,  as  shown  above,  does  not  of  itslef 
demonstrate  that  those  costs  will  fall  upon  the  residential  subscribers. 

In  theory,  the  fact  that  the  specialized  common  carriers  ser- 


32/   The  Committee  also  notes  that,  as  in  the  case  of  competition 
in  the  terminal  equipment  market,  injecting  specialized  com- 
mon carrier  competition  results  in  an  inherent  conflict  between 
AT5T's  role  as  a  profit-seeking  organization  and  its  duty  of 
service  to  the  public.   The  most  rational  response  to 
competition  is  to  realign  private  line  rates  to  minimize  interstate 
revenue  diversion  and  to  retain  as  much  contribution  to  over- 
head and  common  costs  as  possible.   Although  such  a  response 
is  beneficial  to  interstate  ratepayers   as  a  whole,  since 
overall  interstate  revenues  and  contributions  are  maximized, 
■  this  result  is  accomplished  by  shifting  traffic  from  the  toll 
network  to  private  line  service  and  shifting  costs  from  inter- 
state service  to  intrastate  service,  thereby  adversely  affecting 
its  basic  telephone  subscribers. 
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vices  and  interconnection- -particularly  of  PBX  and  key  systems--are 
primarily  designed  to  benefit  business  rather  than  residential  sub- 
scribers makes  it  logical  that  the  persons  who  benefit  from  these 
policies,  i.e.,  business,  should  also  be  required  to  pay  the  costs. 
In  practice,  such  a  result  is  far  from  clear. 

Historically,  State  regulatory  commissions  have  generally 
employed  statewide  rate  averaging  and  value  of  service  pricing 
considerations  in  setting  the  level  of  intrastate  rates.   Under 
such  an  approach,  detailed  cost  accounting  on  the  part  cf  the 
industry  has  not  ordinarily  been  required,  but,  s  previously  demonstrated,  the 
price  levels  for  vertical  services  have  been  established  so  as 
to  subsidize  basic  exchange  service.   When  competition  is  injected 
into  the  station  equipment  market,  however,  the  question  of  costs 
becomes  extremely  important  and  must  be  determined  so  that  the 
regulatory  commissions  can  develop  standards  by  which  to  supervise 
the  competitive  pricing  responses  of  the  telephone  industry.  More- 
over, as  shown  above,  the  primary  problem  to  be  faced  by  regulators 
is  the  proper  manner  for  allocating  overhead  and  common  costs  of 
service . 

Regardless  of  whether  such  an  approach  to  intrastate  rate- 
making  is  overdue,  as  some  have  argued,  the  Committee  believes 
that  reliance  upon  cost  accounting  as  a  panacea  for  determining 
how  the  costsof  interconnection  and  specialized  common  carriers 
are  to  be  spread  is  largely  illusory.   There  are  broad  philo- 
sophical differences  of  opinion  as  to  the  proper  manner  of  cost 
allocation,  and  a  decision  to  adopt  one  approach  over  another 
is  necessarily  arbitrary  in  the  final  analysis,  no  matter  how 
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persuasively  it  may  be  rationalized.   Thus,  the  ultimate  decision  on 
cost  allocation  cannot  be  separated  from  an  underlying  objective 
which  the  decision  may  help  to  realize. 

In  the  instant  situation,  as  stated  above,  the  purpose  of  making 
cost  allocation  decisions  is  to  ensure  that  "fair"  competition 
exists  between  the  telephone  industry  and  its  competitors.   Trans- 
lated, this  means  that  the  issue  is  the  extent  to  which  the  industry 
will  be  permitted  to  lower  its  prices  in  the  competitive  markets. 
Nevertheless,  the  basic  thrust  of  the  decision  to  permit  competition, 
namely,  shifting  costs  to  the  intrastate  ratepayer,  is  the  same  re- 
gardless of  the  specific,  ultimate  result.   Accordingly,  it  is  the 
thrust  of  the  policies  on  interconnection  and  specialized  common 
carriers  in  terms  of  "cost  shifting"  which  concerns  the  Committee, 
and  which  the  Committee  believes  will  almost  inevitably  result  in 
increasing  the  cost  of  basic  service  for  residential  subscribers. 

First,  it  is  unlikely  that  the  telephone  company  will  be  able 
to  ghift  the  cost  of  interconnection  and  specialized  common  carriers 
directly  onto  those  subscribers  who  are  creating  the  costs.   To 
take  PBX  and  key  system  interconnection,  for  example,  even  if 
telephone  company  prices  for  these  services  were  not  lowered,  the 
subsidy  diversion  from  exchange  service  which  will  take  place  this 
year  alone  would  justify  a  100  percent  increase  in  the  line  rates 
of  interconnected  subscribers,  according  to  the  Committee's  estimate, 
if  such  an  approach  were  attempted.   In  addition,  the  Committee 
believes  it  is  clear  that  if  the  telephone  companies  were 
permitted  to  represent  to  their  subscribers  that  going  inter- 
connect would  result  in  an  immediate  100  percent  increase 
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in  line  rates,  interconnection  would  be  sharply  curtailed.   To  say 
the  least,  such  an  approach  would  be  of  doubtful  legality  in  view 
of  the  substantial  antitrust  and  unjust  discrimination  issues  that 
would  be  raised. 

Alternatively,  if  the  telephone  company  attempts  to  spread  the 
intrastate  costs  of  interconnection  and  SCC  competition  among  its 
business  subscribers  by  increasing  all  business  line  rates,  35/ the  Committee 
estimates  that  a  minimum  increase  of  9  to  22  percent  would  be  required 
by  1977,  19  to  30  percent  by  1980  and  32  to  35  percent  by  1984, 
depending  upon  the  extent  of  competitive  price  reductions  in  the 
vertical  services.  However,  such  sharp  price  increases  would  give 
further  impetus  to  interconnection  since  the  business  subscriber  would 
be  seeking  ways  to  offset  the  ever  increasing  cost  of  communication 
service.   Thus,  a  vicious  cycle  would  be  created  in  which  further 
stimulation  of  interconnection  would  require  even  sharper  increases 
in  line  rates,  which  in  turn  would  add  impetus  to  interconnection. 
Clearly,  a(^opting  such  a  policy  would  be  largely,  if  not  completely, 
self-defeating  both  to  the  objective  of  minimizing  the  loss  of  subsidy 
due  to  interconnection  and  of  minimizing  the  diversion  of  units  in 
service  to  interconnection. 

Spreading  the  costs  evenly  between  business  and  residaitial  subscribers, 
of  course,  would  reduce  the  overall  impact  on  each  class  of  service, 
but  the  effect  of  stimulating  interconnection  would  still  occur, 
albeit  over  a  longer  period  of  time.   If  this  strategy  were  adopted, 
the  Committee  estimates  that  a  minimum  average  increase  in  business 
and  residential  line  rates  of  3  to  6  percent  would  be  required  by 


33/   At  the  intrastate  level,  insofar  as  SCC  competition  is  concerned, 
the  cost  appears  in  the  form  increased  local  plant  costs  assigned 
to  intrastate  service,  as  shown  above.   Thus,  of  necessity,  the 
telephone  company  must  spread  the  costs  among  its  intrastate 
telephone  subscribers. 
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1977,  6  to  9  percent  by  1980  and  10  to  11  percent  by  1984,  again 
depending  upon  the  extent  of  competitive  telephone  price  reduc- 
tions in  the  vertical  services . 34/ 

Thus,  in  the  end,  it  is  almost  certain  to  be  the  residential  sub- 
scriber upon  whom  the  costs  of  interconnection  and  specialized 
common  carriers  would  be  shifted,  since  no  adverse 
competitive  impact  occurs  by  adopting  this  strategy.   In  such 
case,  the  Committee  estimates  that  by  1977,  a  minimum  increase 
of  4  to  9  percent  in  residential  main  station  rates  would  be 
required,  an   8  to  13  percent  increase  would  be  required  by  1980 
and  a  15  to  16  percent  increase  would  be  required  by  1984, 
depending  upon  the  level  of  competitive  price  responses  in  the 
vertical  services  by  the  telephone  industry.   It  should  be 
emphasized  that  these  estimated  increases  are  solely  attributable 
to  interconnection  and  the  specialized  common  carriers,  and  are 
exclusive  of  other  "normal"  price  increases  that  can  be  expected 
from  other  rau^p^. 


3/]/      The  vertical  service  price  reductions,  both  in  this  situation 
and  in  the  situation  where  all  interconnect  costs  were  off- 
set by  business  subscriber  line  increases,  would  obviously 
result  in  some  telephone  company  business  subscribers  being 
better  off  after  the  rate  realignment  than  before.   To  the 
extentthis  occurs,  of  course,  no  impetus  for  interconnection 
would  be  generated.   However,  since  prices  on  specific  pieces 
of  vertical  service  equipment  do  not  vary  as  a  function  of  the 
number  of  installed  lines,  those  subscribers  with  a  high  ratio 
of  line  charges  to  vertical  service  equipment  charges  would  be 
adversely  affected  by  the  change  and  would  be  induced  to  go 
interconnect.   In  turn,  as  the  level  of  interconnection  in- 
creased and  the  line  charge  increases  required  to  offset  the  costs 
escalated,  a  smaller  portion  of  business  subscribers  would  be 
benefited  by  the  change,  and  the  relative  amount  of  business 
subscribers  induced  to  go  interconnect  would  increase. 
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Obviously,  the  adoption  of  such  a  strategy  raises  broad  social 
and  legal  issues  as  to  the  appropriateness  of  shifting  costs  from 
a  competitive  market  to  a  monopoly  market.   As  discussed  above, 
however,  such  a  shift  in  costs  no  doubt  could  be  persuasively 
rationalized  on  any  one  of  a  number  of  cost  accounting  theories  which 
may  be  adopted  by  interested  parties,  and  the  Committee  by  this 
discussion  is  not  implying  a  moral  judgment  on  any  of  the  issues 
raised  or  strategies  which  may  ultimately  be  adopted.   Nevertheless, 
the  end  resulfarid  the  critical  fact  which  the  Committee  wishes  to 
emphasize- -is  that  permitting  competition  in  the  station  equipment 
market  and  in  providing  point-to-point  communication  services  almost 
certainly  will  be  to  increase  the  cost  of  basic  telephone  service 
for  residential  customers  under  current  regulatory  practices. 
Recommendations  tor  Regulatory  Action 

In  view  of  the  conclusions  reached  in  the  course  of  its  inves- 
tigation, the  Committee  believes  that  it  would  be  remiss  if  it  did 
not  offer  some  suggestions  or  conclusions  as  to  regulatory  action 
which  might  be  taken  to  mitigate  or  avoid  entirely  the  adverse 
consequences  set  forth  above. 

In  the  specialized  common  carrier  area,  the  Committee  believes 
that  a  comprehensive  reevaluation  of  current  separations  philosoph)'  and 
procedures  is  clearly  rcquirea.   Tlie  Committee  is  taking  no  position  as 
to  the  specific  direction  which  such  reform  should  take,  but  it  is 
apparent  that  a  fundamental  change  in  philosophy  is  required  to 
offset  the  relative  reduction  in  use  of  the  interstate  toll  network 
caused  by  SCC  competition,  as  well  as  to  accomplish  reforms  that 
are  currently  needed,  irrespective  of  the  impact  of  such  competition. 


3a-S87  O  -  74  -  pt.  6  -  47 
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Although   the  FCC  has  included  questions  of  separations  changes 
with  other  significant  issues  in  a  recently  instituted  investiga- 
tion«  35/  the  Conunittee  is  concerned  as  to  the  contemplated  time- 
frame over  which  such  a  study  is  presently  programed  to  occur, 
and  therefore  recommends  expedited  consideration  of  this  particular 
issue . 

At  the  same  time,  consideration  of  the  proposed  separations 
changes  pending  before  the  FCC  in  the  NARUC  rulemaking  petition 
should  not  be  delayed  pending  the  result  of  the  comprehensive 
reevaluatlon.   Relief  for  the  intrastate  ratepayer  is  critically 
needed  at  the  present  time,  and  under  no  circumstances  should  it  be 
delayed  to  determine  the  extent  to  which  future  relief  can  be 
accomplished  in  a  different  manner. 

The  problems  resulting  from  interconnection,  however,  are 
much  more  complex  and  require  more  extended  treatment.   To  the 
extent  that  jurisdictional  separations  are  reformed,  of  course, 
the  economic  impact  of  interconnection  could  be  mitigated  in  part, 
but  this  of  itself,  would  not  resolve  the  economic  impact  entirely. 


35/   In  the  Matter  of  Economic  Implications  and  Interrelationships 
Arising  from  Policies  and  Practices  Relating  to  Customer 
Interconnection,  Jurisdictional  Separations  and  Rate- 
Structures,  FCC  Docket  No.  20003. 
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nor  would  it  address  the  issue  of  quality  of  service. 

To  date,  questions  relating  to  interconnection  have 
largely  treated  the  policy  as  an  indivisible  whole,  although 
separate  technical  advisory  committees  have  been  created  to  con- 
sider different  classes  of  station  equipment  deemed  appropriate 
for  interconnection  to  the  network.   In  the  Committee ' s  judgment , 
however,  a  distinction  should  be  made  as  to  various  subgroups 
existing  within  the  interconnect  amalgam,  as  follows: 

(1)  The  requirementsof  large  institutional  users  as  such, 
predominately  involving  complicated  multi-line  equipment  such  as 
PBX  and  key  systems. 

(2)  The  requirementsof  data  communication  transmission, 
whether  or  not  it  takes  place  within  the  confines  of  a  large 
institutional  subscriber.   The  issues  with  which  this  group  is 
primarily  concerned  relate  to  ownership  of  data  sets,  such  as 
modems,  and  any  needed  connecting  arrangements. 

(3)  The  requirementsof  individual  users  of  the  telephone 
network,  whether  such  use  takes  place  in  the  home  or  within 
the  context  of  a  small  or  large  institutional  framework.   Items 
in  this  category  include  such  equipment  as  answering  devices, 
automatic  dialers,  conferencing  devices  and  call  diverters,  which 
primarily  benefit  the  individual  user  rather  than  the  large  institu- 
tional subscriber  as  such,  but  a  certain  amount  of  relatively  elaborate 
equipment,  such  as  a  call  restrictor,  which  only  a  large  subscriber 
can  profitably  employ, should  also  be  included  in  this  category. 

Insofar  as  the  complex,  multi-line  station  equipment  used  by 
large  institutional  subscribers  is  concerned,  i.e.,  primarily  PBX  and 
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key  systems,  such  services  have  historically  been  an  integral  part 
of  telephone  company  service  of f erings, ajid  the  ability  of  telephone 
companies,  both  Bell  System  and  independent,  to  offer  basic  exchange 
service  at  a  reasonable  price  has  been  heavily  dependent  upon  sub- 
sidy revenue  from  such  equipment.   Thus,  the  availability  of  com- 
petitive sources  of  supply  not  only  threatens  inroads  into  traditional 
telephone  service,  as  it  has  been  known,  but  also  threatens  sub- 
stantial shifts  in  the  cost  of  operation  from  business  subscribers 
to  residential  subscribers,  as  shown  above. 

On  the  other  hand,  proponents  of  interconnection  have  argued 
that  competition  will  result  in  a  wider  choice  of  service  features 
being  made  available  to  large  subscribers,  in  addition  to  direct 
cost  reductions,  as  well  as  in  the  benefits  of  technological  innova- 
tions being  more  rapidly  made  available  in  the  market  place. 

However,  a  number  of  manufacturers  and  suppliers  of  this 
equipment  have  always  been  required  to  service  the  needs  of  the 
independent  telephone  industry,  which  should  be  sufficient  to 
ensure  that  technological  and  service  innovations  are  not  retarded. 
Accordingly,  the  most  that  can  be  said  for  interconnection  in  this 
context  is  that  it  assists  in  the  distribution  of  such 
innovations  after  they  are  developed,  but  it  does  not  appear  to  be 
accurate  to  contend  that  interconnection  itself  is  responsible  for 
the  innovations. 

In  the  Committee's  judgment,  the  primary  difficulty  being 
experienced  in  this  area,  apart  from  purely  price  considerations, 
is  that  some  large  subscribers  feel  that  the  benefits  of  the 
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technological  innovations  that  have  occurred  have  not  been  ade- 
quately made  available  to  them.   This  feeling  is  apparently  due 
in  substantial  part  to  the  fact  that  most  of  the  large  telephone 
companies,  including  particularly  the  Bell  System,  have  affiliated 
equipment  manufacturers  which  supply  substantially  all  of  the 
operating  companies'  terminal  equipment  requirements.   Thus,  it  is 
argued  that  the  telephone  companies  have  not  been  as  responsive 
as  they  should  be  to  including  the  technological  innovations 
and  service  features  in  their  product  lines. 

Complete  consideration  of  this  argument,  of  course,  also  re- 
quires an  evaluation  of  the  costs  associated  with  rapid  retirement 
of  existing  plant  made  obsolete  by  new  equipment  and  the  consequent 
impact  on  telephone  depreciation  rates  which  would  occur.   It 
also  requires  delving  into  the  exceedingly  complex  question  of 
the  overall  desirability  of  vertical  integration  in  the  telephone 
industry. 

Such  issues  are  certainly  beyond  the  scope  of  this  Committee's 
investigation.   However,  in  the  regulation  of  utilities  certain 
balances  must  be  struck  so  that,  on  the  one  hand,  the  utility  is 
not  permitted  to  "churn"  its  inventory,  thereby  sharply  increasing 
the  cost  of  service,  and  on  the  other  hand,  it  is  not  permitted 
to  stagnate,  thereby  denying  subscribers  the  benefits  of  service 
innovat  ion . 
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Clearly,  there  are  no  simple  answers  to  this  problem,  notwith- 
standing the  answer  of  those  supporting  interconnection  that  the 
necessary  trade-offs  and  decisions  should  be  dictated  by  the  market 
place.   Adopting  that  approach  has  serious  consequences  for  basic 
exchange  telephone  subscribers,  including  residential  customers, 
who  are  not  benefited  by  such  a  policy  and  who  nevertheless  remain 
the  responsibility  of  the  regulators.   It  is  therefore  an  inadequate 
response  on  the  part  of  the  regulatory  community  to  simply  adopt  a 
policy  of  free  competition  and  let  the  economic  chips  fall  where  they 
may . 

To  the  extent  the  telephone  industry  may  have  been  too  slow  in 
making  available  technological  and  service  innovations  to  its  large 
institutional  subscribers,  a  question  properly  is  raised  as  to  the 
adequacy  of  existing  service  as  it  pertains  to  this  type  of  equip- 
ment.  If  necessary,  formal  proceedings  before  the  regulatory 
agencies  could  be  instituted  to  explore  such  issues.   However, 
in  the  Committee's  judgment  the  economic  dislocation  resulting 
from  permitting  interconnection  of  this  type  of  equipment  far  out- 
weighs the  benefits  that  may  be  achieved;  moreover,  the  benefits 

which  interconnection  pretends  to  achieve  can  be 

obtained  by  traditional  regulatory  procedures  without  incurring  the 
disadvantages  of  the  present  policy  of  interconnection. 36/ 
Under  all  of  these  circumstances,  therefore, 


jJ      To  the  extent  large  institutional  subscribers  may  be  merely 
hoping  to  achieve  rate  concessions  at  the  expense  of  other 
subscribers,  the  Committee  does  not  view  their  interest  in 
interconnection  as  a  legitimate  one. 


4553 


-84- 

the  Committee  recommends  that  the  legitimate  grievances  of 
large  institutional  subscribers  be  redressed  by  appropriate 
regulatory  action  other  than  by  permitting  the  inter- 
connection of  customer-provided  PBX  and  key  systems,  and  related 
equipment . 

With  respect  to  the  terminal  equipment  needs  associated  with 
data  communication  transmission,  the  Committee  believes  that  the 
essential  problem  lies  in  the  ability  of  computer  manufacturers 
and  users  to  turn  over  data  sets  and  protective  connecting  arrange- 
ments sufficiently  rapidly  to  keep  pace  with  the  exploding  technology 
which  is  occurring  in  the  computer  industry  itself.   A  related 
issue,  the  Committee  believes,  is  that  the  computer  manufacturers 
are  concerned  that  any  protective  connecting  arrangements  which 
may  be  required  do  not  adversely  impact  the  technical  quality  of 
data  transmission. 

As  noted  above,  rapid  technological  innovation  and  inventory 
turnover  is  to  an  extent  inconsistent  with  sound  utility  practice, 
which  the  Committee  believes  tends  to  create  an  inherent  conflict 
in  approach  between  the  telephone  industry,  on  the  one  hand,  and 
the  computer  industry,  on  the  other  hand,  regarding  the  proper 
marketing  strategy  for  data  communication  terminal  equipment.   At 
the  same  time,  a  Bell  System  witness  conceded  at  the  hearing  that 
the  telephone  industry,  incLding  Bell,  does  not  hold  itself  out 
to  provide  tlie  complete  terminal  equipment  requirements  of  data 
communication  subscribers. 

Furthermore,  it  is  clear  that  the  terminal  equipment 
subject  to  competitive  pressures  as  a  result  of  interconnection 
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represenls  only  a  minor  portion  of  the  entire  complex  of  equipment, 
including  computers  and  related  hardware,  required  in  data  communica- 
tion, and  that  the  demand  for  near  error-free  transmission  charac- 
teristics requires  the  computer  manufacturers  to  maintain  the  utmost 
technical  integrity  in  their  equipment.   All  of  these  considerations 
lead  to  the  conclusion  that  the  quality  of  network  performance 
would  not  be  significantly  adversely  affected  if  the  computer 
industry  were  permitted  to  provide  all  or  most  of  the  terminal 
equipment  required  for  data  communication.   In  addition,  the 
Committee  recognizes  that  data  sets  have  not  been  a  historically 
significant  source  of  subsidy  revenue  for  exchange  service,  and 
therefore  the  economic  dislocation  resulting  from  the  telephone 
companies  not  retaining  this  market  would  not  be  great. 

By  the  same  token,  the  telephone  industry  has  a  legitimate 
interest  in  maintaining  a  well  defined  interface  between  its  own 
equipment  and  equipment  provided  by  the  computer  industry.   More- 
over, since  increasing  the  signal  level  beyond  the  minimum  criteria 
deemed  necessary  by  the  telephone  industry  apparently  tends  to 
reduce  the  transmission  error  rate,  the  telephone  industry  has  a 
legitimate  interest  in  incorporating  certain  protective  features  in 
loop  and  maintaining  control  thereover.    Nevertheless,  these 
technical  problems  do  not  appear  to  be  insurmountable, 
and  since  the  computer  industry  is  relatively  con- 
centrated, as  is  the  telephone  industry,  the  Committee  sees  no 
reason  why  good  faith  negotiations  between  the  industries  cannot 
result  in  developing  the  necessary  technical  standards  which  each 
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industry  requires  to  make  its  equipment  compatible  with  the  other- 

For  these  reasons,  the  Committee  recommends  that  the  telephone 
industry  work  together  with  the  computer  industry  to  develop  an 
internal  program  of  standards  and  certification  for  the  intercon- 
nection of  terminal  equipment  required  for  data  communication 
transmission.   The  Committee  believes  that  such  a  program  could  be 
implemented  by  appropriate  tariff  revisions  and  could  be  operated 
on  essentially  a  cooperative  basis  between  the  industries  involved, 
with  minimal  direct  regulatory  involvement. 

The  problem  of  ancillary  equipment  such  as  answering  devices, 
automatic  dialers,  conferencing  devices,  call  diverters  and  call 
restricters, largely  involves  a  different  set  of  considerations  from 
either  of  the  other  two  classes  of  interconnect  equipment.   Such 
equipment  generally  may  be  regarded  as  attachments  to, and  not 
replacements  of  traditional  telephone  service,  and  consumer  pre- 
ferences in  this  regard  are  extremely  difficult  to  predict. 
Similarly,  no  matter  how  diverse  a  product  line  the  telephone 
company  may  offer,  it  is  unlikely  that  it  can  completely  satisfy 
the  diverse  desires  of  its  subscribers  for  such  equipment. 
Furthermore,  since  the  functions  performed  by  this  equipment  are 
not  an  integral  part  of  traditional  telephone  service,  the  tele- 
phone company  does  not  have  the  same  incentive  as  the  manufacturers 
to  develop  and  market  it  vigorously. 

The  Committee  fully  agrees  that  the  legitimate  consumer 
demand  for  non-harmful  equipment  of  this  type  should  be  met  so 
far  as  reasonably  possible,  and  it  does  not  believe  that  it  would 
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be  appropriate  for  the  telephone  industry  itself  to  devote  a  signif- 
icant portion  of  its  investment  base  and  resources  to  trying  to 
fulfill  such  demands.   At  the  same  time,  the  Committee  recognizes 
that  the  risk-taking  inherent  in  attempting  to  predict  and  satisfy 
diverse  consumer  preferences  has  been  the  traditional  province  of 
classic  American  enterpreneurship .   The  same  principle  appears 
applicable  herein,  as  evidenced  by  the  fact  that  substantially 
all  of  the  development  and  manufacturing  of  such  equipment  at 
the  present  time  is  done  by  companies  other  than  utility-affiliated 
equipment  manufacturers,  with  the  operating  company  only  determining 
which  brand  it  chooses  to  offer  to  its  subscribers. 

As  in  the  case  of  other  vertical  services,  the  telephone  in- 
dustry has  priced  its  ancillary  equipment  offerings  to  contribute 
a  subsidy  to  the  operation  of  basic  exchange  service.   Clearly, 
however,  such  a  pricing  philosophy  has  had  the  additional  effect 
of  restricting  the  market  for  such  equipment  and  limiting  the 
availability  of  the  benefits  thereof  to  subscribers.   In  addition, 
such  a  marketing  philosophy  has  undoubtedly  frustrated  the  manu- 
facturers of  the  equipment,  who  in  turn  have  sought  alternative 
marketing  methods,  i.e.,  directly  to  the  consumer  .37^/ 


37/   The  current  requirement  that  such  equipment  be  interconnected 
only  through  connecting  arrangements  provided  by  the  telephone 
company  for  a  monthly  charge  undoubtedly  is  also  viewed  by  the 
manufacturers  of  such  equipment  as  a  market  restricting  device, 
with  the  result  that  they  apparently  make  little  effort  to 
make  sure  the  consumer  understands  what  the  law  requires  in 
order  to  interconnect.   In  turn,  the  consumers  frequently 
innocently  directly  connect  the  equipment  to  the  network  in 
violation  of  the  law,  and  in  many  cases  also  adversely  affect 
the  quality  of  telephone  service.  The  Committee  recognizes 
the  legitimate  grievances  of  all  parties  concerned,  but  it 
cannot  condone  irresponsible  marketing  strategies  which 
victimize  the  consumer  and  result  in  degradation  of  network 
performance . 
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Certainly,  from  the  consumer's  point  of  view,  it  makes  little  sense 
to  "rent"  say,  an  answering  device  from  the  telephone  company  for 
approximately  $20  per  month  when  he  can  buy  the  same  type  of  equip- 
ment, if  not  the  identical  brand  and  model  number,  from  a  local 
department  store  for  a  one-time  charge  of  approximately  $150  to 
$250.   If  the  device  only  performs  for  a  year  or  two  before 
requiring  maintenance,  he  could  buy  a  new  one  at  that  time  for  less 
than  he  would  have  paid  to  the  telephone  company.   Moreover,  since 
little  effort  is  made  to  inform  him  of  the  requirement  of  a  pro- 
tective device,  he  will  frequently  believe  that  it  is  lawful  for 
him  to  directly  connect  the  device  to  the  network  with  the  jack 
or  other  interconnect  mechanism  included  with  the  equipment. 
Even  should  he  be  aware  of  interconnect  regulations,  however,  he 
may  see  little  need  to  pay  for  a  connecting  arrangement  on  a  monthly 
basis  rather  than  pay  a  one-time  installation  charge  to  the  tele- 
phone company. 

Nevertheless,  permitting  direct  sale  of  this  type  of  equipment 
to  the  consumer  without  the  knowledge  or  control  of  the  telephone 
company  to  date  has  resulted  in  widespread  illegal  interconnection 
and  substantial  maintenance  problems  for  the  telephone  industry, 
which  if  permitted  to  go  unchecked,  will  clearly  result  in  significant 
degradation  of  service.   When  pressed  on  these  issues  at  the  hearing, 
witnesses  for  the  telephone  industry  contended  that  the  product 
lines  which  they  offer  come  "awfially  close"  to  the  total  range  of 
equipment  available  through  interconnection,  and  that  the  answer 
to  illegal  interconnection  is  more  enforcement  of  existing  tariffs. 
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The  Committee  cannot  agree  that  this  is  a  fully  satisfactory 
answer.   In  the  first  place,  as  the  Committee  understands 
it,  current  testing  procedures  are  not  adequate  to  detect  all  classes 
of  illegally  interconnected  equipment,  and  the  Committee  has  sub- 
stantial doubts  about  wisdom  of  the  industry  having  to  devote  a  substantia 
portion  of  its  maintenance  efforts  toward  detecting  and  removing 
illegal  equipment  per  se.   A  far  more  feasible  approach,  the  Com- 
mittee believes,  would  be  to  adopt  a  program  in  which  it  would  be 
in  the  mutual  interest  of  the  telephone  industry  and  the  manufacturers 
of  such  equipment  alike  to  ensure  that  appropriate  protection  pro- 
cedures are  fully  complied  with  when  the  equipment  is  attached  to 
the  network. 

Second,  existing  pricing  policies,  both  as  to  the  specific 
equipment  itself  and  as  to  the  required  connecting  arrangements, 
may  have  an  unwarranted  side  effect  of  restricting  consumer  demand 
for  this  equipment.   The  subsidy  contribution  of  this  type  of  equip- 
ment to  exchange  service  has  not  been  significant  historically, 
and  therefore,  as  in  the  case  of  data  sets,  substantial  economic 
dislocation  would  not  occur  if  the  telephone  companies  failed  to 
capture  this  market.   At  the  same  time,  including  average  maintenance 
costs  as  part  of  the  monthly  cost  for  protective  arrangements  may  add 
to  the  overall  restrictive  effect  which  telephone  company  pricing  may 
have  on  consumer  demand.   On  balance,  therefore,  the  Committee  be- 
lieves that  the  arguments  in  favor  of  permitting  the  customer  to 
purchase  and  provide  this  type  of  equipment  outweighs  the  disad- 
vantages of  such  a  policy,  providing  that  a  program  can  be  developed 
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for  ensuring  that  only  non-harmful  devices  are  attached  to  and 
remain  connected  to  the  network. 

In  the  Committee's  judgment,  however,  the  number  of  indepen- 
dent manufacturers  which  produce  this  equipment  makes  it  impractical 
for  them  and  the  telephone  industry  to  informally  adopt  a  certifica- 
tion program  similar  to  the  one  proposed  in  the  case  of  data  com- 
munication terminal  equipment.   Accordingly,  the  Committee  recommends 
that  a  formal  program  of  standards  and  certification  be  adopted  for 
the  interconnection  of  this  class  of  equipment,  and  that  penalties 
be  provided  by  law  for  the  advertisement  for  sale,  sale  or  distribution 
of  non-certified  equipment,  and  for  the  attachment  of  devices  to 
the  network  by  unauthorized  means.  38^/   In  addition,  the  telephone 
industry  should  promptly  reconsider  its  tariff  policies  with  re- 
gard to  such  equipment  with  the  view  in  mind  of  establishing  a 
fully  compensatory  one-time  installation  charge  for  its  connecting 
arrangements,  with  the  necessary  maintenance  work  charged  for  on 
a  compensatory,  as-needed  basis. 

At  this  time  the  Committee  takes  no  position  as  to  the 
precise  format  which  such  a  program  of  standards  and  certification 
should  follow.   However,  the  Committee  believes  that  it  should 
fundamentally  be  organized  and  administered  by  tlie  industries 


The  Committee  understands  that  its  proposal  in  this  regard  is 
similar  to  the  practice  followed  in  Australia,  where  equipment 
provided  by  the  telephone  company  is  not  permitted  to  be 
sold  in  competition  therewith,  but  where  ancillary  equipment 
not  provided  by  the  telephone  company  is  sold  to  the  consumer 
subject  to  a  certification  requirement.  The  Committee  does  not 
believe  that  a  certification  program  would  be  as  effective  in 
maintaining  the  quality  of  network  performance  as  retaining 
end-to-end  service  responsibility  with  the  telephone  industry. 
However,  such  a  program  could  be  expected  to  substantially 
reduce  the  existing  widespread  illegal  interconnection  and  the 
problems  it  is  causing,  and,  if  properly  operated,  need  not  be 
significantly  less  efficient  than  end-to-end  service 
responsibility. 
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affected,  with  direct  regulatory  involvement  minimized  to  the 
greatest  extent  possible.   To  this  end,  the  Committee  believes 
that  a  program  utilizing  independent  certification  laboratories, 
not  associated  with  any  regulatory  agency,  manufacturer  or  dis- 
tributor, may  offer  some  promise,  but  the  Committee  has  not 
attempted  to  develop  specific  recommendations  on  this  issue  herein. 
Conclusion 

It  is  apparent  from  the  Committee's  investigation  that  those 
who  discounted  or  ignored  the  potential  economic  effect  of  permit- 
ting interconnection  and  specialized  common  carriers  substantially 
misconceived  the  nature  of  the  impact  which  will  result.   Clearly, 
the  issue  is  not  whether  telephone  industry  operating  revenues  will 
continue  'to  increase  year  by  year  because,  as  this  investigation 
has  demonstrated,  an  adverse  economic  impact  occurs  within  the 
context  of  increasing  operating  revenues. 

Rather,  it  is  clear  that  the  adverse  impact  at  issue  results  in 
the  gradual  shifting  of  costs  of  operation  from  one  class  of  sub- 
scriber to  another,  in  this  case  to  the  detriment  of  the  residential 
user.   Contrary  to  the  contentions  of  many  parties,  not  only  is 
such  an  impact  almost  certain  to  occur,  absent  immediate  corrective 
regulatory  action,  but  the  degree  of  impact  which  is  threatened  is 
such  that  the  widespread  availability  of  basic  telephone  service 
at  reasonable  prices  may  well  be  jeopardized. 

It  is  further  clear,  and  particularly  disturbing  to  the  Committee, 
that  these  policies  were  implemented  prior  to  any  serious  considera- 
tion of  their  probable  economic  impact,  and  that  existing  regulatory 
procedures  are  wholly  inadequate  to  detect  or  correct  such  impacts 
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as  they  occur.   No  procedure  exists,  for  example,  by  which  the  rela- 
tive contribution  of  PBX  and  key  systems  may  be  routinely  analyzed 
on  a  continuing  basis  to  prevent  shifts  in  cost  allocations  from 
business  to  residential  service,  nor  is  information  ordinarily  avail- 
able to  regulatory  agencies  as  to  market  penetration  levels  being 
achieved  by  the  interconnect  industry.   Yet,  such  information  is 
fundamental  to  the  ability  of  the  regulatory  community  to  effec- 
tively discharge  its  responsibilities  in  ensuring  that  the  quality 
and  availability  of  service  is  not  impaired. 

Similarly,  no  routine  procedure  is  available  whereby  the 
regulatory  community  can  monitor  the  extent  to  which  specialized 
common  carri.er  competition  and  the  competitive  responses  thereto 
may  be  siphoning  off  the  natural  growth  of  the  interstate  SLU 
factor  for  jurisdictional  separations  purposes.   Again,  however, 
such  a  procedure  is  fundamental  to  the  ability  of  regulators  to 
detect  and  correct  any  adverse  effects  which  specialized  common 
carrier  competition  may  have  on  basic  telephone  subscribers. 

Had  studies  similar  to  the  instant  investigation  been  made 
prior  to  implementation  of  the  policies  at  issue,  no  doubt  ap- 
propriate regulatory  strategies  could  have  been  devised  long  ago 
to  ameliorate  or  vitiate  the  adverse  consequences  thereof.   Now, 
however,  regulation  must  move  with  particular  dispatch  in  order 
to  successfully  avert  the  dangers  faced. 

In  light  of  the  findings  and  conclusions  herein  contained 
it  is  no  longer  enough  to  acknowledge  that  economic  and  quality 
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of  service  issues  are  an  integral  part  of  interconnection  and 
specialized  common  car-rier  policies.   The  time  for  debate  and 
resolution  of  such  questions  has  long  since  passed,  and  con- 
tinued refusal  to  acknowledge  this  fundamental  fact  only  ensures 
that  the  consequences  foreseen  herein  will  be  tomorrow's  reality. 
What  is  needed  now  is  affirmative  action,  predicated  upon 
knowledge  of  these  consequences,  for  securing  the  benefits  in 
the  public  interest  without  incurring  the  penalties. 


Issued  in  Washington,  D.C.  this  15th  day  of  May,  1974,  by 
the  Committee  on  Communications  of  the  National  Association  of 
Regulatory  Utility  Commissioners. 


Francis  Pearson,  Washington,  Chairman 

Ben  T.  Wiggins,  Georgia 

Norman  A.  Jdhnson,  Jr.,  Mississippi 

William  R.  Clark,  Missouri 

George  I.  Bloom,  Pennsylvania 

William  Symons ,  Jr  .,  Calif ornia 

John  G.  Feehan,  Maine 

Edward  P.  Larkin,  New  York 

Marvin  R.  Wooten,  North  Carolina 

Archie  Smith,  Rhode  Island 
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BELL  SYSTEM  RATE  INCREASES 

GRANTED  BY  STATE  AGENCIES  SINCE 

JANUARY  1,  1969,  AND  RATE 

INCREASE  REQUESTS  NOW  PENDING 

April  15,  1974 


NATIONAL  SUMMARY 


APPENDIX  A 


Total  Amount  Requested 
Total  Amount  Granted 
Total  Amount  Pending 


$  -4.9  billion 
$  2.9  billion 
$  0.-47  billion 


39-387  O  -  74  -  pt.6  -  46 
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April  15,   1974 


BELL  SYSTIM  RATE  INCREASES 
.  GRANTED  BY  STATE  AGENCIES  SINCE 
JANUARY  1,  1969,  AND  RATE 
INCREASE  REQUESTS  NOW  PENDING 


(Note: 

Footnotes  appear  at 

end  of  tabulation,  on  p. 5  ) 

Requested 

Granted 

Pending 

State 

Date 
Filed 

Amount 

Date 
Ordered 

Amount 

Amount 

Alabama 

4-15-71 
1-19-73 

$ 

19.9  M 
29.3  M 

7-12-71       $ 
( 8-17-73 
(9-14-73 

17.8  M 

0 
29.3  M  (1) 

$ 

Arizona 

4-14-71 
10-72 

30.7  M 
7.9  M 

4-10-72 
3/73 

8.1  M 
5.7  M 

California 

3-13-70 
8-  6-71 
6-21-72 
9-15-72 

194.9  M 
77.4  M 
[198.2  M] 
290.0  M  (3) 

6-22-71 
8-  8-72 
8-  8-72 

[143.0  M]  (2) 
68.9  (2) 
55.4  M  (2) 

290.0  M 

Colorado 

4-  2-68 
10-1-70 
1-27-72 
3-16-73 
3-16-73 
3-  -74 

open-end 

28.5  M 

43.0  M 

9.8  M 

open-end 
29.8 

1-  7-69 
3-25-71 
9-19-72 
4-16-73 
4-17-73 
4-  -74 

5.9  M 
U.2  M 
12.8  M 

9.8  M 

0     Dismissed 

0     Denied 

Connecticut 

11-18-68 
11-  5-71 

23.9  M 
54.7  M 

8-20-71 
4-13-72 

19.2  M 
36.8  M 

Delaware 

4-6-70 

2.8  M 

10-22-70 

2.3  M   ■ 

D.  C. 

11-  8-68 
8-31-71 

4-19-73 

open-end 
22.6  M 

21.6  M  (4) 

6-  1-71 

7-  6-72 
6-  6-73 

1-25-74 

0 
13.2  M 
4.4  M  addit 
8.1  M 

ional 

Florida 

8-11-69 

6-28-71 

12/72 

32.0  M 

54.1  M 
106.8  M 

3-30-70 
1-  4-72 
8-  2-73 

21.1  M 
47.1  M 

32.8  M  interim 
+49.7  M  additional 

Georgia 

8-  5-69 
7-30-71 

25.5  M 
24.4  M 

12-11-70 
(  9-  5-72 
(  1-16-73 

20.8  M 

11.3  M 

10.4  M  addit 

ional 

[    ]  Figures  not  included  in  totals. 
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Requested 


Date 
Filed 

Illinois 

12-11-59 
12-13-70 

9-23-71 
11-21-72 

1-25-73 

Indiana 

12-11-70 

4-1-71 
12-  1-71 
12-  5-72 
12-  6-72 

Iowa 

7-21-71 
10-31-73 

Kansas 

10-  8-71 

Kentucky 

12-11-69 
5-29-70 

12-28-71 
l-m-72 

Louisiana 

12-27-68 

12-20-71 

2-  -74 

Maine 

10-15-71 
9/73 

Maryland 

10-18-68 
4-23-71 
6-30-72 
4-28-73 

Massachusetts 

7-15-69 

10-  1-71 

7-27-72 

2-  -74 

Michigan 

8-  1-68 
12-10-70 

Date 
Ordered 


86.5 

M 

11-6-70 

2.2 

M 

12-15-71 

182.0 

M 

8-11-72 

20.8 

M 

10-  -73 

62.0 

M 

12-21-73 
12-27-72 

26.6 

M 

7-9-71 

4.7 

M 

12-23-71 

14.8 

M 

8-  4-72 

3.5 

M 

5-11-73 

30.5 

M  (9) 

ID-  5-73 

21.5 

M 

12-29-72 

20.0 

M 

11-30-73 

14.8 

M 

11-15-72 

2.1 

M 

10-10-70 

14.8 

M 

12-30-70 

Pending 
Amount 


3.8  M 
25.7  M 


24.6  M 
48.1  M  (11) 
23.0  M 


10.0  M 
6.3  M 


open-end 
42.6  M 
40.3  M 
39.2  M 


79. 

122. 

42. 


11-13-70 
3-12-73 
3-  -74 


11-19-59 

1-  6-72 

9/72 

-73 


1-21-72 
1-21-72 
5-25-73 


8-30-70 
(12-17-71 
(  4-28-72 
12-21-73 


77.9  M 

1.5  M 

44.6  M 

(5) 

(6) 

58.0  M 

(7) 

0.2 

(8) 

24.0  M 

4.7  M 

13.2  M 

2.1  M 

23.4  M 

8.6  M 

20.0  M 

(10) 

1.2  M 
0 


18.2  M 
38.1  M 
19.6  M 


22.8  M 
27.5  M 

0    dismissed 
20.8  M 


56.8  M  (12) 
43.5  M 
66.7  M 


14.8  M 

(18.0  M  interim 
(25.8  M  additional 

24.8  M 
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Requested 


Pending 


State 

Date 
Filed 

Minnesota 

6-17-71 
4-  -74 

Mississippi 

6-28-71 
-73 

Missouri 

11-15-68 

10-  1-71 

38.0  M 
56.7  M 


20.1  M 
18.8  M 


44.5  M 
63.5  M 


Date 
Ordered 


10-  2-69 
8-18-72 


34.0  M  (13) 


12.9  M 
18.8  M  (14) 


30.7  M 
35.0  M 


6-11-71 

3-  6-72 

-73 


13.5  M 
4.4  M 
6.0  M 


1-31-72 
6-19-72 
1-  3-74 


6.7  M 
2.0  M 
2.2  M 


Nevada 


New  Hampshire 
New  Jersey 


9-15-70 
2-28-72 


79.0  M  1-13-72 
120.0  M  (16)  12-29-72 
unknown         12-13-73 


48.6  M 
55.2  M 
17.5  M  (17) 


New  Mexico 

1-14-69 
5/73 

7.8 

M 

7-  9-69 

Part 

I 

6.5 

M 

Part 

11 

3.6 

M 

11-14-73 

New  York 

3-20-69 

175.0 

M 

9-1-7  0 
6-23-72 

2-16-71 

391.0 

M 

(7-  1-71 
(1-17-72 

12-18-72 

405.0 

M 

11-16-73 

North 

(Carolina 

11-27-70 

23.1 

M 

8-  2-71 

11-15-71 

29.7 

M 

(  6-30-72 

120.8  M  (18) 
+  12.3  M  (18)  additional 

190.0  M  ' 
+  160.0  M  additional 

304.0  M 


13.3  M 
(  6.1  M 
(10-17-72         (+5.8  M  (19) 
33.2  M  (hearings  started  November  1973) 


North  Dakota 


3-27-69 
7-30-71 


open -end 
3.5  M 


9-16-69 
4-20-72 


0.5  M 
1.9  M 
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Requested 


State 

Date 
Filed 

Ohio 

8-  1-69 
12-11-59 

8-  9-71 
12-28-71 

Oregon 

2-21-69 
1-30-70 
2-17-71 
9-15-72 

Pennsylvania 

12-  3-70 
12-17-72 
12-17-72 
10-2H-73 

Rhode  Island 

4-  1-69 
4-16-71 

South 
Carolina 

8-  9-71 
8-24-73 

South  Dakota 

5-22-72 

Tennessee 

9-10-71 

6/73 

Texas 

11-30-70 
5/72 
-72 
1/73 
11/72 

Utah 

6-11-68 
2/7U 

Vemiont 

9-15-72 

7-  2-71 

9-15-72 

1/74 

Date 

Anount 

Ordered 

80.0 

M 

3-27-70 

13.3 

M 

7-10-70 

165.0 

M 

8-  7-73 

22.7 

M 

8-24-73 

12.4 

M 

12-22-69 

1.6 

M 

3-  1-70 

26.5 

M 

12-31-71 

32.8 

M 

7-14-73 

73.0 

M 

12-14-71 
1-19-73 

59.8 

M 

12-12-73 

untaiown  (22) 

9.2 

M 

1-30-70 

14.8 

M 

{  5-  4-72 
(  7-20-73 

12.2 

M 

12-22-71 

11.1 

M 

-74 

Pending 
Amount 


open-end 

24.2  M 
31.0  M 


1.2  M 

23.7  M 

16.8  M 

1.3  M 
unknown 


12.3  M 
IS.O  M 


7.3  M 
1.9  M 
7.2  M 
6.7  M  (25) 


(  5-23-72 
(  12/72 
12-24-73 


2-25-71 

4-11-73 

-72 

7/73 

2-  1-73 


5-17-73 

11-29-71 

4-12-73 


55 

.0 

M 

9 

.7 

M 

98, 

.0 

M 

14, 

.1 

M 

1, 

.4 

M 

1, 

.6 

M 

16, 

.8 

M 

18. 

.8 

M 

(20) 

52, 

.6 

M 

3. 

.4 

M 

(21) 

36. 

.5 

M 

5.9  M 
(  8.0  M 
(+6.8  M  (23) 


8.8  M 
9.1  M 


10.3  M 
<■  3.7  M 
16.5  M   (24) 


1.2  M  (El  Paso) 
15.0  M  (Houston) 
14.0  M  (Dallas) 

1.3  M   (El  Paso) 
4.9  M  (San  Antonio) 


0  disndssed 

1.9  M 
0 


4568 


Requested 


Pending 


State 

Date 
Filed 

Amount 

Date 
Ordered 

Amount 

Amount 

Virginia 

4-15-71 
6-15-72 

$ 

51.6  M 

32.7  M 

11-17-71 

$ 

33.3 
12.6 

M 

M  (26) 

$ 

Washington 

12-4-68 
1-29-71 
5-16-72 
3-  1-74 

26.7  M 
36.2  M 
44.9  M 
15.0  M 

11-  3-69 

12-23-71 

4/73 

14.0 
19.0 
23.6 

M 
M 
M 

15.0  M 

West  Virginia 

10-22-69 
6/72 

11.1  M 
14.8  M 

5-  4-72 
11-16-72 

7.6 
14.8 

M 

M  interim 

Wisconsin 

12-30-58 
11-9-70 
7-22-71 

21.6  M 

6.3  M 

41.3  M 

6-  9-70 

1-22-71 

12-23-71 

11-21-72 

12.1 

6.3 

10.2 

+15.1 

M 
M 
M 
M  additional 

Wyoming 

11-  4-71 

iry 
use: 

4.3  M 

5-10-72 
7-10-73 

1.8 
[  2.3 

M 

M  ]  (15) 

Totals 

$4 

,883.8  M 

$2 

,891.-; 

M 

$469.7 

For  summi 
purposes 

$4. 

.9  billion 

$2 

.9  bil] 

.ion 

$0.-i,7  billion 

Footnot 

es 

(1)  Although  the  Alabama  PSC  denied  the  increase  on  August  17,  1973,  South  Central  Bell 
appealed  the  decision  to  the  Montgomery  County,  Alabama,  Circuit  Court.  The  Court 
authorized  the  Company  to  put  the  rates  into  effect,  beginning  September  19,  1973, 
under  bond  and  subject  to  refund,  pending  a  decision  by  the  Commission  on  permanent 
increases. 


(2)  Although  the  California  PUC  granted  a  $143-0  M  increase,  on  June  9,  1972,  the  California 
Supreme  Court  annulled  that  increase.   In  a  series  of  orders  issued  on  August  8,  1972, 
the  California  PUC  ordered  the  Company  to  refund  all  the  monies  collected  under  the 
$143.0  grant,  authorized  a  permanent  increase  of  $55.4  M  and  reaffirmed  a  $68.9  M  wage 
recoupment  increase. 

(3)  The  initial  request  of  $328.0  M  was  reduced,  first  to  $301.3  M,  and  later  to  $290.0  M. 
Hearings  have  been  completed;  briefs  are  being  filed.  A  decision  is  not  expected 
before  spring  of  1974.  A  staff  recommendation  would  allow  $177.0  M  and  a  7.97.  rate 
of  return  in  lieu  of  current  allowable  rate  of ,7.85,  but  added  that  the  Company  is 
earning  9.2!{. 
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(-i)  The  initial  request  of  $26.0  M  was  reduced  to  $21.6  following  the  D.C.P.S.C.  allowance, 
on  June  6,  1973,  of  $4.-;  M  additional  revenues  under  the  Company's  earlier  application. 

(5)  The  Illinois  Supreme  Court  ordered  the  Commission  to  rehear  this  case,  because  of 
what  the  Court  termed  "improper  expenses"  concerning  (l)  purchases  from  Western 
Electric  which  has  a  higher  rate  of  return  than  the  7.33  percent  allowed  the  Illinois 
Bell  Telephone  Company;  (2)  the  annual  licensing  fee  that  Illinois  Bell  pays  AT  &  T; 
(3)  legislative  lobbying  expenses;  and  (4)  charitable  contributions. 

(6)  The  Illinois  Commerce  Commission  cancelled  and  annulled  this  request  in  the  light 

of  the  State  Supreme  Court  order  discussed  in  footnote  (5).  The  Commission  indicated 
that  the  request  may  be  reconsidered  in  conjunction  with  its  review  of  the  Court 
order. 

(7)  The  Illinois  Commerce  Commission,  in  February  1974,  denied  requests  for  rehearings 
filed  by  Illinois  Bell  Telephone  Company  and  the  Independent  Voters  of  Illinois. 
The  parties  appealed  the  Commission  decision  to  different  courts. 

(8)  An  increase  of  $244,750  was  given  to  Southwestern  Bell  for  its  service  area  in 
Illinois. 

(9)  The  original  request  of  $32.0  M  was  later  reduced  to  $30.5  M. 

(10)  Effective  January  1,  1974,  interim  increase  subject  to  refund. 

(11)  The  original  request  of  $36.1  M  was  later  increased  to  $48.1  M. 

(12)  $33.0  M  of  this  total  was  granted  under  Court  order  in  1970,  and  the  remaining  $23.8  M 
was  granted  by  the  Massachusetts  DPU  on  January  21,  1972. 

(13)  The  case  is  under  appeal. 

(14)  Rates  were  put  into  effect  by  South  Central  Bell  under  $10.0  M  bond,  following  PSC 
suspension  of  proposed  increase. 

(15)  Service  connection  charges. 

(16)  The  original  request  of  $137.0  M  was  reduced  to  $120.0  M  attributable  to  a  change  in 
test  period. 

fl7)  This  is  an  interim  increase  permitted  under  an  automatic  adjustment  clause,  approved 
by  the  BPUC  on  December  13,  1973-   The  BPUC,  on  December  20,  1973  accepted  the 
company's  tariffs,  to  be  effective  for  bills  rendered  on  or  after  January  1,  1974. 

(18)  The  New  York  PSC  order  allowed  $120.8  M  of  $133.1  M  recommended  by  its  hearing 
examiner.  The  Company  appealed  to  the  New  York  Courts  for  the  additional  $12.3  M 
which  was  allowed  on  June  23,  1972. 

(19)  The  additional  $5.8  M  vras  granted  to  offset  1972  wage  increases. 

(20)  The  company  has  appealed  this  order,  which  removed  "excess  earnings"  resulting  from 
company  transactions  with  Western  Electric.  The  order  reduced  the  utility's  rate 
base  by  $2.3  M  and  its  operating  expenses  by  $207,181.  The  Oregon  Commissioner  held 
that  Western  Electric  must  be  considered  as  an  integral  part  of  the  Bell  system. 


4570 


A-8 


(21)  Toll  rate  increase  to  maintain  parity  with  interstate  rates. 

(22)  Suspended  until  June  23,  197^. 

(23)  The  additional  allowance  of  $6.8  M  resulted  from  further  review  of  the  case  by  the 
PUC,  following  an  order  by  the  Rhode  Island  Supreme  Court  in  Rhode  Island  Consumers ' 
et .  al.  V.  Smith  et .  al . ,  Nos.  1784-M.P.,  1786-M.P.,  March  28,  1973. 

(24)  The  Davidson  County  (Tenn.  )  Chancery  Court  has  this  rate  case  under  appeal  by  the 
Company. 

(25)  The  company  also  requested  $4.8  M  Interim  increase. 

(26)  Originally  submitted  at  $36.0  M,  reduced  by  order  of  the  Virginia  Corporation 
Commission  to  $23.0  M,  later  revised  by  company  to  $31.0  M,  and  most  recently  to 
$32.7  M,  approved  January  1974.  The  Company  has  appealed  this  case. 
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APPENDIX  B 


PARTIES  INVITED  TO  PARTICIPATE 
IN  NARUC  INVESTIGATION 

State  Agencies 

The  agencies  of  the  States,  District  of  Columbia,  Puerto_ 
Rico,  and  the  Virgin  Islands  engaged  in  the  economic  and  quality 
of  service  regulation  of  communication  common  carriers. 


Federal  Agencies 


Federal  Communications  Commission 
1919  M  Street,  N.  W. 
Washington,  D.  C.  20554 

Executive  Office  of  the  President 
Office  of  Telecommunications  Policy 
1800  G  Street,  N.  W. 
Washington,  D.  C.  20  50  4 

Department  of  Justice 
Antitrust  Division 
Washington,  D.  C.  20530 

Donald  I.  Baker 

Jules  Bernard 

Seymour  H.  Dussman 


Department  of  Commerce 
Office  of  Telecommunications 
1325  G  Street,  N.  W. 
Washington,  D.  C.  20230 

Department  of  Agriculture 
Rural  Electrification 

Administration 
Washington,  D.  C.  20250 

James  B.  Eppes 

Charles  Hernandez 

Arthur  H,  Marthens 


Communications  Common  Carriers 


American  Telephone  £  Telegraph 

Company 
19  5  Broadway 
New  York,  New  York  1000  7 

R.  B.  Brunson 

Raymond  F.  Burke 

D.  L.  Byers 

Harold  J.  Cohen 

L.  A.  Hohmann 

K.  R.  Parker 

J.  Hugh  Roff,  Jr. 

R.  J.  Whitefleet 

Continental  Telephone 

Corporation 
P.  0.  Box  400 
Merrifield,  Virginia  22116 

Centerville  Telephone  Company 
P.O.  Box  102 

Camp  Hill,  Pennsylvania   17011 
Franklin  A.  Miles 


Data  Transmission  Company 
8130  Boone  Boulevard 
Vienna,  Virginia  22180 

Kevin  H.  Cassidy 

James  Codd 

James  T.  Roche 

John  M.  Scource 

GTE  Service  Corporation 
One  Stamford  Forum 
Stamford,  Connecticut  06904 

Charles  G.  Farris 

C.  V.  Fleming 

Vincent  Gallogly 

Ironton  Telephone  Company 
Route  1 

Coplay,  Pennsylvania   18037 
William  D.  George,  II 
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GTE  Service  Corporation 

1120  Connecticut  Avenue,  N.  W. 

Washington,    D.    C.    20036 

William  Malone 

Ruth  L.  Prokop 

MCI  Communications 

Corporation 
1150   17th  Street,  N.W. 
Washington,  D.  C.  20035 

Tom  Leming 

James  W.  McNabb 

Charles  A.  Parry 

N-Triple-C,  Inc. 

32  40  South  10th  Street 

Lincoln,  w'ebraska  6  850  2 

Southern  Pacific  Communications 

Company 
One  Market  Street 
San  Francisco,  California  94105 

Thormund  A.  Miller 


United  Telecommunications,  Inc. 
1800  K  Street,  N.  W. 
Washington,  D.  C.  20006 

Richard  J.  Croker 

Carolyn  C.  Hill 

Jack  McCarthy 

Western  Union 
One  Lake  Street 

Upper  Saddle  River,  New  Jersey 
R.  C.  Hostetler 

Western  Union  International,  Inc. 
2100  M  Street,  N.  W. 
Suite  303 

Washington,  D.  C.  20037 
H.  G.  Catucci 

Western  Union  Telegraph  Co. 
1828  L  Street,  N.  W. 
Washington,  D.  C.  20036 
A.  J.  Chisholm 


United  Telecommunications,  Inc. 
P.O.  Box  11315  -  Plaza  Station 
Kansas  City,  Missouri  64112 
Warren  E.  Baker 


Manufacturers,  Suppliers,  Users 
and  Other  Interested  Parties 


Acme  Visible  Records,  Inc. 

5445  Fleet  Street 

Los  Angeles,  Ca.  90040 

Ad  Hoc  Telecommunications 

Committee 
20  40  Ardmore  Boulevard 
Pittsburgh,  Pennsylvania  15221 

Robert  E.  Bennie 

Aeronautical  Radio,  Inc. 
2  551  Riva  Road 
Annapolis,  Maryland  21401 


A-Head  Products,  Inc. 
24248  Crenshaw  Blvd.  (P.O. 
Lomita,  Ca.  90717 
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Airsignal  International,  Inc. 
201  East  Ogden  Avenue 
Hinsdale,  Illinois  60521 
Anthony  G.  Giacoio 

Allen  Tel  Products,  Inc. 
2211  S.  Susan  Street 
Santa  Ana,  Ca.  92704 
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Allied  Chemical  Corporation 
Systems  and  Data  Processing 
Columbia  Road,  Box  1039R 
Morristown,  New  Jersey 

R.  H.  Lockwood 

John  M.  Singlevich 

Allstate 
Allstate  Plaza 
Northbrook,  Illinois  60062 
Ernest  A.  Tuguadis 

American  Express 
6  7  Broad  Street 
New  York,  New  York  10004 
H.  C.  Granger 

American  National  Standards 

Institute 
1430  Broadway 
New  York,  New  York  10018 

American  Phone  Systems,  Inc. 
300  East  Queen 
Inglewood,  Ca.  90301 

American  Telecommunications 

Corp. 
4275  Baldwin  Avenue 
El  Monte,  Ca.  91731 

American  Telephone  Consumers' 

Council 
8100  East  Jefferson  Avenue 
Park  Alden  Manor  #302-D 
Detroit,  Michigan  48214 

Ellie  Martell 

American  Telephonies 
13735  Victory  Blvd. 
Van  Nuys,  Ca.  91401 

Anaconda  Wire  and  Cable  Co. 
North  Cross  St. 
Sycamore,  111.  60178 

Areata  Communications,  Inc. 

850  Sterling  Road 

Mountain  View,  California  9  40  40 


Association  of  American  Railroads 
American  Railroads  Building 
1920  L  Street,  N.  W. 
Washington,  D.  C.  20036 
Thomas  A.  Phemister 

Astrodata  Corp. 

270  East  Palais  Road 

Anaheim,  California 

Atlantic  Richfield  Company 
260  South  Broad  Street 
Philadelphia,  Pennsylvania  19101 
Joseph  M.  Robinson 

Andrew  F.  Bass 
Communications  Engineer 
Box  3  3 
Gates  Mills,  Ohio  44040 

Bechtel  Corp. 
P.O.  Box  3965 

San  Francisco,  California  94119 
Dean  Williams 

Board  of  Registration  for 

Professional  Engineers 
1021  0  Street 
Sacramento,  Ca.  95814 

Buscom  Systems,  Inc. 
10  30  C  East  Duane 
Sunnyvale,  Ca. 

Cahill,  Gordon  &  Reindel 
1819  H  Street,  N.  W. 
Washington,  D.  C.  20006 

Donald  J.  Mulvihill 

Irwin  Scheiderman 

Lawrence  T.  Sorkin 

California  Society  of 

Professional  Engineers 
P.O.  Box  9005 
Sacramento,  Ca.  95816 

Cal-West  Electric,  Inc. 

1341  San  Mateo  Ave. 

So.  San  Francisco,  Ca.  94080 
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Carpenter  Radio  Company 
607  West  High  Street 
Lima,  Ohio  45801 
James  M.  Carpenter 

Central  Committee  on  Com- 
munications Facilities  of 
the  American  Petroleum 
Institute 

1801  K  Street,  N.  W. 

Washington,  D.  C.  20036 

Chadbourne,  Parke,  Whiteside  £ 

Wolff 
1150  17th  Street,  N.  W. 
Washington,  D.  C.  20006 

Thomas  J.  O'Reilly 

Communications  Certification 

Laboratory 
453  South  4th  East 
Salt  Lake  City,  Utah  84111 

Amos  R.  Jackson 

Communication  Mfg.  Co. 
3300  E.  Spring  Street 
Long  Beach,  Ca.  90806 

Communications  Technology  Corp. 

2237  Colby  Avenue 

Los  Angeles,  Ca.  90064 

Communications  Workers  of 

America,  AFL-CIO 
1925  K  Street,  N.  W. 
Washington,  D.  C.  20006 

Joseph  A.  Beirne 

Computer  and  Business  Equipment 

Manufacturers  Association 
1828  L  Street,  N.  W. 
Washington,  D.  C.   20036 

Corn-Share,  Inc. 
P.O.  Box  1588 
Ann  Arbor,  Michigan  48106 
John  Duffendack 

Com-u-trol  Corp. 

6200  North  Hiawatha  Avenue 

Chicago,  Illinois  60646 

M.  S.  Adler 

William  H.  Wertz 


Cook  Electric  Company 

6201  Oakton  Street 

Morton  Grove,  Illinois  600  5  3 

Robert  B.  Leary 

Gerard  Meyer 

I^.  G,  Splitt 

Jeremiah  Courtney 
2120  L  Street,  N.  W. 
Washington,  D.C.  20037 

DASA  Corp. 

IS  Stevens  Street 

Andover,  Massachusetts  01810 

Frederic  Hildebrandt 

Robin  Moseley 

Richard  Reichter 

Dictaphone  Corporation 
120  Old  Post  Road 
Rye,  New  York  10  5  80 

Jerry  A.  Klein 

Robert  W.  Spencer 

Leslie  N.  Wilder 

Digital  Telephone  Systems,  Inc. 

85  Mitchell  Blvd. 

P.O.  4222 

San  Rafael,  Ca.  94903 

DittbernerAssociates ,  Inc. 
49  0  0  Auburn  Avenue 
Bethesda,  Maryland  20014 
Lawrence  Rojahn 

Dow,  Lohnes  £  Albertson 
1225  Connecticut  Avenue,  N.  W. 
Washington,  D.  C.  20036 
Charles  H.  Helein 

Electronic  Concepts  Laboratories 

Corporation 
70  Hilliard  Street 
Manchester,  Conn. 

Electronic  Industries 

Association 
2001  Eye  Street,  N.  W. 
Washington,  D.  C.  20006 

E.  F,  Eddy 

John  Sodolski 
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Elgin  Electronics,  Inc. 
Walnut  Street 
Waterford,  Pa.  16441 

Elliott  Business  Machines,  Inc. 
Audac  Products 
Randolph  Industrial  Park 
Randolph,  Massachusetts  02  36  8 
Jurgen  Kok 

Ericsson  Centrum,  Inc. 

16  East  40th  Street 

New  York,  New  York  10016 

John  Gerhard 

Sigge  Malmstrom 

Lars  Eric  Ostberg 

Ford  Industries,  Inc. 

5001  S.E.  Johnson  Creek  Blvd. 

Portland,  Oregon  97206 

Peter  J.  Grant 

Jim  Owen 

General   Corrmuni  cat  ions    Service, 

Inc . 
425  East  Seventh  Street 
Tucson,  Arizona  85705 

Clayton  E.  Niles 

General  Electric  Company 
2500  Cambridge  Road 
Schenectady,  New  York 

Patrick  G.  Grace 

Carolos  Santiago 

General  Electric  Company 
Information  Service  Bus. 

Division 
7735  Old  Georgetown  Road 
Bethesda,  Maryland  20014 

Brendan  A.  HcShane 

Global  Systems  Design  Corp. 
437  \-lo^  f   Avenue 

Chambersburg,  Pennsylvania  17201 
Ronald  Binks 

Richard  D.  Godown 
1133  15th  Street,  N.W. 
V.'ashington,  D.  C.  200  0  5 


Gray  Bar  Electric  Company,  Inc. 
875  Mahler  Road 
Bur'lingame,  Ca.  94010 

Gray  Bar  Electric  Company,  Inc. 
Room  70  7 

Pennsylvania  Building 
42  5  -  13th  Stteet,  N.  W. 
Washington,  D.  C.  20004 

W.  T.  Kennedy 

M.  W.  Ottley 

G.T.E.  Automatic  Electric 
North  Lake,  Illinois  60164 

E.  J.  Glenner 

T.  F.  Lys aught 

GTE  Lenkurt ,  Inc. 

110  5  County  Rd. 

San  Carlos,  Ca.  94070 

G-V  Controls 

Division  of  Sola  Basic  Industries 
101  Okner  Parkway 
Livingston,  New  Jersey  07039 
Stephen  Speltz 

Haley,  Bader  S  Potts 
1730  M  Street,  N.  W. 
Washington,  D.  C.  20036 

Michael  H.  Bader 

William  J.  Byrnes 

Kenneth  A.  Cox 

Hogan  S  Hartson 
815  Connecticut  Avenue,  N.  W. 
Washington,  D.  C.  20006 
Jay  E.  Ricks 

Howrey,  Simon,  Baker  £ 

Murchison 
1730  Pennsylvania  Avenue,  N.  W. 
Washington,  D.  C.  20006 

John  S.  Voorhees 

Independent  Data  Communications 
Manufacturers  Association 

1735  New  York  Avenue,  N.  W. 

Washington,  D.C.  20005 
Richard  Wagner 
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Institute  of  Electrical  and 

Electronic  Engineers 
31+5  East  i+7th  Street 
New  York,  New  York  10017 

International  Brotherhood  of 

Electrical  Workers 
Director  of  Broadcast  Activities 
1125  15th  Street,  N.  W. 
Washington,  D.  C.  20005 

Albert  Hardy 

International  Business  Machines 

Corporation 
Armonk,  New  York  10  50  4 

Burke  Marshall 

J.  E.  Merkel 

William  T.  Russell 

Fred  W.  Warden 

International  Municipal  Signal 

Association 
26  Kinsley  Avenue 
Providence,  Rhode  Island  0290  3 

Alfred  J.  Mello 

International  Telephone  and 

Telegraph  Corporation 
32  0  Park  Avenue 
New  York,  New  York  10022 

Peter  Bennett 

John  H.  McChord 

Robert  E.  McKee 

Robert  Y.  Sims 

Terrence  L.  Slater 

KAMECO  Electronics,  Inc. 
2  5  Broadway 
Room  411 

New  York,  New  York  1000  4 
Ludwig  K.  Walch 

Keller  and  Heckman 
1150  17th  Street,  N.  W. 
Suite  1000 
Washington,  D.  C.  20036 

Wayne  V.  Black 

William  H.  Borghesani,  Jr. 

Carole  C.  Harris 

Joseph  E.  Keller 

Charles  M.  Meehan 

Edwin  B.  Spievack 


Kirkland,  Ellis  £  Rowe 
1776  K  Street,  N.  W. 
Washington,  D.  C.  20006 

John  L.  Bartlett 

Charles  R.  Cutler 

Michael  Yourshaw 

Magnavox  Systems,  Inc. 
1700  Magnavox  Way 
Fort  Wayne,  Ind.  46804 
Donald  Moehlenkamp 

Melville  Shore  Corporation 
25  West  43rd  Street 
New  York,  New  York  100  36 
Gerhard  P.  Hutter 

McKenna,  Wilkinson  £  Kittner 
1150  17th  Street,  N.  W. 
Washington,  D.  C.  20036 

Joseph  M.  Kittner 

Edward  P.  Taptich 

3  M  Co. 

3M  Center  Street 

St.  Paul,  Minn.  55101 

Mitre  Corporation 

Bedford,  Massachusetts  01730 

Ken  Taylor 

Baldwin  Troutman 

Morgan  Electronics 

3870  Industrial  Avenue 

Rolling  Meadows,  Illinois  6000  8 

Robert  E.  Morgan 

Peter  F.  Theis 

National  Association  of  Manufacturers 
1776  F  Street,  N.  W. 
Washington,  D.  C.  20006 

Arthur  R.  Byrne 

Simon  Tucker 

National  Association  of 

Radiotelephone  Systems 
1730  Pennsylvania  Avenue,  N.  W. 
Washington,  D.  C.  20006 

Boyd  King 
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National  Communications  and 

Electronic  Corporation 
9  0  Taylor  Avenue 
Box  55 
Dedham,  Massachusetts  02026 

Donald  C.  Chayet 

Donald  W.  Horner 

National  Electrical 

Manufacturers  Association 
155  East  44th  Street 
New  York,  New  York  10017 

National  Retail  Merchants 

Association 
100  West  31st  Street 
New  York,  New  Ydrk  10001 

William  A.  Smith 

National  Telephone  Cooperative 

Association 
2100  M  Street,  N.  W. 
Washington,  D.  C.  20037 

The  National  Telephone  Supply 

Company 
5100  Superior  Avenue 
Cleveland,  Ohio  44103 

NEC  Telephones,  Inc. 
9  841  Airport  Boulevard 
Suite  924 

Los  Angeles,  California  90045 
Robert  Britton 

North  American  Philips  Corp. 

91  McKee  Dr. 

Box  C 

Mahwah,  N.  J.  0  74  30 

North  American  Telephone  Association 

1725  DeSales  Street,  N.  W. 

Suite  506 

Washington,  D.  C.  20036 

Thomas  F.  Carter 

James  F.  Holmes 

North  Electric 
P.O.  Box  6  88 
Gallon,  Ohio  44833 
R.  E.  Pickett 


Philips  B.  Patton 
2120  L  Street,  N.  W. 
Washington,  D.  C.  20037 

Phonetele,  Inc. 
15414  Cabrito  Road 
Van  Nuys,  Ca.  91405 

Plessey  Incorporated 

76  7  Fifth  Avenue 

New  York,  New  York  10022 

Leonard  W.  Jones 

Henry  Nold 

Private  Communications 

Association,  Inc. 
One  Stone  Place 
Box  515 
Bronxville,  New  York  10  70  8 

James  M.  McGarry 

C.  N.  Sumwalt,  Jr. 

RCA  Service  Company 
Telecommunications  Systems 
1901  North  Moore  Street 
Arlington,  Virginia  22209 
L.  F.  Goeller 

Record-0-Fone 
1717  Paterson  Plank  Road 
North  Bergen,  New  Jersey  07047 
Samuel  R.  Buxbaum 

Service  Bureau  Corp. 
1350  Avenue  of  the  Americas 
New  York,  New  York  10  0  79 
P.  C.  Onstad 

Standard  Oil  Company  (Indiana) 
910  S.  Michigan  Avenue 
Chicago,  Illinois  60605 
T.  Mclntyre 

Steptoe  6  Johnson 
1250  Connecticut  Avenue,  N.  W. 
Washington,  D.  C.  20036 
Herbert  E  Forrest 

Stromberg-Carlson  Corp. 
100  Carlson  Road 
Rochester,  N.  Y.  14603 

M.  A.  Clement 

J.  C.  Perkins 
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Sullivan,  Beauregard, 

Meyers  and  Clarkson 
1200  18th  Street,  N.  W. 
Washington,  D.  C.  20036 

Donald  J.  Elardo 

T.A.D.  Avanti 
15727  Texaco 

Paramount,  California  1+0  72  3 
F.  A.  Foresta 

TAS,  Inc. 
2  5  Broadway 

New  York,  New  York  10004 
James  G.  Murray 

Telcom  Engineering,  Inc. 
Box  249 

Chesterfield,  Missouri  63017 
Lee  M.  Hartwell,  Jr. 

Teleconununications  Industries, 

Inc. 
13  7  5  Akron 
Copiague,  N.  Y.  11726 

Telephonic  Equipment  Corp. 
172  81  Eastman  Street 
Irvine,  California  92705 

Tele/Resources,  Inc. 

One  North  Broadway 

White  Plains,  New  York  10601 

William  A.  Jacobson 

Charles  S.  Pedler 

Tel-Tone  Corp. 
10801-120th  Avenue,  N.  E. 
Kirkland,  Wash.  98033 

Times  Mirror  Press 
1115  S.  Boyle  Avenue 
Los  Angeles,  Ca.  90023 

Transamerica  Corp. 
P.O.  Box  3899 

Los  Angeles,  California  90054 
Tom  Neal 

21st  Century  Communications  Ltd. 
2575  Chantilly  Drive 
Atlanta,  Georgia  30324 

Arnold  Dorfman 

Lloyd  Smith 

Robert  E.  Webb 


Tymshare,  Inc. 
10261  Bubb  Road 
Cupertino,  Ca.  95014 
Max  P.  Beere 

Union  Camp  Corporation 
1600  Valley  Road 
Waney,  North  Dakota  0  7470 
Ronald  Scharback 

United  Business  Communications,  Inc. 

6  40  5  Metcalf  Avenue 

Shawnee  Mission,  Kansas  66202 

Robert  B.  Liepold 

Robert  P.  Weed 

United  Computing  Systems,  Inc. 
21515  Hawthorne  Boulevard 
Torrance,  Ca.  90  50  3 
R.  E.  McBride 

United  States  Independent 

Telephone  Association 
1801  K  Street,  N.  W. 
Washington,  D.  C.  20036 

E.  A.  McKee 

Clyde  W.  Satters 

Thomas  Warner 

University  Computing  Company 
P.O.  Box  6  22  8 
Dallas ,  Texas  75222 
Paul  M.  Foley 

USE  Corporation 

715  Silver  Spur  Road,  Suite  210 

Palos  Verdes  Peninsula,  Ca. 

Utilities  Telecommunications  Council 

1150  17th  Street,  N.  W. 

Suite  1000 

Washington,  D.  C.  20036 

John  Albus 

Y.  J.  Fujimura 

Wescom 

P.O.  Box  45  8 

Downers'  Grove,  Illinois 

Michael  J.  Birck 

Westinghouse  Security  Systems,  Inc. 
200  Beta  Drive 

Pittsburgh,  Pennsylvania  15238 
Bryan  McNeil 
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Westinghouse  Tele-Computer 

Systems  Corporation 
20  40  Ardmore  Boulevard 
Pittsburgh,  Pennsylvania  15221 

Shaun  Delaney 

W.  C.  Hunkele 

Wilkinson,  Cragun  &  Barker 
1735  New  York  Avenue,  N.  W. 
Washington,  D.  C.  20006 

Stephen  R.  Bell 

Leon  T   Knauer 

Herbert  E.  Marks 

Wilmer,  Cutler  S  Pickering 
1666  K  Street,  N.  W. 
Washington,  D.  C.  20006 

David  R.  Anderson 

William  T.  Lake 

J.  Roger  Wollenberg 


Xerox  Corporation 
Communications  Products 
1350  Jefferson  Road 
Rochester,  New  York  14623 
Jack  L.  Demps'ey 

Xerox  Corporation 
Xerox  Square  10  5 
Rochester,  New  York  14R44 
John  L.  Wheeler 

Consulting  Communications 

Engineers,  Inc. 
84  5  Mount  Moro  Road 
Villanova,  Pennsylvania   19085 

C.  Raymond  Kraus 

Frank  K.  Griesinger  and  Asso- 
ciates, Inc. 

838  National  City  Bank  Building 

Cleveland,  Ohio   44114 
Frank  K.  Griesinger 


Harry  Newton 

Suite  lie 

3  Sheridan  Square 

New  York,  New  York   10014 


39-387  O  -  74  -  pt.6 
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DERIVATION  OF  THE  INTERCONNECTION  ESTIMATES 
The  Committee's  major  objective  in  making  its  own  estimate  of 
the  probable  impact  of  interconnection  was  to  make  an  analysis  and 
produce  results  which  are  readily  understandable  and  can  be  related 
by  the  reader  to  the  world  around.   While  such  an  approach  avoids 
the  technical  jargon  and  esoterica  which  characterize  economic 
analyses,  it  necessarily  requires  some  simplification  of  complex 
interrelationships  which  the  sophisticated  observer  might  find 
objectionable.   Nevertheless,  in  making  this  analysis  the  Committee 
has  diligently  attempted  to  be  both  realistic  (in  the  sense  of 
making  a  reasonably  accurate  prediction  of  future,  uncertain  events) 
and  conservative,  so  that  the  results  will  have  some  meaning  to 
the  ordinary  reader.   Obviously,  it  is  not  a  simple  task,  and  the 
reader  can  judge  the  results  for  himself. 

In  studying  the  impact  of  interconnection,  the  Committee 
limited  itself  to  analyzing  only  two  specific  portions  of  this 
market--PBX  and  key  systems.   This  limitation  was  imposed  not 
only  because  it  simplified  the  projection,  but  also  because 
these  two  items  comprise  by  far  the  most  substantial  portion  of 
the  vertical  services  provided  by  the  telephone  companies  and, 
in  turn,  are  the  subject  of  the  most  intense  activity  on  the 
part  of  the  interconnect  industry. 

As  stated  in  the  body  of  the  report,  the  Committee  framed 
its  analysis  by  assuming  what  it  deemed  to  be  the  two  extremes 
of  possible  competitive  responses  by  the  telephone  industry. 
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so  that  a  range  of  impacts  could  be  projected,  with  the  actual 
result  falling  somewhere  in  between  the  two.  The  two  extreme 
responses  are : 

(1)  Price  levels  are  maintained  at  their  current  level, 
and  repriced  upward  as  necessary,  as  though  the  interconnect 
industry  did  not  exist.   In  this  situation,  competition  would 
primarily  be  on  a  service  rather  than  price  basis,  and  the 
natural  growth  of  the  vertical  services  market,  compared  to 
the  relatively  low  base  of  the  interconnect  industry  at  the 
present  time,  would  tend  to  retard  overall  penetration  of  market 
levels  in  the  immediate  future. 

(2)  The  telephone  companies  gradually  reduced  their  vertical 
service  equipment  prices  over  a  five  year  period  to  achieve  average 
contribution  levels  of  15-20  percent  of  revenue  with  the  result  that 
the  currently  existing  telco/interconnec t  market  shares  would  be 
maintained.   In  the  case  of  the  Bell  System,  the  price  reduction 
would  amount  to  about  10  percent  on  PBX's  and  15  percent  on  key 
systems,  and  the  resulting  contribution  levels  would  be  15  percent. 
In  the  case  of  the  independents,  the  estimates  were  derived 

from  the  cost/revenue  breakdown  provided  by  the  United  System, 
and  the  price  reductions  assumed  were  that  large  PBX's  were 
lowered  over  a  five  year  period  to  achieve  a  contribution  of 
15  percent  of  revenue,  and  20  percent  of  revenue  for  small  PBX's 
and  key  systems.   This  amounted  to  a  31  percent  price  reduction 
for  key  systems  over  a  five  year  period,  diminishing  to  28  per- 
cent after  ten  years  because  of  relative  changes  in  the  expense 
levels.   In  the  case  of  small  PBX's,  the  price  reduction  amounted 
to  25  percent  over  a  five  year  period  diminishing  to  19  percent 
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after  ten  years,  and  for  large  PBX's  the  price  reduction  was  assumed  to 
be  9  percent  over  a  five  year  period,  diminishing  to  3  percent 
after  ten  years .  1  / 

The  next  step  was  to  determine  the  level  which  PBX  and  key 
system  interconnection  had  achieved  in  the  Bell  System  at  1973 
levels.   Since  no  information  was  provided  by  the  interconnect 
industry  to  the  Committee,  estimates  had  to  be  made  based  upon 
telephone  company  data.   The  only  direct  evidence  on  this  point 
provided  by  the  Bell  System  was  by  Pacific  Northwest  Bell,  and 
therefore  the  relationships  demonstrated  by  its  data  were  applied 
to  the  Bell  System  as  a  whole.   Such  an  approach  is  believed  to 
understate  the  actual  interconnect  penetration,  if  anything, 
because  of  the  nature  of  PNB's  franchise  territory  compared  to 
the  entire  Bell  System. 


1  /   No  attempt  was  made  to  evaluate  whether  such  price  reductions, 
either  for  the  independents  or  for  the  Bell  System,  would 
constitute  "predatory"  pricing  such  that  antitrust  issues 
would  be  raised,  or  whether  such  pricing  responses  would 
meet  a  standard  of  full-cost  allocation.   They  are  simply 
the  minimum  price  reductions  deemed  necessary  to  prevent 
further  erosion  of  market  shares.   For  example,  the  witness 
for  Central  Telephone  testified  that  even  using  a  discounted 
cash  flow  analysis,  some  of  its  subscribers  could  save  at 
least  20  percent  over  a  ten  year  period  by  going  interconnect. 
In  addition,  in  a  recent  full-page  advertisement  by  the 
North  American  Telephone  Association  in  the  Washington 
Post,  Sunday,  October  14,  1973,  the  Association  asserted 
that  "97  percent  of  the  business  customers  who  switched  to 
interconnection  were  motivated  by  cost  savings",  and 
further  that  "using  a  popular  method  of  analysis,  one 
comparative  study  computes  annual  savings  [to  business  sub- 
scribers] on  a  range  of  non-Bell  equipment  at  approximately 
19°6."   Thus,  the  price  reductions  assumed  here  are  believed 
to  reasonably  estimate  what  would  be  required  to  prevent 
further  erosion  of  telco  market  shares. 
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PNB's  data  showed  cumulative  annual  revenue  losses  from  PBX 
systems  of  $796,611  by  1973,  which  is  5  percent  of  PNB's  1973 
annual  PBX  revenues  of  $15,263,000.   Cumulative  annual  key  system 
revenue  losses  by  1973  totaled  $437,393,  which  is  1  percent  of 
PNB's  annual  1973  key  system  revenues  of  $39,341,000. 

These  revenue  relationships,  in  turn,  were  used  to  estimate 
interconnect  penetration  levels  throughout  the  Bell  System,  and 
resulted  in  a  cumulative  annual  PBX  revenue  loss  for  the  Bell 
System  by  1973  of  $53  million,  compared  to  a  cumulative  annual 
key  system  revenue  loss  of  $11  million. 

However,  some  method  had  to  be  utilized  to  project  the  growth 
of  interconnected  units  and  to  compare  it  to  a  "baseline"   market 
projection  in  order  to  determine  relative  market  shares.   This 
was  done  in  the  following  manner: 

First,  the  total  1973  PBX  and  key  system  markets  were  esti- 
mated on  a  revenue  basis  by  adding  the  PBX  revenue  loss  of 
$53  million  to  the  Bell  System  PBX  revenue  of  $1065  million  to 
yield  a  total  market  of  $1118  million,  and  the  $11  million  key 
system  revenue  loss  was  added  to  the  Bell  System  KTS  revenues  of 
$1136  million  to  yield  a  total  KTS  market  of  $1147  million.   At 
the  aggregate  Bell  System  average  1973  annual  revenue  for  PBX 
and  key  systems,  the  cumulative  revenue  losses  translate  into 
8,000  interconnected  PBX  systems  and  16,000  interconnected  key 
systems  in  service  throughout  the  Bell  System  in  1973.  2  / 


2/   The  data  submitted  by  the  telephone  companies  indicate  that, 
—   particularly  in  the  case  of  key  systems,  the  interconnected 
units  tend  to  be  larger  than  average.   However,  for  purposes 
of  this  projection,  measurements  were  made  as  though  the 
interconnected  units,  on  the  average,  are  the  same  as  telco 
uni  ts  . 
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Data  provided  by  the  Bell  System  showed  that  its  total  annual 
PBX  revenues  for  the  ten  year  period  1964  through  1973  grew  at 
the  compound  average  annual  rate  of  10.0  percent,  with  a  maximum 
annual  growth  rate  during  that  period  of  13.0  percent  and  a 
minimum  rate  of  4.9  percent.   Since  the  interconnect  level  during 
this  period  of  time  was  minimal  or  non-existent,  these  growth  rates 
were  used  in  projecting  the  minimum  and  maximum  baseline  PBX 
markets  during  the  forecast  period.   This  was  done  by  projecting 
the  total  PBX  market  in  1973  ($1118  million),  as  derived  above, 
at  the  compound  average  growth  rate  of  10.0  percent  for  the 
years  1974  through  1984  and  projecting  the  average  result  reached 
for  each  of  those  years  at  the  alternative  rates  of  4.9  and  13.0 
percent  to  determine  the  minimum  and  maximum  estimated  revenue 
level, respectively ,  for  the  following  year.   The  same  procedure 
was  used  in  the  case  of  key  systems,  which  had  a  compound  average 
annual  growth  rate  of  10.6  percent  during  the  ten  year  period 
of  1964  through  1973,  a  maximum  annual  growth  during  that  period 
of  14.0  percent  and  a  minimum  annual  growth  of  6.3  percent. 

The  results  of  these  projections  are  shown  below  in  Table 
C-1. 

Under  the  first  assumption  posited  by  the  Committee  for  its 
analysis,  namely,  that  PBX  and  key  system  prices  are  not  lowered  to 
meet  competition,  the  minimum  interconnect  penetration  would 
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TABLE  C-1 


PROJECTED  MINIMUM  AND  MAXIMUM  BELL 
SYSTEM  BASELINE  PXB  AND  KTS  MARKETS 

S  Million  PBX  KTS 


Minimum  Maximum  Minimum  Maximum 

Baseline  Baseline  Baseline  Baseline 

Year  Market  Market  Market  Market 

1974  1173  1263  1219  1308 

1975  1290  1390  1349  1446 

1976  1419  1529  1491  1599 

1977  1561  1682  1650  1769 

1978  1717  1850  1824  1957 

1979  1889  2035  2018  2164 

1980  2078  2238  2232  2395 

1981  -2285  2462  2468  2647 
I')82  2514  2708  2730  292R 
1983  2765  2979  3019  5238 
19S4  '     3042  3277  3339  5581 


occur  under  maximum  baseline  market  growth  conditions,  com- 
l.irud  uith  the  minimum  level  of  interconnect  internal  growth. 
Ilaring  made  the  maximum  baseline   market  projection  above,  it  u.i: 
then  necessary  to  project  interconnect  grouth,  i.e.,  annual  teUo 
revenue  losses  due  to  interconnection.   This,  in  turn,  is  a  product 
of  two  elements--the  number  of  interconnected  units  m  service  and 
the  average  annual  revenue  per  unit.   Since  interconnected  units 
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are  normally  sold  to  the  subscriber,  the  level  of  interconnection 
was  estimated  by  projecting  total  estimated  units  in  service 
during  the  forecast  period  and  multiplying  these  units  by  the 
projected  average  revenue  per  unit  that  would  have  been  earned 
had  the  telephone  company  provided  the  equipment.   Again,  the 
minimum  level  of  interconnect  growth  occurs  when  the  minimum 
projected  units  in  service  is  multiplied  by  the  minimum  pro- 
jected average  revenue  per  unit.   Subtracting  these  totals  from 
the  projected  maximum  base  line  PBX  and  KTS  markets,  in  turn, 
yields  the  Bell  System  projected  PBX  and  KTS  revenues  used  to 
derive  the  Committee's  estimate  of  subsidy  loss  due  to  inter- 
connec  tion . 

Estimating  the  projected  growth  of  interconnected  units  in 
service,  of  course,  necessarily  is  a  matter  of  judgment,  since 
by  definition  it  is  the  prediction  of  an  unknown  future  event. 
However,  PBX  and  KTS  revenues  have  historically  grown  at  a  fairly  high 
rate  for  the  Bell  System,  and  in  view  of  the  much  lower  base  of 
the  interconnect  industry,  it  is  reasonable  to  predict  that  its 
compound  average  annual  growth  rate  will  be  substantially  higher 
than  Bell's  historical  growth  rate.   In  addition,  the  limited 
experience  of  the  telephone  companies  submitting  information  to 
the  Committee  shows  extremely  high  growth  rates  for  interconnected 
units.   For  example,  Continental's  experience  showed  growth  rates 
of  35  percent  to  57  percent  annually,  Central  Telephone's  infor- 
mation showed  growth  rates  ranging  from  75  to  500  percent  for 
PBX  and  key  systems,  and  Pacific  Northwest  Bell's  information 
showed  growth  rates  of  24  to  300  percent  increases  for  inter- 
connected PBX  and  key  systems  in  service.   In  addition,  although 
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General  did  not  submit  specific  data,  it  submitted  graphs  depicting 
the  number  of  PBX  and  key  systems  lost  since  1970  as  increasing  very 
sharply. 

Clearly,  the  low  level  of  interconnect  activity  accounts  for 
the  inordinately  high  growth  rates  shown  by  the  historical  data, 
and  these  rates  in  turn  can  be  expected  to  taper  off  substantially 
during  the  forecast  period.   However,  once  sold,  the  interconnected 
unit  may  be  generally  expected  to  remain  in  service  throughout 
the  forecast  period,  so  that  the  interconnect  industry  should  not 
he  faced  with  a  significant  amount  of  resale  to  existing  customers 
during  that  time.   Furthermore,  existing  price  levels  of  the  tele- 
phone companies  include  a  substantial  maintenance  cost  factor,  in 
addition  to  an  artifically  high  contribution  to  overhead  and  common 
costs,  particularly  in  the  case  of  key  systems,  which  make  out- 
right purchase  of  equipment  deceptively  appealing  to  many  customers 
in  comparison  to  monthly  rental  charges  paid  to  the  telephone  com- 
pany.  Thus,  the  level  of  interconnection  is  expected  to  continue 
to  grow  at  a  high  rate  during  the  forecast  period. 

After  balancing  of  the  foregoing  factors,  a  20  percent  minimun 
aiLragc  compound  annual  growth  rate  was  used  to  project  interconnected 
PBX  units  in  service,  and  a  35  percent  minimum  annual  compound  average 
i^routh  rate  was  used  to  project  interconnected  key  systems  in  service. 
In  lioth  cases,  the  average  growth  rates  were  skewed  to  show  higher 
rates  in  the  near  term  and  substantially  lower  rates  towards  the 
rnd  of  the  forecast  period.   The  projected  minimum  interconnected 
PBX  .md  key  svstcms  in  service  during  the  forecast  period  are  set 
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forth  below  in  Table  C-2 . 

The  growth  in  Bell's  average  annual  PBX  and  KTS  revenue  per 
unit  was  then  computed  by  dividing  total  revenues  by  total  units 
for  the  years  1963  through  1973,  from  which  the  compound  annual 
growth  rates  were  computed.   These  data  show  that  Bell's  average 
annual  revenue  per  PBX  system  increased  by  a  compound  average 
annual  rate  of  10.8  percent  from  1964  through  1973,  with  a  minimum 
growth  rate  of  6.8  percent  occurring  during  that  time.   Key  systems 
showed  a  compound  average  annual  growth  rate  of  8 . 8  percent  during 
that  same  time  period,  with  a  minimum  growth  rate  of  1.9  percent 
occurring.   Projections  of  Bell's  minimum  average  annual  revenue 
per  PBX  and  key  system  were  then  made  using  the  same  procedure 
as  described  above  for  the  baseline   market  projection.   By 
multiplying  the  minimum  projected  interconnected  units  in  service 
times  the  minimum  projected  average  annual  revenue  per  system, 
it  was  possible  to  estimate  minimum  projected  interconnect  market 
levels,  i.e.,  Bell  revenue  losses,  during  the  forecast  period, as 
shown  below  in  Table  C-2. 
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DERIVATION  OF  PROJECTED  MINIMUM  PBX  AND 
KTS  INTERCONNECT  (I/C)  LEVELS 

PBX  KTS 


I/C    PBX's 

Min.    Ave. 

Min.  PBX 

1/C    KTS 

Ntin.  Ave. 

MijT.    KTS 

in   Service 

Rev./Unit 

I/C    Level 

in  Sendee 

Rev.Alnit 

I/C 

Level 

Year 

(000) 
11 

C$) 

($  Million) 
82 

(000) 

($) 
703 

(1 

Million; 

1974 

7434 

24 

17 

1975 

14 

8237 

115 

38 

750 

29 

1976 

17 

9127 

156 

57 

799 

46 

1977 

21 

10113 

212 

81 

852 

69 

1978 

26 

11205 

291 

109 

908 

99 

1979 

30 

12415 

372 

142 

968 

13-^ 

1980 

35 

13756 

481 

180 

1032 

186 

1981 

41 

15241 

625 

225 

1100 

248 

1982 

47 

16887 

793 

277 

1172 

525 

198  3 

54 

18711 

1010 

338 

1250 

423 

1984 

61 

20732 

1265 

409 

1332 

545 

In  addition,  by  subtracting  the  minimum  annual  interconnect 
market  levels,  i.e..  Bell  revenue  losses,  from  the  maximum  pro- 
jected baseline  markets  shown  in  Table  C-1,  the  relative  Bell/ 
interconnect  market  shares  at  the  minimum  level  of  interconnect 
penetration  can  be  estimated,  as  shown  below  in  Tables  C-3  and 

c:-4. 
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TABLE  C-3 

PROJECTED  BELL/ INTERCONNECT  PBX  MARKET 
SHARES  AT  MINIMUM  INTERCONNECT  PENETRATION 


, 

Maximum 
Baseline 

Interconnect 

Bell 

Sy: 

stem 

Minimum 

Market 

Maximum 

Mi 

arket 

PBX  Market 

PBX  Rev.* 

Share 

PBX  Rev. 

Share 

Year 

[$  Million) 
1263 

it 

Million) 
82 

m 

($  Million) 
1181 

i 

I) 

1974 

6 

94 

1975 

1390 

115 

8 

1275 

92 

1976 

1529 

156 

10 

1373 

90 

1977 

1682 

212 

13 

1470 

87 

1978 

1850 

291 

16 

1559 

84 

1979 

2035 

372 

18 

1663 

82 

1980 

2238 

481 

21 

1757 

79 

1981 

2462 

625 

25 

1838 

75 

1982 

2708 

793 

29 

1915 

71 

1983 

2979 

1010 

34 

1969 

66 

1984 

3277 

1265 

39 

2012 

61 

TABLE  C-4 

PROJECTED  BELL/ INTERCONNECT  KTS  NLARKET 
SHARES  AT  MINIMUM  INTERCONNECT  PENETR.'^TION 


Maximum 
Baseline 

Interconnect 

Be 

11 

Sy: 

stem 

Minimum 

Market 

Maximum 

Market 

KTS  Market 

KTS 

Rev .  * 

Sh 

lare 

KTS  Rev 

Share 

Year 

f$  Million) 
1308 

($ 

Million) 
17 

n 

0 

1 

($  Mill 
1291 

ion 

Ll 

(%) 

1974 

99 

1975 

1446 

29 

2 

1417 

98 

1976 

1599 

46 

3 

1553 

97 

1977 

1769 

69 

4 

1700 

96 

1978 

1957 

99 

5 

1858 

95 

1979 

2164 

137 

6 

2027 

94 

1980 

2393 

186 

8 

2207 

92 

1981 

2647 

248 

9 

2399 

91 

1982 

2928 

325 

11 

2603 

89 

1983 

3238 

423 

13 

2815 

87 

1984 

3581 

545 

15 

3036 

85 

*  Denotes  minimum  revenue  loss  to  Bell  as  measured  by  its  tariffs 
and  not  revenues  actually  received  by  interconnect  industry. 
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Moreover,  since  the  market  levels  to  be  achieved  by  the  inter- 
connect industry  have  been  estimated  in  the  equivalent  of  revenue 
losses  to  the  Bell  System,  the  amount  of  exchange  service  subsidy 
lost  as  a.  result  of  interconnection  can  be  projected  by  measuring 
the  amount  of  such  revenues,  at  1973  levels,  which  would  have  been 
contribution  to  overhead  and  common  costs,  and  which  would  have 
been  credited  to  the  exchange  through  the  process  of  jurisdictional 
separations .  5/ 

Data  submitted  by  Pacific  Northwest  Bell  demonstrated  these 
relationships  to  be  45  percent  in  the  case  of  PBX's  and  42  percent 
in  the  case  of  key  systems.   Therefore,  by  applying  these  per- 
centages to  the  projected  revenue  losses  for  the  entire  Bell  System, 
projected  minimum  subsidy  losses  (i.e.,  the  amount  of  costs  which 
must  be  shifted  to  non -  interconnected  subscribers]  can  be  derived 
for  the  forecast  period,  as  shown  below  in  Table  C-5. 

The  projected  subsidy  losses  for  the  independent  industry 
were  based  upon  projected  units  in  service,  revenues  and  expenses 
provided  by  the  United  Telephone  System  for  key  systems,  small 
PBX's  and  large  PBX's  for  the  years  19"8,  1983   and  1988,  including 
actual  data  for  1973.   United's  projection  was  based  upon  the 
assumption  that  interconnection  remained  at  a  minor  level,  and 
it  shows  the  comparative  effects  on  contribution  levels  if 
interconnection  were  to  achieve  a  10  percent  and  30  percent 
penetration. 


_/   For  an  explanation  of  why  these  portions  of  the  revenue 
losses  constitute  a  "subsidy"  of  exchange  service,  see 
the  report,  pp.   36-40  >  supra. 
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TABLE  C-5 

MINIMUM  PROJECTED  BELL  SYSTEM  EXCHANGE 
SERVICE  SUBSIDY  LOSSES  DUE  TO  INTERCONNECTION 


S  Million 

PBX 

KTS 

Total  Min. 

Minimum 

Minimum 

M 

inimum 

Minimum 

Bell  System 

Revenue 

Subsidy 

R 

evenue 

Subsidy 

Subsidy 

Year 

Loss 

Loss 

L 

OSS 

Loss 

Loss 

1974 

82 

37 

17 

7 

44 

1975 

115 

52 

29 

12 

64 

1976 

156 

70 

46 

20 

90 

1977 

212 

95 

69 

29 

124 

1978 

291 

131 

99 

42 

173 

1979 

372 

168 

137 

58 

226 

1980 

481 

216 

186 

78 

294 

1981 

625 

281 

248 

104 

385 

1982 

793 

357 

325 

137 

494 

1985 

1010 

455 

423 

178 

633 

1984 

1265 

570 

545 

229 

799 

In  view  of  the  assumptions  made  in  United's  projection,  its 
projected  revenues  and  expenses  were  used  as  the  baseline  market 
for  purposes  of  this  analysis.   However,  its  breakdown  treated 
only  contribution  levels  and  did  not  include  the  effects  of  toll 
settlements.   Therefore,  these  items  were  included  herein  by 
applying  the  average  factors  computed  by  General  Telephone  from 
its  own  records,  viz.,  17  percent  of  annual  costs  for  interstate 
toll  and  21  percent  of  annual  costs  for  intrastate  toll,  and 
total  baseline  subsidy  levels  for  1973,  1978  and  1983  could  be 
projected  as  shown  on  Table  C-6. 
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TABLE  C-6 


PROJECTED  UNITED  SYSTEM 
BASELINE  SUBSIDY  LEVELS 


S  Thousand 
1973 

Overhead 
5  Common 
Contribution 

Interstate 

Toll 

Allocation 

Intrastate 

Toll 

Allocation 

Total 

Subsidy 

Level 

KTS 

Sm.  PBX 
Lg.  PBX 
Total 

8900 

6067 

3935 

18902 

1544 
1433 
1948 
4925 

1907 
1770 
2406 
6083 

12351 
9270 
8289 

29910 

1978 

KTS 

Sm.  PBX 
lg.    PBX 
Total 

15058 
9418 
5227 

29683 

2484 
1919 
2845 
7248 

3069 
2371 
3514 
8954 

20591 
137  08 
11586 
45885 

198.^ 

KTS 

Sm.  PBX 
Lg.    PBX 

19505 

10221 

5307 

3519 
2696 
4123 

4347 
3330 
5093 

27369 
16247 
14523 

Total 


35031 


10338 


12770 


In  addition,  b\-  consolidating  the  revenue  and  expense  data 
for  small  and  large  PBX's  and  applying  the  minimum  Bell  System 
interconnect  market  penetration  levels  developed  in  Tables  C-3 
and  C-4,  projected  subsidy  levels  at  minimum  interconnect  pene- 
tration were  derived  for  the  years  1978  and  1983,  as  shown  in 
Table  C-7. 

Finally,  annual  subsidy  losses  were  estimated  by  projecting 
a  constant  absolute  increase  in  baseline  subsidy  levels  and  in 
subsidy  levels  at  minimum  interconnect  penetration  for  the  years 
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TABLE  C-7 


PROJECTED  UNITED  SYSTEM  SUBSIDY 
LEVELS  AT  MINIMUM  INTERCONNECT  PENETRATION 


$  Thousand 

Overhead 

Interstate 

Intrastate 

Total 

Market 

§  Common 

Toll 

Toll 

Subs  idy 

1978 

Share  (1) 

Contribution 

Allocat 

ion 

Al loca  tion 

Level 

KTS 

95 

14271 

2358 

2912 

19541 

PBX 

84 

12346 

4016 

4961 

21323 

Total 

26617 

6374 

7873 

40864 

19  8  3 

KTS 

87 

16948 

3058 

3777 

23783 

PBX 

66 

10264 

4507 

5568 

20339 

Total 

27712 

7565 

9345 

44122 

1973-1978  and  for  the  years  1978-1984,  with  the  subsidy  loss  cal- 
culated as  the  difference  between  the  two.   In  addition,  since 
United  Jias  approximately  two  percent  of  the  total  telephones  in 
service,  compared  to  17  percent  for  the  independents  as  a  whole, 
the  projected  subsidy  loss  for  the  independent  industry  was 
calculated  by  multiplying  the  results  for  United  by  eight.   These 
projections  are  shown  in  Table  C-8,  which,  when  combined  with 
Table  C-5,  produce  the  data  found  under  the  appropriate  headings 
in  Table  5  of  the  report. 

Having  derived  the  basic  projections  set  forth  above,  the 
projection  of  subsidy  losses  when  prices  are  lowered  to  retain 
market  shares  becomes  much  simpler.   In  the  case  of  the  Bell 
System,  the  minimum  subsidy  loss  occurs  under  conditions  of 
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TABLE  C-8 


PROJECTED  MINIMUM  INDEPENDENT  INDUSTRY 
SUBSIDY  LOSSES  DUE  TO  INTERCONNECTION 


S  Million 

United 

United 

Minimum 

Minimum 

Baseline 

Subsidy 

United 

Indep.  I  nd  . 

Subsidy 

at  Minimum 

Subsidy 

Subsidy 

Year 

Level 

I/C  Level 

Loss 

Loss 

1974 

35.105 

32.101 

1.004 

8 

1975 

36.300 

34.292 

2.008 

16 

1976 

39.495 

36.482 

3.013 

24 

1977 

42.690 

38.673 

4.017 

32 

1978 

45.885 

40.864 

5.021 

40 

1979 

48.336 

41.516 

6.820 

55 

1980 

50.787 

42.167 

8.620 

69 

1981 

53.237 

42.819 

10.418 

83 

1982 

55.688 

43.470 

12.218 

98 

1983 

58.139 

44.122 

14.017 

112 

1984 

60.590 

44.774 

15.816 

127 

minimum  baseline  market  growth.   (See  Table  C-1).   Thus,  the  sub- 
sidy loss  is  computed  by  projecting  the  baseline  subsidy  levels, 
i.e.,  4^  percent  of  revenue  for  PBX's  and  42  percent  for  key  sys- 
tems, at  the  minimum  baseline  market  growth  and  subtracting  from 
the  baseline  subsidy  the  subsidy  level  that  results  when  prices 
are  lowered  in  the  manner  described  above. 

Since  the  price  reductions  are  forecast  to  occur  over  a  five- 
year  period,  the  subsidy  loss  at  the  maximum  price  reduction  is 
computed  for  the  years  1978-1984.   For  the  years  1974-1978,  subsidy 
levels  were  projected  to  increase  in  constant  absolute  increments, 
which  were  then  subtracted  from  the  baseline  subsidy  levels  to 
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determine  losses.   To  retain  current  market  shares,  the  Bell  System 
is  projected  to  retain  95  percent  o£  the  baseline  PBX  market  and 
99  percent  of  the  baseline  KTS  market.   The  results  are  shown 
below  in  Tables  C-9  and  C-10. 


TABLE  C-9 

PROJECTED  MINIMUM  BELL  SYSTEM  EXCHANGE  SERVICE 
SUBSIDY  LOSSES  DUE  TO  COMPETITIVE  PBX  PRICE  REDUCTIONS 


$  Million 

Baseline 

Baseline 

Bell  System 

Bell  System 

Minimum 

PBX 

Subsidy 

PBX 

Subsidy 

PBX 

Year 

Market 

Level 

Revenue 

Level 

Sub 

isidy  Loss 

1974 

1173 

528 

1114 

499 

29 

1975 

1290 

581 

1226 

517 

64 

1976 

1419 

639 

1348 

535 

104 

1977 

1561 

702 

1485 

553 

149 

1978 

1717 

773 

1631 

571 

202 

1979 

1889 

850 

1795 

628 

222 

1980 

2078 

935 

1974 

691 

244 

1981 

2285 

1028 

2171 

760 

268 

1982 

2514 

1131 

2388 

836 

295 

1983 

2765 

1244 

2627 

919 

325 

1984 

3042 

1369 

2890 

1012 

357 

4597 
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TABLE  C-10 

PROJECTED  MINIMUM  BELL  SYSTEM  EXCHANGE  SERVICE 
SUBSIDY  LOSSES  DUE  TO  COMPETITIVE  KTS  PRICE  REDUCTIONS 


S  Million 

Baseline 

Baseline 

Bell  System 

Bell  System 

Minimum 

KTS 

Subsidy 

KTS 

Subsidy 

KTS 

Year 

Market 

Level 

Revenue 

Level 

Subsidy  Loss 

1974 

1219 

512 

1207 

480 

32 

1975 

1549 

567 

1336 

482 

85 

1976 

1491 

626 

1476 

484 

142 

1977 

1650 

693 

1634 

486 

207 

1978 

1824 

766 

1806 

488 

278 

1979 

2018 

848 

1998 

539 

309 

1980 

2232 

937 

2210 

597 

340 

1981 

2468 

1037 

2443 

660 

377 

1982 

2730 

1147 

2703 

730 

417 

1983 

3019 

1268 

2989 

807 

461 

1984 

3339 

1402 

5306 

893 

509 

Subsidy  losses  for  United  and  the  independent  industry  in 
the  situation  of  competitive  PBX  and  KTS  price  reductions  were 
also  projected  by  computing  subsidy  levels  for  the  years  1978 
and  1983  on  the  basis  of  the  price  reduction  assumptions  set 
forth  above  and  projecting  constant  absolute  subsidy  level  in- 
creases for  the  years  1975-1978  and  1978-1984.   When  subtracted 
from  the  previously  derived  baseline  subsidy  levels  and  multiplied 
by  eight,  the  result  is  the  minimum  projected  subsidy  losses  for 
the  independent  industry.   In  turn,  when  these  data  are  combined 
with  the  data  in  Tables  C-9  and  C-10,  the  data  used  for  this  por- 
tion of  Table  5  in  the  report  are  derived. 
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These  computations  are  shown  below  in  Tables  C-11  anti  C-12. 

TABLE  C-11 

PROJECTED  UNITED  SYSTEM  SUBSIDY 
LEVELS  WITH  COMPETITIVE  PRICE  REDUCTIONS 


$  Thousand 
1978 

1  Price 
Reduction 

Overhead 
I,    Common 
Contribution 

Interstate 

Toll 

Allocation 

Intrastate 

Toll 

Allocation 

Total 
Subsidy- 
Level 

KTS 

Sm.  PBX 
Lg.  PBX 
Total 

31 

25 

9 

5930 

4142 

3294 

13366 

2484 
1919 
2845 
7248 

1907 
1770 
2406 
6083 

10321 
7831 
8545 

26697 

1983 

KTS 

Sm.  PBX 
Lg.  PBX 
Total 

28 

19 

3 

8040 

5216 

4434 

17690 

3519 

2696 

4123 

10338 

3069 
2371 
3514 
8954 

14628 
10283 
12071 
36982 

TABLE  C-12 

PROJECTED  MINIMUM  INDUSTRY  EXCHANGE  SERVICE  SUBSIDY 
LOSSES  DUE  TO  COMPETITIVE  PBX  AND  KTS  PRICE  REDUCTIONS 


$  Million 

United 

Subsidy 

United 

Indep.  Ind. 

Min.  Total 

Baseline 

With  Price 

Subsidy 

Subsidy 

Industry 

Year 

Subsidy 

Reduction 

Loss 

Loss 

Subsidy  Loss 

1974 

33.105 

29.267 

3.838 

31 

92 

1975 

36.300 

28.625 

7.675 

61 

210 

1976 

39.495 

27.982 

11  513 

92 

338 

1977 

42.690 

27.540 

15.350 

123 

479 

1978 

45.885 

26.697 

19.188 

154 

654 

1979 

48.336 

28.754 

19.582 

157 

688 

1980 

50.787 

30.811 

19.976 

160 

744 

1981 

53.237 

32.868 

20.369 

163 

808 

1982 

55.688 

34:925 

20.763 

166 

878 

1983 

58.139 

36.982 

21.157 

169 

955 

1984 

60.590 

39.059 

21.551 

172 

1038 

4599 
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Several  other  projections  were  made  in  the  course  of  the 
Committee's  analysis  and  will  be  explained  below.   The  number 
of  residential  customers  used  to  compute  the  annual  interconnect 
and  specialized  common  carrier  impact  in  Figure  3  is  the  number 
of  residential  main  stations  in  service  projected  for  the  industry 
during  the  forecast  period.   This  projection  extrapolates  the 
forecast  made  by  Daniel  F.  Hodes  and  Joseph   F.  Citarella  in  the 
1973  TESM  Directory,  p.  38  ejt  seq.  ,  through  1984  at  the  same  com- 
pound average  annual  growth  rates  shown  therein,  and  the  data 
derived  is  set  forth  below  in  Table  C-13. 


TABLE  C-13 
PROJECTED  RESIDENTIAL  MAIN  STATION  GROWTH 


Millions 

Total 

Year 

Industry 

Independents 

1973 

63.7 

13.1 

1974 

65.4 

13.6 

1975 

67.2 

14.1 

1976 

69.0 

14.6  ■ 

1977 

70.9 

15.2 

1978 

72.8 

15.7 

1979 

74.7 

16.3 

1980 

76.8 

16.9 

1981 

78.8 

17.5 

1982 

81.0 

18.2 

1983 

83.2 

18.9 

1984 

85.4 

19.6 

Bell 
System 


50. 

51. 

53. 

54. 

55. 

57. 

58, 

59, 

61. 

62.8 

64.3 

65.8 
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Dividing  the  projected  minimum  annual  cost  of  interconnection 
and  specialized  common  carriers,  as  shown  in  Table  1  of  the  report, 
by  the  projected  industry  residential  main  stations  in  service 
(Table  C-13)  produces  the  projected  minimum  annual  cost  per 
residential  customer  depicted  in  Figure  3  of  the  report.   These 
computations  are  made  in  Tables  C-14  and  C-15,  below. 

TABLE  C-14 

DERIVATION  OF  INTERCONNECT  AND  SCC  COST  PER  RESIDENTIAL 
CUSTOMER,  ASSUMING  COMPETITIVE  PBX  AND  KTS  PRICE  REDUCTIONS 


Minimum 

Projec  ted 

Minimum 

Minimum 

Annual 

Industry 

Annual 

Cumulative 

Industry 

Residential 

Cost  Per  Res. 

Cost  Per  Res. 

Year 

Cost  ($M) 

Mains  (M) 

Customer 

Customer 

1974 

100 

65.4 

$  1.50 

$  1.50 

1975 

237 

67.2 

3.50 

5.00 

1976 

398 

69.0 

5.80 

10.80 

1977 

576 

70  .9 

8.10 

18.90 

1978 

778 

72.8 

10.70 

29.60 

1979 

892 

74.7 

1]  .90 

41.50 

1980 

1014 

76.8 

13.20 

54.70 

1981 

1152 

78.8 

14.60 

69.30 

1982 

1305 

81.0 

16.10 

85.40 

1983 

1476 

83.2 

17.70 

105.10 

1984 

1660 

85.4 

TABLE  C- 

19.40 
■15 

122.50 

DERIVATION  OF  INTERCONNECT  AND  SCC  COST  PER  RESIDENTIAL 
CUSTOMER,  ASSUMING  NO  COMPETITIVE  PBX  AND  KTS  PRICE  REDUCTIONS 


Minimum 

Proj  ected 

Minimum 

Minimum 

Annual 

Industry 

Annual 

Cumulative 

Industry 

Residential 

Cost  Per  Res. 

Cost  Per  Res. 

Year 

Cost  (SM) 

Mains  (M) 

Customer 

Customer 

1974 

60 

65.4 

S   .90 

$   .90 

1975 

107 

67.2 

1.60 

2.50 

1976 

174 

69.0 

2.50 

5.00 

1977 

253 

70.9 

3.60 

8.60 

1978 

357 

72.8 

4.90 

13.50 

1979 

485 

74.7 

6.50 

20.00 

1980 

633 

7b.  8 

8.2  0 

28.20 

1981 

812 

78.8 

10.30 

38.50 

1982 

1019 

81.0 

12.60 

51.10 

1983 

1266 

8  3.2 

15.20 

66.30 

1984 

1548 

85.4 

18.10 

84.40 
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The  revenue  bases  used  to  project  the  minimum  increase  in  rates 
required  to  offset  the  cost  of  interconnection  and  SCC  competition 
(Tables  2  -  4 , inclusive ,  in  the  report)  are  derived  from  Bell  System 
data  furnished  to  the  Committee,  extrapolated  for  the  industry  by 
the  approximate  percentage  which  Bell  telephones  in  service  bear 
to  the  total. 

The  estimated  business  line  and  residential  exchange  revenue 
projected  in  Table  2  of  the  report  is  the  sum   of  the  maximum 
projected  total  main  station  revenues  and  PBX  line  revenue  for  the 
forecast  period,  extrapolated  by  a  weighted  percentage  which  Bell 
residential  main  stations  and  business  telephones  are  forecast  to 
bear  to  the  total  industry.   Again,  the  forecast  was  based  on  the 
analysis  made  by  Hodes  and  Citarella  in  the  1975  TESM  Directory, 
supra  . 

Since  1966,  the  first  year  for  which  information  was  pro- 
vided, total  Bell  System  main  station  revenues  have  increased  at 
a  compound  average  annual  rate  of  7.0  percent,  with  the  largest 
single  annual  rate  during  that  time  being  10.1  percent.   Bell 
System  PBX  line  revenue  for  1973  was  approximately  S290  million, 
and  is  forecast  to  grow  at  the  same  rate  as  the  baseline  PBX  vertical 
service  revenue.   Thus,  computing  the  maximum  forecast  growth  of  these 
two  revenue  items, using  the  same  procedure  explained  previously, 
and  extrapolating  them  to  the  industry  as  a  whole  produces  the 
results  shown  below  in  Table  C-l(i  and  reflected  in  the  report 
in  Table  2. 
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TABLE  C-16 


DERIVATION  OF  PROJECTED  MAXIMUM 
BUSINESS  LINE  AND  RESIDENTIAL  EXCHANGE  REVENUE 


$  Million 

Maximum 

Maximum 

Bell 

Bell  Main 

Bell  PBX 

Weighting 

Maximum 

Station 

Line 

Factor 

Industry 

Year 

Revenue 
5692 

Revenue 
328 

il 

■0 

80 

Revenue 

1974 

7525 

1975 

6091 

360 

80 

8064 

1976 

6517 

397 

80 

8643 

1977 

6973 

436 

80 

9261 

1978 

7461 

480 

80 

9926 

1979 

7984 

528 

80 

10640 

1980 

8542 

581 

80 

11404 

1981 

9140 

639 

80 

12224 

1982 

9780 

702 

80 

13103 

1983 

10465 

773 

79 

14225 

1984 

11197 

850 

79 

15249 

The  business  line  revenue  estimates  used  in  Table  3  of  the 
report  are  simply  the  maximum  projected  Bell  System  business 
main  revenues  and  PBX  line  revenues,  extrapolated  for  the  in- 
dustry by  the  ratio  which  Bell  business  telephones  in  service 
are  estimated  to  bear  to  the  total  during  the  forecast  period. 
Since  1966,  business  main  station  revenues  have  grown  at  a  com- 
pound average  annual  rate  of  8.1  percent,  with  the  highest 
annual  rate  during  that  time  at  12.6  percent.   Derivation  of 
the  data  is  set  forth  below  in  Table  C-17. 
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TABLE  C-\: 


DERIVATION  OF  PROJECTED  MAXIMUM 
BUSINESS  LINE  REVENUE 


S^  \!i  I  lion 

Maximum 

M 

aximum 

Bell 

Bell  Bus. 

B 

ell  PBX 

Weighting 

Maximum 

Main 

L 

ine 

Factor 

Industry 

V  c  a  r 

Revenue 
1415 

R 

avenue 
528 

(°0 

Revenue 

1974 

84 

2073 

1975 

1528 

360 

84 

2248 

1976 

1651 

397 

83 

2467 

1977 

1785 

436 

8  5 

2676 

1978 

1930 

480 

85 

2904 

1979 

2086 

528 

85 

5149 

1980 

2255 

581 

85 

5381 

1981 

2438 

6  39 

8  3 

5707 

1982 

2635 

702 

8  3 

4020 

1985 

2848 

77  5 

82 

4416 

1984 

5079 

850 

82 

4-791 

Lastly,  the  residential  exchange  revenues  used  in  Table  4 
of  the  report  are  the  maximum  projected  Bell  System  residential 
main  revenues  extrapolated  for  the  industry  by  the  ratio  which 
Bell  residential  mains  in  service  are  estimated  to  bear  to  the 
total  during  the  forecast  period.   Since  1966,  residential  main 
station  revenues  have  grown  at  a  compound  average  annual  rate  of 
6.6  percent,  with  the  highest  annual  rate  during  that  time  at 
9.5  percent.   Derivation  of  the  data  is  set  forth  below  in 
Table  C-IS  . 
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TABLE  C-IS 


DERIVATION  OF  PROJECTED  MAXIMUM 
RESIDENTIAL  EXCHANGE  REVENUE 


$  Million 

Maximum 

Bell 

Bell  Res. 

Weighting 

Maximum 

Main 

Factor 

Industry 

Year 

Revenue 

4279 

(°1 

Revenue 

1974 

79 

5416 

1975 

4562 

79 

5775 

1976 

4863 

79 

6156 

1977 

5184 

79 

6562 

1978 

5526 

78 

7085 

1979' 

5890 

78 

7551 

1980 

6279 

78 

8050 

1981 

6693 

78 

8581 

1982 

7135 

78 

9147 

1983 

7606 

77 

9878 

1984 

8108 

77 

10530 
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APPENDIX  D 


DERIVATIO.N  OF  THE  SPECIALIZHD  COMMON  CARRIliR  ESTIMATES 
The  estimated  impact  of  specialized  common  carrier  competition 
set  forth  in  the  report  centers  around  the  Committee's  conclusion 
that  the  minimum  impact  that  is  likely  to  occur  is  that  the  his- 
torical growth  of  the  interstate  SLU  factor  u-ill  be  siphoned  off 
within  fiv'c  years,  due  to  the  shifting  of  large  MTS  and  IVATS  users 
from  the  toll  network  to  private  line  scr\-ice - -ei thcr  Bell's  pri- 
vate line  service  or  that  of  the  SCC's. 

There  is  little  doubt  that,  both  from  a  revenue  and  growth 
s tandpo in t  ,, inters tatc  MTS  and  WATS  have  been  prime  performers 
for  the  Bell  system  in  recent  years.   Given  their  historical 
growth  and  revenue  base,  the  prospect  of  them  experiencing  a  net 
decline  in  messages  or  revenues  as  a  result  of  S('C  competition 
is  clearly  remote. 

However,  they  have  his  tor icall\'  grown  to  such  an  extent  that 
they  have  outpaced  the  relative  growth  of  intrastate  services, 
with  the  result  that  the  relative  SLU  factor  used  for  jurisdic- 
tional separations  purposes  has  gradually  been  increasing.   Ana- 
lysis of  data  submitted  l)y  the  Bell  System  (Bell  Exhibit  5, 
Attachment  B)  shows  that  the  nationwide  SLU  factor  for  1975  was 
5.~4  percent.   In  turn,  the  Committee  has  published  the  nation- 
wide SLU  factors  for  19"2  and  1971  in  its  last  two  annual  reports, 
which  were  .S.47  percent  and  S.17  percent,  respectively.  \l       In 


1  /   Sec  85th  N.ARUC  .Annual  Convention  Proceedings,  p.  4  53  (19~j) 
and  S4th  N.\RUC  Annual  Convention  Proceedings,  p.  430  (19'"2) 
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turn,  these  increases  have  resulted  in  the  nationwide  SPF  used 
for  allocating  local  plant  costs  to  interstate  service  increasing 
from  17.01  percent  in  1971  to  18.00  percent  in  1972  and  18.88 
percent  in  1973. 

Interstate  allocations  of  local  plant  costs  are  an  extremely 
vital  method  of  holding  down  the  cost  of  intrastate  service,  as 
evidenced  by  the  fact  that  during  1973  approximately  $2.19  billion 
in  revenue  requirements  were  allocated  to  interstate  service.   Had 
the  SLU  factor  not  grown  from  1972  to  1973,  however,  the  inter- 
state allocation  would  only  have  been  approximately  $2.09  billion, 
resulting  in  intrastate  ratepayers  having  to  pay  an  additional 
$100  million  in  the  form  of  increased  rates.   Clearly,  therefore, 
a  seemingly  insignificant  retardation  of  the  growth  of  the  SLU 
factor  results  in  millions  of  additional  dollars  which  must  come 
out  of  the  pockets  of  the  intrastate  ratepayers. 

A  contention  vigorously  advanced  by  Bell  witness  at  the 
hearing  was  that  the  lower  price  threshold  of  PLS  due  to  SCC 
"cream-skimming"  is  resulting  and  will  continue  to  result  m 
significant  diversion  of  MTS  and  WATS  traffic  to  SCC  PLS, 
absent  competitive  repricing  by  Bell.   In  turn,  the  competitive 
response  adopted  by  Bell  (known  as  the  "high-low"  tariff  now 
awaiting  FCC  approval)  has  been  to  generally  lower  PLS  prices 
by  a  significant  amount  along  routes  proposed  to  be  served  by 
the  SCC's  and  to  increase  prices  along  routes  which  the  SCC ' s 
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are  generally  not  likely  to  enter . 2  / 

Since,  as  contended  by  Bell,  the  lower  price  threshold  of 
.sec  PLS  has  a  significant  revenue  drainage  effect  on  interstate 
MTS  and  WATS,  it  necessarily  follows  that  similar  or  lower  price 
thresholds  established  by  Bell  along  the  same  routes  will  have  an  equally 
si  :4iiif  leant- -if  not  more  so,  in  view  of  Bell's  substantially 
greater  revenue  base  - -drainage  effect  on  MTS  and  WATS.   By  the 
same  token,  the  drainage  is  certain  to  occur  whether  or  not  Bell's 
High-Low  or  similar  tariff  is  approved,  since  the  only  difference 
is  whether  the  MTS  and  WATS  traffic  is  diverted  to  Bell's  PLS 
or  an  SCC's  PLS. 

Under  all  of  these  circumstances,  the  Committee  believes 
that  the  absolute  minimum  impact  which  SCC  competition  will  have 
on  intrastate  telephone  subscribers  is  to  siphon  off  the  natural 
growth  of  the  SLU  factor  over  a  period  of  time,  under  current 
separations  procedures,  thereby  shifting  costs  which  should  have 
been  allocate.d  to  interstate  service  back  onto  the  shoulders  of 
the  intrastate  ratepayers. 

Moreover,  although  the  Committee  believes  that  the  price 
effect  of  PLS  alone  will  produce  the  results  forecast  herein, 
it  should  be  further  pointed  out  that  granting  the  SCC's  access 


2 /   Whether  such  a  tariff  is  justified  by  cost  considerations 
or  otherwise  is  irrelevant  to  this  discussion,  since  it 
is  the  objective  fact  of  significant  price  reductions 
which  is  likely  to  produce  the  results  the  Committee  is 
concerned  with  herein. 
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to  the  telephone  industry's  foreign  exchange  network  will  have  the 
effect  of  further  increasing  the  relative  growth  of  exchange  ser- 
vice usage  vis-a-vis  interstate  toll,  thereby  tending  to  reduce 
the  growth  of  the  interstate  SLU .   The  reason  for  this  is  ex- 
plained in  the  report  at  pp. 70-71  and  will  not  be  repeated  herein. 
However,  this  recent  development  clearly  shows  that  the  impact 
forecast  herein  is  an  absolute  minimum  level  that  can  be  reason- 
ably expected. 

To  quantify  the  economic  impact  of  these  phenomena,  the 
Committee  has  projected  that  the  "spread"  which  will  occur  in 
the  interstate  SLU  between  the  baseline  growth  and  the  growth 
with  sec  competition  will  gradually  increase  over  the  forecast 
period  until  it  reaches  1.11  percent  by  1984.   This  result  is 
derived  by  estimating  that  the  normal  SLU  increase  over  the 
forecast  period  would  be  .12  percent  per  year,  and  that  with 
sec  competition  the  growth  will  be  completely  stopped  by  1978. 
The  resulting  interstate  SLU  factors  and  SPF's  are  shown  below 
in  Table  D-1. 

In  addition,  since  total  annual  local  subscriber  plant  costs 
should  increase  as  a  function  of  growth  in  main  stations,  which 
has  been  in  the  range  of  5-4  percent  annually,  and  in  investment, 
which  has  been  in  the  10-12  percent  range  annually,  a  composite 
average  annual  compound  growth  rate  of  seven  percent  was  used  to  project  the  in- 
crease in  annual  local  subscriber  plant  costs  during  the  fore- 
cast period.   Accordingly,  by  calculating  the  difference  in  total 
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PROJECTED  REDUCTION  IX  IXTERSTATE 
SLU  AND  SPF  DUE  TO  SCC  COMPETITION' 


Basel 

ine 

With  SCC  C 

:ompetition 

Interstate 

Interstate 

Interstate 

Interstate 

"Spread" 

Year 

SLU  (°,) 

SPF  (!,) 

SLU  ro 

SPF  (»0 

in  SLU  (°0 

19"4 

5.86 

19.28 

5.83 

19.18 

0  .03 

197S 

5.98 

19.68 

5.89 

19.39 

0.09 

1976 

6.10 

20.07 

5.92 

19.47 

0.18 

197- 

6.22 

20.47 

5.94 

19.55 

0.28 

1978 

6.34 

20.85 

5.9  5 

19.58 

0.39 

19  79 

6.46 

21.25 

5.95 

19.58 

0.51 

198n 

6.58 

21.65 

5.9  5 

19.58 

0.63 

1981 

6.70 

22.04 

5.95 

19.58 

0.75 

1982 

6.82 

22.44 

5.95 

19.58 

0.87 

1985 

6.94 

22.84 

5.9  5 

19.58 

0.99 

1984 

7.06 

2  3.22 

5.9  5 

19.58 

1  .  11 

annual  local  plant  costs  allocated  to  interstate  service,  the 
"cost"  of  SCC  competition  to  intrastate  ratepayers  in  the  form 
of  increased  revenue  requirements  can  be  projected  for  the 
forecast  period,  as  shown  in  Table  D-2.  3/ 


3 /   It  should  be  noted  at  this  point  that  the  interstate  SLU 

waries  significantly  from  study  area  to  study  area  and  may  be 
substantially  greater  than  or  less  than  the  nationwide  SLU. 
Thus,  since  PLS  price  reductions  - -whether  due  to  SCC  entry 
or  Bell  rcpric ing- -are  likely  to  occur  on  a  selective  basis, 
the  extent  of  the  increase  in  costs  may  be  inordinate !>•  high 
for  some  areas  and  insignificant  for  others.   As  a  general- 
ization, however,  it  would  appear  that  high  interstate  MTS 
and  IVATS  usage  areas  likely  arc  the  ones  which  will  experi- 
ence relatively  the  greatest  traffic  diversion,  and  con- 
sequently the  greatest  economic  impact. 
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TABLE  D-2 


PROJECTED  MINIMUM  COST  OF  SCC  COMPETITION 
TO  INTRASTATE  TELEPHONE  SERVICE  SUBSCRIBERS 


$  Million 

Local 

Annual 

Plant 
Industry 

Base 

line 

With  SCC  C 
Interstate 

ompetition 
Interstate 

State 

Interstate 

Interstate 

Cost  of 

Year 

Costs 

SPF  m 

Allocation 

SPF  Co) 

Allocation 

SCC  Comp. 

1974 

12412 

19.28 

2393 

19.18 

2381 

12 

1975 

13281 

19.68 

2614 

19.39 

2575 

39 

1976 

14210 

20.07 

2852 

19.47 

2767 

85 

1977 

15205 

20.47 

3112 

19.55 

2973 

139 

1978 

16270 

20.85 

3392 

19.58 

3186 

206 

1979 

17408 

21.25 

3699 

19.58 

3408 

291 

1980 

18627 

21.65 

4033 

19.58 

3647 

386 

1981 

19931 

22.04 

4393 

19.58 

3902 

491 

1982 

21326 

22.44 

4786 

19.58 

4176 

610 

1983 

22819 

22.84 

5212 

19.58 

4468 

744 

1984 

24416 

23.22 

5669 

19.58 

4781 

888 

The  total  State  cost  of  SCC  competition  as  projected  by  the 
Committee,  of  course,  includes  a  portion  that  will  be  borne  by 
the  exchange  ratepayer  and  a  portion  that  will  be  borne  by  the 
State  toll  ratepayer.   However,   there  is  no  way  to  know  exactly  how 
the  costs  will  be  allocated,  since  the  State  commission  has  dis- 
cretionary authority  over  rate  design  modifications,  and  since 
the  mere  reduction  of  the  interstate  SLU  does  not  indicate  how 
the  relative  exchange  and  State  toll  SLU's  are  affected  vis-a- 
vis each  other. 

General  Telephone  advised  the  Committee  that  its  inter- 
state toll  allocation  factor  is  approximately  17  percent  and 
that  its  intrastate  toll  allocation  factor  is  approximately  21  percent, 
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which  means  that  its  exchange  factor  is  approximately  62  percent  Therefore, 
the  allocation  of  SCC  competition  costs  between  exchange  service 
and  State  toll  was  made  by  taking  the  approximate  percentage 
which  the  exchange  factor  bears  to  the  sum  of  the  exchange  and 
State  toll  factors  (i.e.,  62  7  83  =  75  percent.   However,  70 
percent  was  used  in  order  to  be  conservative]. 

The  results  are  shown  in  Table  6  of  the  report,  p.  35  . 

Finally,  the  report  also  estimates,  for  comparative  purposes, 
the  magnitude  of  cost-shifting  to  intrastate  exchange  and  toll 
which  would  occur  if  needed  changes  in  separations  procedures  ivere 
not  made  due  to  the  squeeze  on  interstate  intercity  revenues 
created  by  SCX  competition.   The  estimates  used  in  that  dis- 
cussion were  derived  simply  by  substituting  the  proposed  formula 
for  computing  the  baseline  SPF  for  the  formula  used  in  Table  D-1, 
leaving  the  projected  SLU  factors  unchanged.   Table  U-3  shows  the 
derivation  of  the  estimated  annual  State  costs,  and  Table  D-4 
allocates  the  State  costs  between  exchange  and  toll  in  the  same 
manner  as  discussed  above  for  Table  6  in  the  report. 


39-887  O  -  74  -  pt.6  -  50 
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TABLH  n-3 


PROJECTED  ANNUAL  INTRASTATE  COST  OF  SCC 
COMPETITION  IF  SEPARATIONS  PROPOSAL  IS  NOT  ADOPTED 


$  Million 

Local 

Annual 

Plant 
Industry 

Base 

line 

With  SCC  Competition 
Interstate   Interstate 

State 

Interstate 

Interstate 

Cost  of 

Year 

Costs 

SPF  (1) 

Allocation 

SPF  {%] 

Allocation 

SCC  Comp. 

1974 

12412 

20.86 

2589 

19.18 

2381 

208 

1975 

13281 

21.29 

2828 

19.39 

2575 

253 

1976 

14210 

21.72 

3086 

19.47 

2767 

319 

1977 

15205 

22.15 

3368 

19.55 

2973 

395 

1978 

16270 

22.57 

3672 

19.58 

3186 

486 

1979 

17408 

23.00 

4004 

19.58 

3408 

596 

1980 

18627 

23.42 

4362 

19.58 

3647 

715 

1981 

19931 

23.85 

4754 

19.58 

3902 

852 

1982 

21326 

24.28 

5178 

19.58 

4176 

1002 

198  3 

22819 

24.71 

5639 

19.58 

4468 

1171 

1984 

24416 

25.13 

6136 

19.58 

4781 

1355 

$  Million 

Annual 

State  Cost 

of  SCC  Com 

Year 

pet  it  ion 

1974 

208 

1975 

253 

1976 

319 

1977 

395 

1978 

486 

1979 

596 

1980 

715 

1981 

852 

1982 

1002 

1983 

1171 

1984 

1555 

TABLE  D-4 

COMPAR.\TIVE  STATE  EXCHANGE  AND  TOLL  COST  OF 
SCC  COMPETITION  IF  SEPARATIONS  PROPOSAL  IS  NOT  ADOPTED 

Cumulative   Annual  Cumulative  Annual     Cumulative 

State  Cost   Exch.  Cost  Exch .  Cost  State  Toll  State  Toll 

of  SCC  Com-  of  SCC  Com-  of  SCC  Com-  of  SCC  Com-  Cost  of  9:C  Cost  of  SCC 

petition     petition  petition  Competition  Competition 

208 

461 

780 
1175 
1661 
2257 
2972 
3824 
4826 
5997 
7352 


146 

146 

62 

62 

177 

523 

76 

138 

223 

546 

96 

234 

277 

823 

118 

352 

340 

1163 

146 

498 

417 

1580 

179 

677 

501 

2081 

214 

891 

596 

2677 

256 

1147 

701 

3378 

501 

1448 

820 

4198 

351 

1799 

949 

5147 

406 

2205 
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Exhibit  9a. — Comments  hy  John  S.  Cosgrove  on  NARUC  Study 

An  Analysis  of  the  NARUC  Investigation  Into  the  Economic  Impact  of 
Interconnection  of  Subscriber-Provided  Equipment  to  the  Public 
Switched  Telephone  Network 

OPENING  comments 

The  NARUC  Study  is  a  classic  example  of  an  organization  with  precon- 
ceived conclusions,  (i.e.  competition  for  key  and  PBX  systems  is  economically 
harmful  and  will  cause  increased  residential  rates),  asking  the  various  tele- 
phone companies  (with  obvious  vested  interests),  to  support  this  conclusion. 
In  this  way,  NARUC  hopes  to  provide  some  semblance  of  credibility  for  their 
study.  Based  on  my  experience,  working  conclusions  and  numbers  backwards 
is  nothing  new  to  the  telephone  companies,  particularly  the  Bell  System.  This 
point  is  clearly  shown  on  Page  C-3,  Note  1  when  NARUC  states  that  the  price 
reductions  "are  simply  the  minimum  price  reductions  necessary  to  prevent 
further  erosion  of  (TELCO)  market  shares  .  .  .  whether  (or  not)  such  pricing 
responses  would  meet  a  standard  of  full-cost  allocation."  In  subsequent  com- 
ments, I  will  attempt  to  demonstrate  that  the  underlying  assumptions  on 
which  he  NARUC  conclusions  are  based  are  incomplete  and  inaccurate  making 
the  study  equally  spurious. 

ECONOMIC    HARM    FROM    PRICE    REDUCTIONS    OF    "HIGHLY    PROFITABLE"    KEY 

AND  PBX  RATES 

This  eroneous  assumption  is  based  on  the  generalization  that  Key  and  PB- 
system  rates  prior  to  competition  were  higher  than  required  to  cover  full 
revenue  requirements  on  a  fully  allocated  basis  (Page  C-8).  This  error  can 
be  shown  in  several  cases.  For  example,  when  Michigan  Bell  restructured  its 
Key  and  PBX  rates  in  1973  to  reflect  "actual  costs",  overall  Key  system  and 
PB  Xsystem  rates  were  increased  by  approximately  8%  (Bell  witness  Ham- 
ming Direct,  Exhibit  46  of  48).  This  is  further  supported  in  the  statement 
by  Bell  witness  Hamming  in  that  restructuring  proceeding  (Case  No.  4293) 
that .  .  . 

"PBX  and  Key  rates  have  not  been  increased  since  1955  except  in  Case 
U-3838  concluded  in  April,  1972.  This  was  insufficient  to  cover  today's  costs 
and,  therefore,  one  reason  for  restructuring  PBX  and  Key  rates  is  to  bring 
them  up  to  that  level."  (Hamming  Direct,  Page  3) 

In  fact,  the  only  question  concerning  Michigan  Bell's  Key  and  PBX  rates 
as  they  are  currently  being  tested  in  Ingham  County  Circuit  Court  is  whether 
or  not  Michigan  Bell  is  fully  covering  the  costs  of  providing  these  services 
and  making  up  the  difference  or  subsidizing  them  with  residential  and  other 
basic  services. 

In  Michigan  Bell's  currently  filed  rate  increase  request,  one  of  the  errors 
pointed  out  by  the  interconnect  companies  in  case  U-4293  is  being  at  least 
partially  rectified'  Most  Bell  operating  companies,  such  as  Michigan  Bell,  allo- 
cate administrative  expenses  on  a  straight-line  basis,  (i.e.  total  administra- 
tive costs  divided  by  total  booked  investment).  This  method  does  not  refiect 
all  of  the  additional  administrative  expenses  incurred  by  Telco's  which  benefit 
only  Key  and  PBX  users  such  as  the  cost  for  the  Marketing  Department,  Cus- 
tomer Training  and  Competitive  Advertising.  In  Michigan  Bell's  currently 
filed  te.stimony,  they  show  the  annual  charge  percentage  needed  for  residential 
service  is  only  5.52%.  Key  and  PBX  services  require  8.19%  to  cover  costs. 
(Leese  Direct,  Page  8)  This  represents  an  increase  in  cost  for  Key  and  PBX 
administration  of  48.37%.  Obviously  where  such  charges  are  not  properly 
allocated,  residential  and  other  users  must  make  up  the  difference.  In  addi- 
tion, to  cover  revenue  requirements  in  this  same  case.  Key  and  PBX  increases 
of  8%  to  31%  are  proposed. 

In  California.  Pacific  Telephone  and  Telegraph  Co.  (PT  &  T)  recently  filed 
new  Modular  Dial  PBX  rates— Class  A  (770A  PBX).  This  filing  came  about 
after  an  extensive  battle  between  the  interconnects  and  PT  &  T,  finally  re- 
sulting in  suspension  of  PT  &  T's  Advice  Letter  10892.  The  suspension  was 
because  the  previou.sly  proposed  rates  in  10892  did  not  cover  revenue  require- 
ments. The  new  filing  provides  for  increases  in  charges  for  the  770A  of  between 
29%,  and  81%.  This  dramatically  illustrates  how  understated  the  previous 
costs  of  providing  this  service  were  as  proposed  in  10892. 
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In  case  25290,  witness  for  the  New  York  Public  Service  Commission  Yog 
Varma  stated : 

"The  results  shown  in  Exhibit  clearly  indicate  that  the  Company's  auxiliary 
services  are  a  burden  on  the  "Basic"  monopoly  services  on  a  fully  allocated 
cost  basis.* 

Investment  made  by  the  Company  to  provide  auxiliary  services  in  1970  was 
not  adequately  covered  by  the  net  earnings  realized  from  such  services  as  a 
class,  on  a  fully  allocated  cost  basis.  The  Company's  fully  allocated  cost  results 
shown  in  Exhibit  105  are  erroneous  and  its  conclusions  are  drawn  on  Tr 
2991,  Lines  15  through  23  and  based  on  Exhibit  105  should  not  be  relied  upon. 

Other  cases  in  at  least  Utah,  Minnesota,  Florida,  Illinois,  North  Carolina 
and  Texas  could  also  be  illustrated  pointing  out  the  same  fallacy  in  the 
NARUC  assumption  that  Telco  Key  and  PBX  rates  are  "higher  than  re- 
quired." 

However  to  compound  this  error,  NARUC  in  their  "study"  admittedly  made 
■'no  attempt  ...  to  evaluate  whether  price  reductions  .  .  .  would  constitute 
'predatory'  pricing  such  that  antitrust  issues  would  be  raised,  or  whether 
such  pricing  responses  would  meet  a  standard  of  full-cost  allocation."  In  es- 
sence, NARUC  appears  to  be  arguing  that  the  Telco's  should  be  allowed  to 
reduce  their  prices  whether  or  not  the  resulting  rates  are  compensatory  for 
Key  and  PBX  services  and  transfer  the  burden  to  residential  and  other  users. 
The  "need"  for  these  reductions  is  "to  prevent  further  erosion  of  Telco  market 
shares."  In  other  words,  erosion  of  a  virtual  Telco  Key  and  PBX  monopoly. 
However,  no  sound  justification  indicating  why  the  monopoly  should  be  re- 
tained is  presented  other  than  the  claimed  "economic  harm." 

Also  inherent  in  this  NARUC  assumption,  although  not  stated,  is  the  totally 
unsupported  contention  that  the  Telco's  are  more  eflBcient  than  the  intercon- 
nect companies  in  providing  Key  and  PBX  services.  While  it  may  seem  pre- 
sumptuous, many  interconnect  companies  would  question  this  assumption. 

REVENUE  LOSSES  HAVE  TO  MADE  UP  BY  TELCOS 

NARUC  and  the  Telco's  apparently  assume  that  Telco's  are  automatically 
entitled  to  a  fixed  amount  of  revenues  and  profits,  probably  based  on  years  of 
monopoly  operation.  In  other  words  if  they  "lose"  100  million  dollars  to 
competition,  they  must  be  alowed  to  make  up  their  losses  somewhere  else,  such 
as  residential  customers. 

Outside  of  the  obvious  questionable  logic  of  this  assumption  in  normal 
business,  the  as.sumption  is  also  in  error  in  fact  as  well.  Part  of  these  lost 
revenues  are  also  los  costs.  For  example,  the  substantial  cost  of  maintaining 
and  administering  lost  systems  (Page  C-8)  will  be  saved.  The  recoverable 
investment  can  still  be  reused  and  Telco  personnal  gainfully  employed  in  the 
admittedly  expanding  Key  and  PBX  market  (Page  C-5).  In  any  event,  there 
is  no  reason  why  the  Telco's  should  be  protected  from  the  rigors  of  the 
marketplace,  particularly  when  it  is  hardly  clear  that  Telco  Key  and  PBX 
rates  are  meeting  revenue  requirements. 

INTERCONNECT   MARKET   PROJECTIONS 

In  the  NARUC  study  (Page  C-3)  they  assume  Telco  price  reductions  will 
stabilize  the  Telco  market  shares,  apparently  based  on  an  October  14.  1973 
Washington  Post  advertisement  stating  that,  "97  percent  of  the  business 
customers  who  switched  to  interconnection  were  motivated  by  cost  savings." 
If  NARUC  had  researched  a  little  further,  they  wou^d  have  found  that  it  is 
not  that  simple.  The  number  two  motivator  is  service  featiires  which  affects 
the  customers  cost  of  doing  business.  Time  and  cost  saving  features  on  new 
interconnect  communications  systems,  su'h  as  the  Patrician  and  TIE  II  Key 
systems,  are  nearly  as  important  as  dollar  savings  in  the  marketplace.  Anv 
interconnect  company  competing  solely  on  cost  savings  compared  to  Telco 
charges  will  soon  be  out  of  business. 


•  Thpse  nnxlHarv  services  whioh  are  belntr  sibsUllzed  by  the  "Basic"  services  inchide. 
amonp  others.  Private  Branch  Exchantres.  Key  Telephone  Systems.  Teletypewriter  and 
Data  Service.  Princess.  Tr'mline  and  Touchtone  Instruments,  Residence  and  Business 
Extensions,  etc."   (Varma  Direct,  Page  54) 
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TOLL   SETTLEMENT   "SUBSIDY"   LOST 

XARUC  claims  subsidy  losses  from  toll  settlements  will  create  a  further 
economic  harm  brought  about  by  interconnection. 

The  fallacy  in  their  argument  is  simply  that  the  toll  revenues  are  still 
there.  Obviously  the  interconnect  customer  continues  to  make  long  distance 
and  W.A.T.S.  calls.  To  incur  a  loss  in  toll  revenue  settlements,  the  inter- 
connect customers  or  suppliers  would  have  to  be  receiving  the  toll  settlement, 
which  obviously  they  are  not.  This  is  not  to  say  that  the  toll  settlement  pro- 
cedure is  fair  or  that  within  the  industry  some  individual  Telco's  will  gain 
or  lose  on  settlements.  It  simply  means  that  the  settlement  procedure  is  the 
culprit,  not  interconnect. 

ECONOMIC  STIMULATION  FROM  COMPETITION  IS  AS  AN  OFFSET 

In  an  apparent  effort  to  insure  that  their  study  "proved"  their  precon- 
ceived conclusions,  NARUC  neatly  "forgot"  to  include  in  their  study  the 
positive  economic  effects  of  competition  on  the  Telco's  and  the  general  public 
outside  of  the  business  customers  who  acquire  interconnect  systems. 

For  example,  Bell  of  Canada's  oflScial  company  position  presented  by  Bell's 
Mr.  Mel  James  stated  that,  "competition  is  better  for  the  consumer  than 
regulation  and  that  it  makes  sense  to  introduce  it  in  telecommunications  when- 
ever practical  to  do  so."  This  conforms  with  the  1972  Canadian  DOC  Work- 
ing Paper  on  interconnection  which  also  states,  "competition  will  result  in 
innovation,  and  innovation  will  result  in  greater  use  of  the  carrier  networks. 
This  should  act  to  reduce  costs,  not  increase  them."  In  addition,  "the  result 
will  be  many  more  job  opportunities  for  all  Canadians." 

In  a  study  by  TR  Services  Limited,  it  found  that : 

"Communications  awareness  is  stimulated  by  proprietary  interest  and 
significant  increases  in  telephone  traffic  to  the  public  exchange  always  follow 
the  wider  range  of  facilities  available  positively  encouraging  business  by 
telephone  rather  than  by  correspondence.  All  carriers  note  those  major  in- 
crea.ses  in  traffic  and  associated  call-revenue,  for  example,  the  British  Post 
Office  estimates  for  an  increase  of  not  less  than  14%  per  annum.  Carriers 
.  .  .  all  .  .  .  admit  to  vastly  increased  traffic  flow." 

In  addition  TR  Services  finds : 

"It  will  also  be  asked — 'can  it  be  proved  that  the  Carriers  will  derive  capital 
investment  advantages  from  the  introduction  of  Interconnect?  The  obvious 
advantages  to  be  gained  have  already  been  stated — relief  from  the  necessity 
to  finance  and  maintain  Subscribers'  PABX  and  Key  systems,  concentration 
of  capital  in  development  of  the  public  exchange  and  international  sectors, 
re-deployment  of  skilled  personnel  for  the  greater  good,  etc.  Perhaps  the 
question  should  read,  'can  the  Carriers  defend  their  monopolies  and  prove 
that  current  provision  of  PABX  and  Key  systems  is  not  inhibiting  develop^ 
merit  of  the  public  networks?^ 

We  would  only  comment  that  the  financial  advantage  must  be  of  a  high 
order,  why  else  would  the  Carriers  in  such  diverse  (and  traditional)  coun- 
tries as  Great  Britain.  Australia,  South  Africa,  Eire,  France,  Western  Ger- 
many, etc.  accept  Interconnect?  Admittedly,  in  some  countries.  Interconnect 
has  only  been  accepted  after  intense  parliamentary  and  "lobby"  pressure,  but. 
in  no  case,  is  it  recorded  that  Carriers  have  ever  desired  a  return  to  former 
sole  monopolies!"  (Emphasis  added) 

Without  question,  many  of  the  factors  brought  out  in  other  countries  apply 
in  the  United  States.  However.  NART'C  and  the  Telco's  can  only  see  that : 
They  wiU  no  longer  be  absolute  monopolies :  They  will  have  to  work  harder 
and  be  more  innovative :  They  will  have  to  be  more  respon.sive  to  customer 
wants  and  needs. 

This  must  be  a  frightening  prospect  for  them  since  they  are  working  so 
hard  to  prevent  such  a  condition.  Instead,  they  should  be  looking  for  ways 
to  allow  the  public  to  receive  the  benefits  from  competition  without  the  un- 
necessary problems. 

CONCLUSION 

What  is  needed  is  less  polarization  between  the  F.C.C. /Interconnects  and 
NARUC/Telco's  and  more  cooperation  Competition  for  Key  and  PBX  sys- 
tems is  here  to  stay.  Once  that  fact  is  accepted  by  all  we  can  begin  healing 
the  "wounds"  in  our  industry  and  concentrate  on  serving  the  public. 
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Exhibit  10. — Letter  From  A.T.  &  T.  to  Committee  Listing  Actions  Commenced 
Against  A.T.  d  T.,  Involving  Antitrust  Issues,  Subsequent  to  Carterfone 

American  Telephone  &  Telegraph  Co., 

Washingion,  D.C.,  Moy  28,  1974. 
Mr.  Gerald  Hellerman, 
Special  Financial  Adviser, 

Senate  Subcommittee  on  Antitrust  and  Monopoly, 
Washington,  D.C. 

Dear  Mr.  Hellerman.  :  Pursuant  to  your  request,  I  am  attaching  hereto 
a  status  or  disposition  report  of  actions  that  were  commenced  against  AT&T 
and  Bell  System  Associated  Companies  involving  antitrust  issues  subsequent 
to  Carterfone. 

Verv  truly  yours, 

Douglas  B.  McFadden. 

Enclosure : 

LAWSUITS  INVOLVING  ANTITRUST  MATTERS  THAT  HAVE  BEEN  FILED  AGAINST  A.T.  &  T.  AND  BELLSYSTES 

COMPANIES  SINGE  CARTERFONE 


Case 


Court 


Status 


A.T.  &  T.  a  defendant 

American  Telephone  &  Telegraph  Co.  v.  Delta  Communications 

Corp. 
Areata  Communications  Corp.  v.  Southern  Bell  Telephone  & 

Telegraph  Co.  and  A.T.  &  T. 
Bugg  V.  International  Business  Machines  Corp.  and  A.T.  &  T.. 

Brereton  et  al.  v.  Illinois  Bell  and  A.T.  &  T 

Chastain  et  al.  v.  A.T.  &  T — 

C.S.I./Communications  Systems,   Inc.  v.  South   Central   Bell 
Telephone  Co.  and  A.T.  &  T. 

DuPont  Glore  Forgan,  Inc.  et  al.  v.  A.T.  &  T.  et  al S.D.N.Y. 

Essential  Communications  Systems,  Inc.  v.  A.T.  &  T.  and  New    D.N.J... 

Jersey  Bell  Telephone  Co. 
General  Electronics  Sales  Corp.  v.  A.T.  &  T.  and  New  England 

Telephone  &  Telegraph  Co. 
Hartford  National  Bank  &  Trust  Co.  v.  A.T.  &  T.  and  Southern 

New  England  Telephone  Co. 
Jeoffrey  et  al.  v.  Southwestern  Bell  Telephone  Co.,  A.T.  &  T. 
and  Western  Electric. 

Kauppila  et  al.  v.  A.T.  &  T.  et  al 

Levy  et  al,  v.  A.T.  &  T.  et  al 

Macom  Products  Corp,  v.  A.T.  &  T.  et  al 

Markowitz  v.  A.T.  &  T.  et  al 

Mid-Texas  Communications  System  Inc.  v.  A.T.  &  T.  et  al 

Radio  Broadcasting  Co.  v.  Pennsylvania  Bell  Teleohone  Co.  and 
A.T.  &  T. 

San  Antonio  Telephone  Co.  et  al,  v.  A.T.  &  T.  et  al 

Telephone  Engineering  Corp.  v.  New  Jersey  Bell  Teleohone  Co. 

and  A.T.  &  T. 
T.V.  Signal  Co.  of  Aberdeen  v.  A.T.  &  T.  and  Northwestern  Bell 

Telephone  Co. 
United  Aircraft  Corp.  v.  A.T.  &  T.  and  Southern  New  England 

Telephone  Co. 
West  End  Development  Co.  v.  Pacific  Northwest  Bell  Telephone 
Co.  and  A.T.  &  T. 

A.T.  &  T.  not  a  defendant 

Atlantic  Telephone  Corp.  v.  New  England  Telephone D.C.  Mass. 

Millerv.  New  York  Telephone  Co E.D.N.Y... 

Communication   Brokers,   Inc.  of  America  v.  Chesapeake  &  W.D.  Va... 
Potomac  Telephone  Co.  of  Virginia. 

Business  Aides,  Inc.  v.  Chesapeake  &  Potomac  Telephone  Co. 
of  Virginia. 

Vuemore  Cablevision,  Inc.  v.  Southern  Bell  Telephone  &  Tele- 
graph Co.  et  al. 

Telephone  Service  Co.  of  America  v.  South  Central  Teleohone 
Co. 

Litton  Systems,  Inc.  v.  Southwestern  Bell  Telephone  Co 

Southwestern  Bell  Telephone  Co.  v.  Nationwide  Independent 
Directory  Service,  Inc.  et  al. 


S.D.  Miss Pending. 

S.D.  Fla -.  Voluntarily  discontinued. 

D.D.C.- Do. 

N.D.  Ill Complaint  dismissed. 

D.D.C- Pending. 

E.D.  Tenn Complaint  dismissed. 


Pending. 

Do. 


D.  Mass Complaint  dismissed. 

D.  Conn Pending. 

N.D.Tex Complaint  dismissed.  Appeal 

pending. 

N.D.Calif Settled. 

S.D.  Ohio Pending. 

CD.  Calif Voluntarily  discontinued. 

E.  D.  Mo Summary  judgment  for  defendant. 

S.D.  Tex Penidng. 

E.D.  Pa Do. 

W.D.Tex Do. 

D.N.J Voluntarily  discontinued. 

D.  S.Dak Pending. 

D.  Conn Do. 

0.  Oreg Settled. 


Proceedings  stayed. 
Complaint  dismissed. 
Do. 


Beltronics,   Inc.  v.   Eberline   Instrument  Corp.  and  Western 

Electric  Co. 
Components,  Inc.  v.  Western  Electric  Co 

Merrimac  Research  &  Development  Inc.  v.  Western  Electric  Co. 

and  Bell  Telephone  Laboratories. 
Rockford  Research  Inc.  et  al.  v.  Digital  Equipment  Corp.,  Inc., 

Western  Electric  Co.,  Inc.  et  al. 
Western  Electric  Co.,  Inc.  v.  Dickson  Electronics  Corp -.. 


E  D  Va  Complaint  dismissed,  aff'd  by  4th 

Cir. 
M.D.N.C Voluntarily  discontinued. 

N.D.  Ala --  Pending. 

S.D.Tex Do.  ,  •       .      ^ 

W  D  Ark  Antitrust    counter-claim     by    de- 

fendant. Dismissed  without 
prejudice. 

D.  Colo.  Judgment   for   defendant.   Appeal 

pending. 

D.  Me    Settled. 

D.N.J Do. 

D.  Mass Pending. 

D.Ariz Do. 
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Exhibit  11.— Summary  of  Minutes  of  A.T.  &  T.  Customer  Products  Council 
Meeting  Re  1-10-year  Lag  in  Modems  Design 

Summary  of  Portion  of  Minutes  of  Customer  Products  Council  Meeting  of 

July  20,  1971 

attending 
Council  members 

J.  A.  Baird— BTL 

C.  H.  Elmendorf— A.T.&T. 

R.  W.  Hendricksoii— W.E.Co. 

C.  R.  Williamson— A.T.&T. 
Coordinating  committee 

N.  A.  Adams— A.T.&T. 

D.  H.  Erickson— A.T.&T. 

R.  H.  Klicli— TTY  Corp.  for  J.  F.  Auwaerter 
D.  H.  Walston— W.E.Co. 
Visitors 

D.  E.  Brenneman— BTL 
R.  G.  Hochstuhl— A.T.&T. 

E.  R.  Kretzmer— BTL 
T.  L.  Simis— A.T.&T. 
T.  H.  Thompson— BTL 

Mr.  Kretzmer  reviewed  the  results  of  comparisons  made  between  Bell  data  sets 
and  those  of  our  leading  competitors.  These  include  ICC  Milgo  ;  UBC  Rixon  ;  IBM ; 
and  Ultronics.  Modex  and  Tuck  data  sets  were  also  included  because  they  repre- 
sent unique  aspects  although  they  are  not  strong  comi^etitors  at  this  time.  The 
overall  comparison  showed  that  competitors  have  gained  advantages  in  all 
areas,  i.e.,  cost,  size  and  features.  Their  aggressiveness  in  technology,  service, 
marketing,  and  pricing  is  surpassing  our  own  current  efforts. 

Mr.  Kretzmer  advised  that  BTL  is  looking  at  ways  of  up-dating  our  designs 
and  will  be  back  in  the  fall  with  proposals  for  Council  consideration.  Mr.  Elmen- 
dorf summarized  by  stating  that  we  have  allowed  our  competitors  to  get  7-10 
years  ahead  of  us  in  design. 

Mr.  Adams  reviewed  the  material  prices  and  monthly  costs  for  the  200  type 
data  sets.  The  201B  costs  $1275  with  a  monthly  rate  of  $75,  while  the  comparable 
Milgo  set  is  $24.")0  with  $87/month  lease  plan. 

Mr.  Elmendorf  stressed  that  the  committee  must  formulate  specific  questions 
regarding  our  entire  competitive  ix)sition  and  then  strive  to  answer  these  ques- 
tions in  the  final  report.  For  example :  How  can  our  competitors  lease  more  ex- 
pensive data  sets  at  lower  rates  than  ours?  Why  are  we  behind  in  new  art  ap- 
plications? What  changes  are  required  in  our  tariffing  methods?,  etc.  A  report 
covering  these  matters  was  requested  for  the  November  meeting. 


Exhibit  12. — A.T.  &  T.  Correspondence  Re  Rates  for  Corn-Key  718  and  HSJi 

October  18,  1973. 
Mr.  William  R.  Stump, 
American  Telephone  d  Telegraph  Co., 
New  York,  X.Y. 

Dear  Mr.  Stump;  The  Trial  Staff  thanks  you  for  your  response  No.  2756 
furnishing  a  copy  of  "Nitsuko/TIE  1030  System — Feature  and  Economic 
Evaluations  as  Compared  to  Similar  System  Offerings  (TS-172-2)."  Two 
Bell  System  Key  Offerings,  Nos.  "1"  and  "2",  are  used  for  price  comparisons 
with  the  Nitsuko  1030  on  pages  seven  through  sixteen  of  that  document.  Each 
Bell  System  offering  is  broken  down  to  show  the  equipment  price  of  each 
•'pice  of  equipment"  used  to  provide  each  of  the  complete  systems.  The  Trial 
Staff  requests  that  you  generate  two  lists,  one  for  each  Bell  System  offering 
compared,  showing  Western's  manufacturing  standard  cost  of  each  system's 
"pieces  of  equipment"  identified  in  the  comparison  on  pages  seven  through 
sixteen. 

The  Trial  Staff  also  requests  that  you  provide  three  lists,  each  list  showing 
the  price,  standard  cost,  and  installation  ("work  time")  effort  for  each 
"piece  of  equipment"  comprising  the  following  three  Western  Electric  key 
system  offerings. 
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1.  ComKey  718 — 6  lines  and  10  stations,  paging  in  thre  zones,  and  all  avail- 
able features  for  both  (a)  rotary  dial,  and  (b)  touch-tone  systems. 

2.  ComKey  71&— 7  lines  and  15  stations,  paging  in  three  zones,  and  all 
available  features  for  both    (a)   rotary  dial,  and   (b)   touch-tone  systems. 

3.  ComKey  1434 — 10  lines  and  34  stations,  paging  in  four  zones,  and  all 
available  features  for  both    (a)    rotary  dial,  and    (b)    touch-tone  systems. 

The  Trial  Staff  expects  that  the  information  requested  for  the  718  and 
1434  ComKey  System  offerings  specified  above  will  be  presented  in  the  iden- 
tical format  and  with  comparable  specificity  as  that  referred  to  in  pages 
•seven  through  sixteen  in  TS-172-2. 

Thank  you  for  your  assistance.  Kindly  direct  your  assistance  to  Mr.  Man- 
ley  Irwin  of  our  staff. 
Sincerely  yours, 

Petee  M.  Andersen, 
Deputy  Managing  Counsel, 

AT&T  Task  Force. 

American  Telephone  &  Telegraph  Co., 

New  York,  N.Y.,  November  6,  IBfS. 
Mr.  Manley  Irwin, 
Federal  Communications  Commission, 
AT&T  Task  Force, 
Washington,  D.C. 

Dear  Mr.  Irvs^in  :  This  is  in  complete  response  to  the  Trial  Staff  request 
of  August  7,  1973  (Reference  894.26,  883B.661)  regarding  information  re- 
ferred to  in  GL  73-04-076. 

This  General  Letter  states  that  a  distribution  to  Marketing  and  Rate  heads 
of  illustrative  rates  for  the  introduction  of  Com  Key  718  and  Com  Key  1438 
will  be  made  in  he  near  future.  In  that  regard,  a  preliminary  transmittal  of 
such  illustrative  rates  has  been  made  to  assist  the  local  companies. 

Since    the    transmittal    relates    to    the   development    of    proposed    intrastate 
rates  which  fall  solely  in   the  jurisdiction  of  the  state  commissions,   we  feel 
that  this  information  is  not  relevant  to  the  issues  in  Docket  19129. 
Sincerely. 

W.  E.  Stump. 


Exhibit  IS.— Summary  of  Minutes  of  A.T.  &  T.  Presidents'  Conference:  Re 

Competition 

Presidents  Conference — November  9-12,  1970 

Competition 

summary 

Number  of  installed  interconnected  competitive  systems :  10  key :  11  PBX : 
total  of  21. 

Number  of  active  competitors,  7. 

Primary  locations:  Albuquergue,  Pheonix,  Denver,  and  Salt  Lake  City. 

COMMENTS 

Pricing 

Our  pricing  structure  is  not  based  on  a  competitive  climate.  Charges  for 
access  lines,  terminal  equipment  and  usage  have  been  designed  for  maximum 
development  (number  of  customers)  and  cost  averaging.  Any  changes  will 
require  lengthy  regiilatory  activity. 

Our  customers  do  not  have  payment  options  for  one-time,  recurring,  serv- 
ice or  maintenance  charges.  We  have  a  "Customer  Optional  Payment  Plan" 
under  review. 

The  PBX  and  Key  packaging  concepts  leave  voids  which  our  competitors 
can  exploit. 

Billing  methods   and   bills   are   difficult  for  the  customer  to  understand. 

Depreciation 

We  are  a  regulated  industry  and  must  negotiate  depreciation  rates  with 
regulatory  bodies.  For  this  reason,  we  have  not  lieen  able  to  rapidly  ad.iu.'^t 
depreciation  to  reflect  obsolescence.  This  discourages  the  replacement  of  termi- 
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nal  equipment  for  modernization.   This  gives  competition  the  advantage  with 
new  cabinetized,  modern  equipment. 

Sales  Effort 

Capital  limitations  have  often  restricted  our  ability  to  pursue  a  program 
of  upgrading  customer  services  to  newer  equipment. 

Marliet  programs  are  designed  to  .service  the  selected  accounts,  handle 
demand  and,  when  resources  permit,  initiate  sales  effort  with  those  custo- 
mers where  the  highest  potential  exists  for  increasing  revenue.  This  leaves 
a  large  part  of  the  market  where  contracts  are  infrequent  and  the  communi- 
cations consultant  i.s  not  familiar  with  the  specific  customer.  Our  programs 
are  not  designed  to  provide  the  manpower  to  "service"  and  meet  competition 
in  the  entire  business  market. 

The  Marketing  activity  measurements  are  not  designed  to  reflect  effort 
or  success  in  "servicing"  the  business  customers.  This  is  currently  under 
review. 

Product  Line 

The  701-740  vehicles  in  use  are  not  competitive  (features,  floor  space,  ap- 
pearance) with  new  cabinetized  equipment.  Customers  are  unwilling  to  use 
valuable  space  for  bulky  equipment.  Tliis  is  especially  true  in  the  Hotel/ 
Motel  industry. 

The  System  has  historically  developed  PBX  equipment  for  long  service 
life  and  multiple  use  purposes.  This  increases  the  cost  significantly. 

The  development  interval  between  inception  and  availability  for  service 
is  excessive. 

The  interval  between  the  customer  order  and  service  is  often  unacceptable. 

We  have  voids  in  our  equipment  lines.  The  manual  PBX  vehicles  such  as 
555,  507  are  "manufacture  discontinued"  and  we  do  not  have  an  inexpensive 
replacement.  We  have  approximately  3.000  of  these  in  Mountain  Belli  which 
are  vulnerable  to  competition. 

Exhibit  14. — Michigan  Bell  Puhlication  on  Competition  (Excerpts) 

[Focus  on  Competition,  Issue  No.  72-3] 

Potential  Developments  From  the  Labs 

Bell  Telephone  Labs  has  asked  a  number  of  the  Operating  Companies  to 
suggest  and  evaluate  new  applications  and/or  features  offered  or  planned  by 
our  competitors  and  not  now  available  through  the  Bell  System.  We  are  also 
providing  feature-by-feature  evaluation  by  market  segment.  All  this,  in  order 
to  provide  a  marketplace  perspective  needed  in  planning  future  customer 
switching  systems  and  the  relative  marketability  of  features.  We  can  expect 
some  relief  in  these  areas  in  the  way  of  more  competitively  designed  ap- 
paratus, now  that  BTL  has  begun  asking  questions. 

*♦****♦ 

Data  Transmission  Needs 

Be  alert  to  customers'  data  transmission  needs.  Interfaces  for  Key  and  PBX 
do  not  permit  data  signals  to  be  transmitted.  If  a  cu.stomer  is  considering 
private  equipment,  the  requirement  for  data  transmssion  can  be  a  point  in 
our  favor  competitively. 

******* 


Exhibit  15. — National  Academy  of  Evgineering  Article  Entitled  "Telecom- 
munications Research  in  Foreign  Countries" 

[From  Business  Communications  Review] 

Committee  on  Telecommtjnications,  National  Academy  of  Engineering 

Telecommunications  Research  in  Foreign  Countries 

At  the  request  of  the  National  Science  Foundation,  the  Panel  on  Telecom- 
munications Research  of  the  Committee  on  Telecommunications  of  the  Na- 
tional Academy  of  Engineering  has  made  a  preliminary  survey  of  the  status 
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and  trends  of  telecommunications  research  in  the  United  States  and  selected 
foreign  countries.  In  the  portion  of  the  survey  on  foreign  countries,  atten- 
tion was  given  specifically  to  telecommunications  research  in  technologically 
advanced  countries  abroad,  including  European  data  networks.  A  review  was 
made  essentially  from  published  literature,  bulletins  of  international  organi- 
zations, and  information  from  overseas  associates  covering  government  spon- 
sorship of  telecommunications  research  in  the  major  industrial  nations  of 
Europe,  Japan  and  Canada. 

It  is  important  to  note  that  the  structure  of  telecommunications  in  most  of 
these  countries  begin  primarily  with  a  government  department  responsible 
for  mail,  which  subsequently  branched  out,  initially  into  telegraphy  and  sub- 
sequently into  telephony.  As  a  result,  most  of  these  organizations  have  a  long 
history  of  government  support.  With  a  few  execptions  (such  as  Sweden  and 
Italy),  and  unlike  the  major  telephone  utilities  in  the  U.S.,  there  has  been  no 
history  of  ownership  of  telecommunications  manufacturers  by  these  organi- 
zations. Increasingly  in  recent  years,  because  of  the  need  for  stability  of 
financing  independent  from  some  of  the  political  considerations  which  color 
parliamentary  votes  for  appropriations,  there  has  been  a  trend  for  conversions 
of  these  government  departments  to  public  business  undertakings  as  has  re- 
cently happened  with  the  U.S.  Postal  Service. 

QOVEBNMENT-FUNDED   BESEABCH 

For  the  purpose  of  this  article,  government  sponsored  telecommunications 
research  will  be  construed  to  include  also  that  sponsored  by  public  business 
undertakings  and  telecommunications  utilities  in  which  there  is  a  substantial 
government  interest. 

In  Europe,  the  major  telecommunications  organizations  have  established 
an  organization  called  the  European  Conference  of  Post  and  Telecommunica- 
tions Administrations  (CEPT).  The  activities  of  this  group  are  periodically 
published  in  the  "Bulletin  CEPT."  In  addition,  six  Common  Market  countries 
in  collaboration  with  nine  other  European  countries  have  established  a  group 
of  telecommunications  experts  within  an  organization  known  as  the  Euro- 
pean Cooperation  in  the  Field  of  Scientific  and  Technical  Research   (COST). 

The  principal  other  inter-European  activities  concern  those  involving  the 
realization  of  European  satellite  systems  which  include  the  European  Space 
Research  Organization  (ESRO),  the  European  Launcher  Development  Or- 
ganization (ELDO),  a  private  venture  organized  by  European  industry  en- 
titled EUROSAT,  and  supporting  activities  involving  broadcasting  from  satel- 
lites under  the  European  Broadcasting  Union  (EBU). 

France 

Telecommunuications  research  in  France  is  controlled  primarily  through 
three  organizations.  The  most  important  of  these  is  the  National  Center  for 
Telecommunications  Studies  (CNET)  which  has  a  current  planned  expendi- 
ture over  the  1971-1975  period  of  $270,000,000  for  external  studies  and  about 
$135,000,000  for  internal  research  and  development.^  Additional  development 
affecting  telecommunications  is  carried  out  by  the  military,  which  in  the 
current  French  five  year  plan  is  estimated  at  a  total  of  $130,000,000  and  at  the 
National  Center  for  Space  Studies  whose  program  is  $114,000,000  over  the 
same  period,  with  an  estimated  telecommunications  portion  of  10  percent. 
Some  small  additional  work  is  programmed  in  the  French  Radio  and  Tele- 
vision Organization  (ORTF). 

United  Kingdom 

In  the  United  Kingdom  telecommunications  research  is  primarily  controlled 
bv  the  British  Post  Oifice  (BPO).  For  the  1971-72  fiscal  year,  the  BPO  total 
R&D  funding  was  $43,000,000,  up  42  percent  from  $30,000,000  in  1970-71,  and 
it  is  estimate''  that  British  manufacturers  participated  in  matching  develop- 
ment  on   specific  BPO  projects  with   another  $10,000,000.   The   significant  ex- 


Editor's  Note  :  This  article  Is  an  edited  version  of  parts  of  the  report  entitled  Tele- 
communications Research  In  the  United  States  and  Selected  Forelpn  Countries  :  A  Pre- 
liminary Survey."  prepared  bv  the  Committee  on  Telecommunications  of  the  National 
Academy  of  Enelnerlnp.  The  report  is  available  from  the  National  Technical  Information 
Service  of  the  U.S.  Department  of  Commerce.  BCR  assumes  responsibility  for  the  editing. 

iThe  currency  conversion  rates  on  which  all  figures  in  this  article  are  based  were 
those  In  effect  In  late  1972. 
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penditures  of  the  BPO  were  for  switching  and  signaling  $12,800,000  (up  from 
$7,500,000),  data  communications  (mostly  data  switching)  $2,800,000  (up 
from  $2.10.000),  transmission  $12,900,000  (up  from  $9,100,000),  customer's 
equipment  $2,500,000  (up  from  $2.00,000),  power  and  civil  engineering  $4,400,- 
000  (up  from  $3, 800. 000), and  the  balance  on  special  and  advisory  activities. 

West  Germany 

In  West  Germany,  "transportation  and  telecommunications"  funding  by  the 
government  in  1971  was  at  the  $100,000,000  level  (up  50  percent  over  1970), 
with  a  like  sum  for  data  reduction  (principally  computers).  The  1975  fore- 
cast shows  each  of  these  near  the  $300,000,000  level.  In  addition,  funding  for 
"special  technology  in  industrial  innovation"  provided  another  $22,000,000  in 
1972  (up  18  percent  over  1970).  The  principal  government  activities  are  di- 
rected by  the  German  Research  and  Development  Institute  for  Air  &  Space 
Activities    (DFVLR)    and  by  the  German  PTT  Research  Laboratories   (FTZ). 

Scandinavia 

Although  generally  small,  some  good  advanced  activities  are  carried  out  in 
the  Scandinavian  countries.  The  Swedish  Telecommunications  Administra- 
tion has  its  own  Laboratory  and  a  joint  research  and  development  company 
(EUemtel)  in  telecommunications  equally  owned  with  the  Swedish  manufac- 
turer, L.  M.  Ericsson.  The  principal  activities  in  these  two  organizations 
concern  semi-electronic  public  telephone  exchanges,  PABX's.  PCM  trans- 
mis.sion.  and  the  future  Swedish  data  network. 

In  Denmark,  the  Telecommunications  Research  Laboratory  (supporting  the 
Danish  Telephone  Administration),  is  working  on  active  filters,  DC  data  trans- 
mission for  local  distribution  and  processor  controlled  telephone  exchanges. 
The  head  of  this  laboratory,  whose  budget  is  approximately  $400,000  per 
year,  is  also  professor  and  head  of  the  Institute  of  Communications  Theory 
at  the  Denmark  Technical  University.  Also  in  Demark  with  a  budget  of 
.$850,000  per  year,  is  the  Danish  Research  Center  for  Applied  Electronics 
which  is  involved  in  Danish  participation  in  European  satellite  evaluation 
for   Danish   electronic  manufacturers   and   studying  convolution   coding. 

The  Norwegian  Telecommunications  Administration  Research  Institute  is 
primarily  involved  in  long  range  plannins  for  the  national  telephone  network, 
evaluation  of  new  systems  and  components,  and  specification  of  new  systems 
and  components  as  a  basis  for  studv  and  development  contracts  to  industry. 
Its  current  budget  is  about  $1,000,000  per  year. 

Italy 

In  Italy,  government  funded  research  has  been  at  the  $25,000,000  level.  A 
large  program  in  millimeter  wave  propagation  has  been  sponsored  by  the 
Ministry  of  Posts  and  Telecommunications  (PTT)  at  a  level  of  $13,000,000 
over  a  three  year  period.  A  very  limited  program  in  satellite  propagation 
measurements  and  a  second  one  for  a  10  to  20  meter  long  test  installation  of 
microwave  guide  were  also  government   funded  at  a   level  of  $800,000  each. 

Switzerlamd 

In  Switzerland  a  PTT-sponsored  program  is  being  conducted  with  the  three 
national  manufacturers  on  integrated  PCM  voice  and  data  switching. 

Japan 

Japan  has  been  uniquely  successful  in  buying  and  copying  technology,  par- 
ticularly in  telecommunications.  Japan  has  gone  as  far  as  possible  in  this 
direction  and  has  already  changed  the  thrust  of  the  main  government  re- 
search efforts  toward  more  emphasis  on  research  in  .Japan.  The  present  plan 
of  the  Science  and  Technology  Agencv  calls  for  continued  expansion  of  total 
national  spending  on  R&D,  with  emphasis  in  three  areas.  First,  Japan  must 
seek  to  develop  its  own  unique  technology  base  for  solution  of  its  problems. 
Second,  its  technology  and  R&D  bases  must  be  socially  oriented.  Third,  new 
technology  must  develop  assessment  techniques  which  will  anticipate  adverse 
social  or  environmental  changes. 

Canada 

Telecommunications  re.search  in  Canada  is  mainly  carried  out  through  Bell 
Northern  Research,  a  subsidiary  of  the  Bell  Telephone  Company  of  Canada 
and  the  Northern  EVctric  Company.   Some  additional  work  is  carried  out  in 
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switching  at  Automatic  Electric  of  Canada,  radio  linljs  and  satellite  systems 
at  RCA  Victor,  and  postal  mechanization  at  JTT  Canada.  This  work  is  essen- 
tially funded  by  the  telephone  utilities,  or  by  the  manufacturers  out  of  equip- 
ment prices.  The  Canadian  Government  does,  however,  have  two  programs 
for  sharing  research  and  development  costs  in  industry  which  contribute  sig- 
nificantly to  reducing  the  cost  of  R&D  in  Canada.  The  Program  for  Advance- 
ment of  Industrial  Technology  (PAIT)  normally  allows  a  50  percent  reim- 
bursement on  research  done  in  Canada  leading  to  advanced  products.  In  addi- 
tion, under  the  terms  of  the  Industrial  Research  &  Development  Incentives 
Act  (IRDIA),  tax  free  grants,  or  credts  against  Federal  income  tax  liabilities, 
are  provided  equal  to  25  percent  or  all  capital  expenditures  for  scientific  re- 
search and  developments  in  Canada  during  a  fiscal  year,  over  the  average 
of  such  expenditures  in  the  preceding  five  years. 

RESEARCH    ACTIVITIES 

The  following  are  major  areas  of  telecommunications  research  being  spon- 
sored in  public  and  private  voice  switching,  message  telex  and  data  switching, 
satellite  systems,  mobile  and  portable  radio  and  subscriber  apparatus. 

PuMic  and  Private  Voice  Switching 

The  principal  current  research  programs  in  most  of  the  European  countries 
involve  semi-electronic  switching,  that  is.  exchanges  with  electromechanical 
crosspoints  and  electronic  control  of  either  the  wired  or  stored  program  type. 
This  generation  of  exchanges  corresponds  to  the  AT&T  type  ESS  No.  1  "and 
No.  2.  The  most  active  government  supported  programs  in  this  area  are  the 
EWS-1  gropragm  in  Germany,  the  TXE-2  and  4  programs  in  England,  and 
the  program  in  Sweden  of  the  R&D  company  Ellemtel.  In  each  of  these  pro- 
grams a  strong  government  interest  and  direction  is  combined  with  the  ac- 
tivities of  national  manufacturers.  Although  the  French  Government  spon- 
sored some  work  in  this  area;,  as  described  below,  its  principal  thrust  is  in 
time  division  switching. 

The  current  study  program  sponsored  by  NTT  in  Japan  covers  the  experi- 
mental service  of  one  previously  installed  electronic  switching  system,  a 
simulation  test  of  international  automatic  dialing,  a  system  test  of  a  newer 
generation  of  space  division  semi-electronic  switching  in  four  large  local  ex- 
changes and  two  toU  exchanges,  and  field  testing  of  medium  and  small  ex- 
change design.  Neither  the  Japanese  nor  European  work  in  this  area  appears 
appreciably  in  advance  of  the  AT&T  ESS  Nos.  1  and  2  designs  which  have 
been  avai'able  for  several  years,  with  the  exception  of  the  real  time  com- 
munication processor.  However,  none  of  the  overseas  processor  development 
appears  ahead  of  the  AT&T  No.  lA  processor  which  will  replace  the  older 
No.  1  used  in  ESS  No.  1.  With  the  exception  of  small  exchanges  in  the  United 
ingdom  and  all  sizes  of  exchanges  in  Belgium,  no  general  commitment  appears 
to  have  been  taken  thus  far  to  install  semi-electronic  exchanges  in  quality 
in  Europe  or  Japan. 

In  the  field  of  PCM  time  division  switching,  there  appears  to  be  a  general 
viewpoint  in  Europe  that  the  first  fully  electronic  switching  to  be  applied 
will  be  of  the  time  division  type.  The  most  advanced  work  in  this  field  has 
been  done  in  France  with  an  integrated  rural  network  in  one  region  of  the 
country.  Various  pronouncements  by  oflicials  of  the  French  Administration 
clearlv  show  that  early  introduction  of  PCM  time  division  switching  is  con- 
temnlated  withsome  10  percent  of  new  switching  lines  ordered  bv  1075  being 
in  this  techiiique.  The  ItaMan  Administrition  is  also  siipporting  development 
work  in  PCM  time  division  switching,  and  studv  programs  are  being  organized 
bv  government  bodies  in  .several  other  European  countries. 

One  of  the  interesting  studies  being  undertaken  in  Europe  in  .several  coun- 
tries is  the  extent  of  integration  in  new  time  division  exchanges  of  switching 
and  transmission.  In  Belgium  and  the  Netherlands  a  trend  seems  to  indicate 
that  modern  forms  of  data  switching  will  be  integrated  with  PCM  switching  as 
well  as  PCM  transmission.  The  development  in  Switzerland  of  IFS-1  is  antici- 
pated to  integrate  in  one  network  telenhone,  telegraph,  message  anrl  data 
switching  and  transmission.  Studies  funded  in  the  Ignited  Kingdom  by  the  BPO 
for  a  data  network  point  toward  operating  in  a  fully  synchronous  mofie  with 
digital  terminals.  Some  les.ser  work  has  been  published  on  Japanese  efforts  in 
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this  area,  but  for  the  time  being  Japan  does  not  appear  to  be  heading  as  heavily 
towards  integrated  switching  and  transmission  of  telephony  and  other  service 
programs  as  its  European  counterparts. 

In  the  current  Japanese  NTT  program  there  is  a  special  project  on  a  com- 
puterized  centrally   controlled   TV    circuit   switching  system,   which  is  in  the 
field  test  stage. 
Message  Telex  and  Data  Sivitching 

A  major  item  in  NTT's  research  program  is  a  general  study  of  the  data 
switching  network,  including  data  switching  equipment.  The  purpose  of  this 
study  is  to  design  and  construct  a  digital  network  capable  of  supplying  econom- 
ical high  quality  service  in  proportion  to  the  demand  for  data  communications 
and  other  advanced  service.  The  specific  current  study  tasks  include  a  survey 
and  analysis  of  traffic  in  order  to  qualify  the  method  of  optimum  network  can- 
figuration ;  technical  specification  of  the  digital  network  for  data  communica- 
tions, telex,  facsimile  and  other  services:  and  standard  interfaces  for  data 
switching  equipment.  An  experimental  model  for  time  division  switching,  pack- 
et switching  and  a  space  division  switch  will  be  designed  and  manufactured 
for  trial. 

In  Europe,  in  addition  to  the  integrated  networks  described  above,  the  United 
Kingdom  Post  Office  has  been  funding  study  work  by  two  national  manufac- 
turers in  synchronous  data  switching.  The  German  Post  Office  has  funded  two 
German  manufacturers  on  a  new  data  switching  system  (EDS-1)  which  is 
primarily  aimed  at  telex  services  with  a  capability  to  incorporate  data.  In  the 
study  of  these  new  systems  the  use  of  packet  switching  for  data  networks  has 
been  emphasized. 

Of  particular  interest  is  current  European  planning  for  implementation  of  an 
improved  telex  service  with  a  speed  transmission  of  about  200  bauds.  This 
service  is  currently  available  on  an  experimental  basis  in  France,  is  proposed 
for  early  introduction  in  Italy,  Belgium  and  Germany,  and  is  being  considered 
for  introduction  in  the  United  Kingdom,  the  Netherlands  and  perhaps  other 
European  countries  in  the  latter  half  of  this  decade.  In  implementing  this 
new  service,  the  approaches  have  been  mixed  between  installation  of  semi- 
electronic  exchanges  as  an  outgrowth  of  comparable  developments  for  tele- 
phone switching,  and  others  moving  more  adventurously  to  packet  switching 
techniques  in  preparation  for  the  evolution  of  integrated  telex  and  data  net- 
works. 

Satellite  Systems 

Substantial  inter-European  cooperation  exists  in  projects  sponsored  by  offi- 
cial multinational  organizations  .such  as  ESRO,  ELDO.  EUROSTAT  and  EBU. 
The  specific  thrust  of  these  developments  has  been  towards  a  European  satel- 
lite system.  To  this  end  the  British  German,  and  French  governments  have 
sponsored  considerable  space  research.  The  French  Five  Year  Plan  in  the  Na- 
tional Center  for  Space  Study  expects  to  place  outside  contracts  totaling 
.$114  000  000  of  which  10  percent  will  be  for  telecommunications.  German  fund- 
ing in  the  space  research  field  is  building  up  to  about  $300,000,000  per  year  by 
1975  The  Italian  Government  plans  to  increase  its  space  research  from  $2.),- 
000  000  in  1971  to  $100,000,000  in  1977,  and  in  support  mentions  the  estimates 
of  space  research  spending  in  1971  by  France  of  $133,000,000  (up  23  percent 
over  1970),  West  Germany  of  $130,000,000,  and  the  U.K.  of  $50,000,000. 

The  NTT  (Japanese)  program  for  research  in  satellite  communications  in- 
cludes the  development  of  a  medium  capacity  satellite  for  isolated  islands  and 
emergency  communications,  and  a  large  capacity  satellite  to  meet  the_  increas- 
ing general  demand  for  telecommunications  anticipated  in  the  mid  1970's.  The 
items  to  be  studied  include  frequencies,  type  of  modems,  rainfall  attenuation, 
satellite  mounted  repaters,  antennae  for  ground  stations  and  satellites,  and 
reliability  against  launching  shock. 

Data  Transmission 

In  data  transmission,  NTT  is  funding  an  experimental  test  service  for  48 
kilobit  data  transmission  using  a  48  KHz  data  channel.  Additional  study  is 
being  made  on  240  kilobit  data  and  facsimile  transmission  over  240  KHz  super 
groups.  Experimental  test  services  are  going  forward  with  4.8  and  9.6  kilobit 
modems  on  voice  channels  and  12  KHz  pregroup  channels. 


4624 

Mobile  and  Portahle  Radio 

In  addition  to  the  classic  two-way  services  used  in  the  U.S.,  the  European 
administrations  are  supporting  the  development  of  radio  paging  to  be  inter- 
connected with  public  networks.  Switzerland,  in  particular,  has  been  working 
actively  on  the  use  of  its  national  network  by  travelers  from  other  countries 
with  their  own  mobile  equipment.  A  cooperative  effort  is  being  supported  by 
several  European  countries  leading  to  the  development  of  a  wholly  automatic 
mobile  service  accessible  through  the  public  telephone  system  towards  the  end 
of  this  decade.  Because  of  the  many  nations  involved,  this  system  is  at  pres- 
ent technologically  far  behind  the  system  developed  by  AT«&T  in  the  United 
States. 

Switzerland  has  supported  development  of  radio  paging  services  and  experi- 
mental services  have  been  established  in  several  countries.  These  services  are 
also  affected  by  national  fragmentation  and  lag  far  behind  comparable  paging 
systems  in  use  in  the  United  States. 

Subscriber  Apparatus 

The  NTT  program  for  research  and  study  includes  two  projects  on  sub- 
scriber apparatus.  The  first  concerns  experimental  service  using  several  types 
of  public  telephones  meeting  the  requirements  of  a  new  local  call  metering 
carrier  system  and  the  second  covers  experimental  field  testing  of  a  newly 
developed  light  weight  telephone.  In  the  keyboard  printer  area,  field  tests  will 
be  made  on  a  new  100  bit  per  second  keyboard  printer  and  a  200  bit  per  second 
non-impact  printer.  A  1200  bit  per  second  keyboard  cassette  protoype  set  will 
also  be  tested. 

In  Europe,  a  broad  based  concern  with  multiple  conferencing  was  found.  The 
BPO,  in  particular,  is  funding  studies  by  the  Communications  Studies  Group 
covering  electronic  person-to-person  communications  :  audio  and  visual  delivery  : 
converencing  behavior  studies  on  negotiating  face  to  face  and  via  audiovisual 
techniques,  and  patterns  of  conflict  under  similar  circumstances.  Research  work 
sponsored  by  the  Australian  Post  Office  on  visual  teleconferencing  is  also 
underway.  The  principal  impetus  for  this  work  seems  to  be  a  feeling  that 
substitution  of  telecommunications  for  travel  can  be  more  readily  effected  by 
less  expensive  audio  and  visual  conferencing  arrangements  than  by  person-to- 
person  video-phone. 

With  few  exceptions,  European  administrations  have  not  been  directly 
involved  with  support  of  data  terminal  development.  On  the  other  hand,  they 
retain  close  supervision  over  the  company-funded  development  programs  at 
the  five  major  European  teleprinter  manufacturers.  The  practice  to  date 
has  been  for  the  administration  to  control  the  modems  attached  to  its  network, 
in  most  cases  making  them  available  for  mandatory  use  under  public  tariffs. 
Such  support  as  has  come  to  manufacturers  as  part  of  computer  industry  sup- 
port, may  influence  data  terminal  design  for  the  telecommunications  adminis- 
trations in  the  future. 

The  NTT  is  actively  developing  picture  telephones  and  has  in  its  program  a 
study  of  the  application  of  picture  telephone  switching  on  semi-electronic  tele- 
phone switching  equipment,  paired  cable,  and  picture  telephon  converters  for 
use  over  analog  and  digital  land  line  transmission  systems.  The  current  Seven 
Year  Plan  (1971-1977)  calls  for  installation  by  1977  of  some  30,000  video-tele- 
phone sets. 

In  Europe,  picture  telephone  research  appears  to  have  been  limited  because 
of  concentration  on  providing  basic  telephone  service.  The  German  Post  Office 
has  funded  studies  of  subscriber  satisfaction  on  various  bandwidths  of  picture 
telephone.  At  a  recent  CCITT  meeting,  representatives  from  Holland  and  Swe- 
den raised  the  question  of  interconnecting  closed  circuit  television  with  pro- 
posed European  picture  telephone  standards  which  seems  to  indicate  some 
study  work  in  those  two  countries  on  this  subject. 

In  facsimile  service  a  number  of  European  countries  allow  operation  of  pri- 
vate equipment  on  public  telephone  networks.  In  West  Germany,  however,  a 
public  service  is  operated  manually  specifically  for  facsimile  with  some  public 
picture  stations  and  a  few  hundred  private  subscribers.  Several  administra- 
tions have  investigated  the  possible  establishment  of  a  public  facsimile  service, 
particularly  France  and  Belgium.  In  essence,  the  user  requirements  appear  to 
be  toward  much  faster  facsimile  services  than  are  now  available. 
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Exhibit  1Q.— Article  Concerning  European  Communications  Quality  to  Surpass 
United  States  By  Early  1980's. 

[From  Business  Week.  Apr.  13.  1974] 
The  Common  Market  Rewires  Its  Phones 

THE   TELES'HONE  BOOM   IS   OPENING   CLOSED   MARKETS   TO   U.S.    SUPPLIERS 

Throughout  most  of  Europe,  unfamiliar  new  telephone  sets  made  by  Inter- 
national Business  Machines  Corp.  and  other  manufacturers  are  startling  Amer- 
ican visitors.  And  well  they  might.  For  years,  the  government-operated  British 
and  European  telephone  systems,  underfinanced  and  locked  into  rigid  "buy 
national"  equipment  purchasing  traditions,  have  steadily  lagged  behind  U.S. 
service  standards.  Now,  pressed  by  both  public  demand  and  massive  changes  in 
technology,  a  telephone  boom  of  unprecedented  proportions  is  opening  up  in  the 
Common  Market  countries. 

This  year  in  Britain  and  the  Continent,  government  postal  telephone  and 
telegraph  operations  (ptts)  are  spending  about  $3-billion  for  new  central-office 
switching  equipment  alone.  In  addition,  according  to  market  projections  by 
International  Telephone  &  Telegraph  Corp.  and  other  suppliers,  privately 
purchased  business  telephone  systems  will  account  for  $l-billion  worth  of  new 
orders  this  year.  Barring  worldwide  recessions,  most  manufacturers  expect 
a  25%  annual  growth  rate  in  the  private  market  segment  for  the  balance  of 
the  decade. 

The  big  and  relatively  underdeveloped  telephone  industry  in  the  European 
Communitv  has  a  lot  of  "catching  up  to  do.  Roughly  the  same  size  in  population 
as  the  U.^S.,  the  ec  countries  lag  far  behind  in  telephone  service.  Compared 
with  the  U.  S.'s  60  telephones  for  100  population,  France  has  only  18.5,  Italy 
19,  and  Germany  25.  Among  the  major  ec  countries,  Britain  leads  with  29 
telephones  per  100  people.  Compounding  the  large  in  market  penetration,  much 
of  the  EC  telephone  plant  is  obsolete :  Many  telephone  exchanges  are  based  on 
rotary  switching  technology  dating  back  to  the  turn  of  the  century. 

THE    CLUB 

So  PTTS  on  the  Continent  and  in  Britain  are  undertaking  a  massive  rewiring 
job  as  well  as  expanding  the  telephone  network.  But  the  project  may  be  beyond 
the  capacity  of  the  existing  equipment  industry,  where  a  tight  club  of  favored 
national  suppliers  has  manufactured  virtually  all  European  telephone  equip- 
ment for  decades.  U.  S.-based  multinational  companies,  notably  ibm  and  General 
Telephone  &  Electronics  Corp.,  are  nudging  in,  while  new  international  alli- 
ances are  springing  up  among  the  existing  cartels  to  protect  their  markets. 

Britain's  Plessev.  Ltd.,  which  has  about  40%  of  its  home  market  for  switch- 
ing equipment,  for  example,  teamed  up  last  month  with  France's  second-largest 
switchgear  manufacturer,  ciT-Alcatel,  to  develop  and  market  a  new-generation 
electronic  switching  system.  But  such  arrangements  come  hard  in  the  highly 
politicized  market  of  supplying  government-owned  and  operated  ptts. 

The  idea  of  importing  telephone  equipment  is  anathema  to  national  trade 
unions  and  the  favored  companies  alike.  Both  groups  encourage  restrictive  do- 
mestic technical  standards  that  form  a  secondary  barrier  that  may  prove 
tougher  to  change  than  outright  import  bans  or  high  tariffs.  But  multinational 
companies  such  as  itt,  L.  M.  Ericsson  of  Sweden,  and  ibm  are  exploiting 
both  old  and  new  ways  of  living  with  the  problem  of  national  restrictions. 

itt  and  Ericsson,  veterans  in  the  industry,  have  long  had  local  manufactur- 
ing operations  that  assume  the  national  identity  of  the  host  country,  itt  has 
been  the  largest  "European"  supplier  of  telephone  equipment  since  it  acquired 
American  Telephone  &  Telegraph  Co.'s  foreign  manufacturing  operations  back 
in  the  1930s  The  big  multinational  corporation  attempts  to  keep  a  low  profile 
in  telecommunications,  but  its  plants  produce  15%  of  the  switching  equipment 
in  Italy,  32%  in  Germany,  25%  in  Britain,  and  42%  in  France,  where  it  en.ioys 
the  largest  share  of  any  supplier. 

inside  control 

In  all  major  countries  except  Italy,  where  there  are  four  suppliers,  three 
companies  split  most  government  switchgear  orders.  Normally,  suppliers  in  a 
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country  cooperate  on  research  and  development  and  produce  equipment  to  the 
same  engineering  standards  under  control  of  the  ptt.  Breaking  into  such  tight 
arrangements  is  risky  and  diflScult  for  outsiders,  and  when  push  comes  to  shove, 
the  insiders  still  have  tight  control. 

Despite  all  the  restrictions,  two  trends — a  massive  technical  change  and  a 
burgeoning  private  equipment  market — are  weakening  the  nationalist  pattern. 
Led  by  ibm  and  L.  M.  Ericsson,  a  massive  marketing  drive  is  under  way  to 
exploit  the  business  telephone  market  for  privately  owned  electronic  switch- 
boards (PABxs)  capable  of  handling  both  voice  and  data.  It  is  roughtly  equiv- 
alent to  the  new  "interconnect"  market  in  the  U.S.  except  that  it  is  an  older, 
established  business.  Privately  owned  telephone  equipment  was  banned  in  the 
U.  S.  until  the  last  two  years,  but  most  European  countries  have  permitted  it 
for  decades.  Such  equipment  still  needs  government  approval  before  it  can  be 
interconnected  to  the  telephone  network,  but  such  approval  is  easier  to  get 
than  breaking  into  the  inner  circle  of  preferred  suppliers  to  the  ptts. 

GKOUND   FLOOR 

IBM  led  the  way  in  the  private  pabx  field  with  a  gutsy  and  expensive  product 
development  and  marketing  strategy  that  has  won  its  equipment  the  approval 
of  PTTS  in  six  countries  on  the  Continent  (Switzerland  is  the  major  holdout), 
and  in  Britain  and  Brazil,  ibm  broke  into  the  market  with  a  medium-sized 
PABX  made  in  France  and  known  as  the  2750.  The  company  intended  it  pri- 
marily as  a  market-test  product  but  has  sold  about  100  installations — twice  the 
number  it  had  planned. 

Two  years  ago,  the  computer  maker  announced  a  larger  version,  the  3750, 
which  handles  up  to  256  trunk  lines  and  2,264  extensions.  In  addition,  the  elec- 
tronic switchboard  also  provides  automatic  internal  billing,  automatic  dialing, 
and  even  building  surveillance  and  alarm  services.  Fancy  new  telephones  read 
data  cards,  and  provide  direct  connections  for  handling  text  or  data  typed  on 
electric  typewriters,  while  a  variety  of  new  terminal  accessories  from  card 
readers  to  keyboards  blur  the  distinction  between  data  processing  and  com- 
munications services. 

IBM  reportedly  has  taken  orders  for  more  than  100  of  the  new  switches,  rep- 
resenting a  total  value  approaching  $100-million.  Though  ibm  is  rumored  to 
be  ready  to  announce  a  product  line  similar  to  the  3750  in  the  U.  S.,  it  has 
not  yet  moved  to  do  so. 

POISED   TO  Jf0\TE   IN 

There  is  no  question  that  ibm's  massive  market  entry  has  frightened  Euro- 
pean competitors,  particularly  itt  and  Ericsson,  into  speeding  their  product 
development  programs.  Both  Ericsson  and  itt  are  now  offering  combined  data 
and  voice  systems  with  data-handling  computers  and  electronic  voice  switches. 

So  far,  IBM  has  not  made  any  visible  move  toward  entering  the  lists  for  a 
share  of  ptt  switching  procurement,  but  it  is  almost  unquestionably  in  a 
position  to  do  so  if  the  market  opens  up.  But  ibm's  mere  presence  may  be 
hardening  national  resistance  to  a  move  toward  Common  Market  technical  and 
trade  agreements  for  telecommunications  equipment. 

Favored  suppliers  are  still  succeeding  in  keeping  newcomers  at  bay.  In 
Britain  earlier  this  year,  Plessey,  General  Elctric,  Ltd.,  and  itt's  Standard 
Telephones  &  Cables,  Ltd.,  blocked  a  bid  by  Pye  tmc  of  Britain,  a  subsidiary  of 
Philips  of  Holland,  by  refusing  to  share  technical  knowhow  relating  to  Post 
Office  switchgear.  Across  the  Channel,  French  switchgear  makers  persuaded  the 
ptt  to  turn  away  Siemens  of  Germany's  offer  to  sell  switches  to  help  meet 
the  shortage. 

Over  the  border,  the  German  Bundepost,  while  legally  committed  to  open 
market  purchasing,  neatly  ensnares  potential  competitors  to  its  domestic 
suppliers  in  a  maze  of  technical  and  performance  standards  that  are  almost 
as  effective  as  an  outright  embargo.  In  Switzerland,  even  ibm  has  not  been 
able  to  get  permission  to  sell  its  pabx.  Sums  up  Henri  Douquiert,  head  of  the 
telephone  trade  association  in  France,  "Opening  borders  is  clearly  the  wave  of 
the  future,  but  it  has  to  work  two  ways — you  sell  in  my  market  only  if  I 
can  sell  in  yours." 

The  rules  may  have  to  change  simply  because  of  the  technological  revolution 
that  is  overwhelming  the  telephone  industry.  Europe's  creaky  old  electrome- 
chanical switches  must  be  replaced,  and  the  ptts  must  extend  telephone 
service  to  many  more  customers.  Top  advisers  in  government  and  in  inter- 
national technical  committees  of  the  ec  are  urging  the  ptts  to  move  faster  and 
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leap  from  standard  circuit-switched  networkers  to  all-electronic,  all-digital 
telephone  systems  that  could  cut  equipment  costs  in  half.  Given  the  political 
go  signal,  some  believe,  such  a  move  could  put  Europe  ahead  of  the  U.  S.  in 
quality  and  variety  of  communications  services  by  the  early  1980s. 


Exhibit  17. — Material  Prepared  for  the  Use  of  Southwestern  Bell  at  Bell  System 
Presidents  Conference  of  October  SO-November  S,  1911 

PBX  Rate  Plans 

Our  entire  approach  to  the  PBX  market,  from  product  inception  to  service 
offering,  must  become  more  market  sensitive. 

The  Western  Electric  Plant  at  Denver,  Colorado,  incorporates  both  the  de- 
sign efforts  of  Bell  Labs  and  the  manufacturing  efforts  of  Western  Electric 
under  one  roof,  with  a  primary  objective  of  decreasing  design  and  manufactur- 
ing time.  Two  of  the  PBX  systems  manufactured  at  Denver,  the  770A  PBX 
and  the  805A  PBX,  will  play  an  important  part  in  our  future  rate  plans. 

The  770A  PBX  is  a  comparatively  inexpensive  vehicle  to  manufacture  and 
requires  minimal  floor  space  at  the  customer  location.  With  a  capacity  of  400 
main  station  lines,  it  could  service  98  percent  of  the  PBX  market. 

The  805A  PBX  is  designed  to  meet  the  needs  of  small  dial  PBX  customers. 
With  a  capacity  of  57  main  station  lines,  it  is  inexpensive  to  manufacture  and 
requires  minimal  floor  space. 

With  the  introduction  of  these  new  serving  vehicles,  we  must  re-evaluate 
the  rate  approach  that  was  used  in  developing  our  Series  100,  Series  200,  and 
Series  300  Service  offerings. 

The  Series  200  and  Series  300  offerings  are  currently  in  effect  in  all  our 
Company's  service  areas  except  Illinois.  Series  100  Service  is  effective  only  in 
the  State  of  Missouri.  It  has  not  been  filed  in  our  other  service  areas  because 
introduction  of  Series  100  would  have  resulted  in  rate  cases.  Series  100  intro- 
duction in  these  areas  should  now  be  deferred  until  the  new  rate  plans  are 
introduced. 

Our  current  Series  Package  rates  are  based  on  average  objective  main 
station  line  fill  for  the  various  PBX  serving  vehicles.  Rates  were  developed 
based  on  an  average  line  fill  of  85  percent  of  PBX  vehicle  capacity.  Actual  line 
fills  have  averaged  approximately  50  percent,  which  has  resulted  in  higher  cost 
per  line  and  decreased  profits  per  system. 

Simply  increasing  rates  for  our  Series  Package  Service  offerings  would 
increase  the  profitability  of  the  offerings,  but  we  must  accomplish  much  more 
through  sound  rate  administration.  We  need  to  establish  proper  rate  rela- 
tionships between  our  existing  Feature-priced  systems  and  our  Package  offer- 
ings, and  at  the  same  time  established  a  rate  structure  for  the  new  serving 
vehicles.  Our  rate  structures  must  also  be  competitive. 

AT&T's  proposed  rate  structure  will  include  "unbundling"  many  of  the 
services  currently  included  as  standard  features  of  our  Service  Package 
offerings.  A  basic  and  inexpensive  service  package  will  be  introduced.  The 
customer  will  then  be  able  to  choose  separate  optional  service  features  that 
are  currently  available  only  to  Series  200,  Series  300,  and  Centrex  Service 
customers. 

The  new  offerings  will  include  Series  lOOA,  Series  lOOB,  and  Series  lOOC. 
The  770A  and  the  805A  PBX  systems  will  be  two  major  serving  vehicles  for 
the  new  offerings  because  of  the  cost  and  floor  space  advantages  they  offer. 

770   PBX HOTEL  SERVICE  PRICING   PROBLEMS 

The  701B  PBX  system  is  currently  the  major  serving  vehicle  for  our  hotel- 
motel  installations.  The  701B  PBX  has  inherent  disadvantages  of  high  cost 
and  the  requirement  of  a  large  equipment  room. 

The  770A  PBX  system  will  overcome  the  cost  and  floor  space  disadvantage:? 
of  the  701B  PBX.  The  770A  PBX  has  a  capacity  of  400  main  station  lines, 
which  could  serve  over  95  percent  of  the  hotel-motel  market.  The  vehicle  re- 
quires minimal  floor  space  at  the  customer's  location  and  its  installed  cost  is 
substantially  less  than  that  of  the  701B  PBX. 

Although  the  770A  PBX  has  been  available  from  Western  Electric  on  an 
allocation  basis  since  May  of  1971,  illustrative  cost  and  rate  material  was  not 
received  until  October  of  1971.  In  July  of  1971  we  began  developing  Order-of- 
Magnitude  rates  based  on  estimated  cost  data  because  of  customer  demand  for 
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vehicle  and  because  of  increased  competition  in  the  hotel-motel  market.  We 
began  receiving  customer  comments  that  our  rates  were  higher  than  rates 
for  competitive  systems.  Also,  AT&T  said  that  our  rates  were  higher  than 
those  which  they  would  recommend. 

A  thorough  analysis  and  comparison  was  made  of  our  Order-of-Magnitude 
rates  with  competitor's  system  rates,  770A  rates  being  applied  by  other  Asso- 
ciated Companies,  and  770A  rates  that  AT&T  was  to  recommend.  After  making 
adjustments  in  carrying  charges  and  installetl  costs  based  on  more  definite 
information  from  AT&T,  our  rates  were  still  greater  than  those  which  were 
to  be  recommended  by  AT&T.  The  analysis  and  comparisons  were  referred 
to  AT&T  in  October  of  1971  for  assistance  in  resolving  the  rate  differences 
(See  Attachment  I). 

On  October  13,  1971,  we  received  AT&T  recommended  rates  and  found 
our  Order-of-Magnitude  rates  to  be  very  much  in  line  with  the  AT&T  rates 
(See  Attachment  II).  While  our  monthly  rates  ranged  from  .$3.00  to  $45.75 
per  month  more  than  the  AT&T  rates,  the  AT&T  rates  included  substantial 
installation  charges  that  were  not  applicable  to  our  rates. 

A  Hotel-Motel  Service  Package  Offering  is  currently  being  developed  utilizing 
the  770A  PBX  as  the  serving  vehicle.  The  offering  must  maintain  a  proper 
relationship  with  our  Feature-priced  Tariff  offering  of  the  701B  PBX.  We 
must  consider  that  a  package  offering  with  a  low  monthly  rate  could  result 
in  numerous  changouts  of  existing  701B  installations  to  the  new  package  offer- 
ing. Some  deterrent,  possibly  in  the  form  of  installation  charges  for  the  pack- 
age system,  must  be  introduced  to  discourage  changeouts.  Also,  we  must  de- 
velop the  package  rate  as  low  as  possible  in  order  to  meet  competition. 

Attachments : 

October  15,  1971. 

Mr.  S.  E.  BoNSACK, 

Vice  President-Market  and  Service  Plans. 
American  Telephone  &  Telegraph  Co., 
Neiv  York,  N.Y. 

Dear  Sam  :  During  the  past  five  months,  several  Hotel-Motel  Service  cus- 
tomers throughout  our  Company  have  considered  proposals  from  outside  sup- 
pliers of  PABX  Systems  for  the  installation  of  non-Bell  Systems. 

Of  the  hotel-motel  customers  who  have  given  serious  consideration  to  the 
outside  supplier's  systems,  most  found  that  our  competitor's  systems  required 
less  floor  space  and  had  a  lower  monthly  lease  rate  than  our  Hotel-Motel 
Service  Offering  with  conventional  serving  vehicles. 

Based  on  preliminary  information  we  had  received  from  AT&T  concern- 
ing the  770A  PBX  System,  we  saw  in  it  Ihe  opportunity  to  overcome  the  floor 
space  and  cost  disadvantages  inherent  in  the  701B  PBX  System.  Since  neither 
firm  cost  data  nor  suggested  rates  were  available  for  the  770A  PBX  System, 
we  developed  rates  on  a  system-by-system  approach  based  on  estimated  costs 
from  Western  Electric. 

We  have  since  evaluated  our  initial  Order-of-Magnitude  770A  PBX  rates  by 
comparisons  with  competitor's  system  rates,  with  rates  being  applied  by  other 
Associated  Companies,  and  with  rates  suggested  by  AT&T.  These  comparisons, 
together  with  the  adjustments  we  have  made,  are  outlined  in  the  attached 
material.  .  „„ 

We  must  meet  competition.  Whether  additional  adjustments  in  our  uOA 
PBX  System  rates  will  be  necessary  in  order  for  us  to  meet  competition  re- 
mains to  be  seen.  Our  770A  PBX  rates,  however,  continue  to  be  in  excess  of 
those  suggested  bv  AT&T  and  our  present  Tariff-filed  701B  PBX  rates. 

We  ask  your  ideas  and  suggestions,  in  the  light  of  the  attached  material, 
concerning  the  procedures  we  are  using  to  develop  rates  for  770A  PBX  instal- 
lations for  our  hotel-motel  customers  and  how  we  can  reconcile  the  major 
differences  reflected. 

Very  truly  yours. 


Lou. 


Attachment : 

Memorandum 


While  the  proposals  presented  to  hote'.-motel  customers  differed  from  sys- 
tem to  system,  all  had  two  basic  characteristics :  ^  «       ^.     <- 

1  A  monthly  lease  arrangement  for  n  minimum  period  of  from  five  to  ten 
years  with  maintenance  included  in  the  monthly  lease  on  a  standard  or 
optional  basis. 
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2.  An  outright  sale  arrangement.  Most  of  the  proposals  had  an  optional 
maintenance  contract. 

Of  the  hotel-motel  service  customers  who  gave  serious  consideration  to  an 
outside  supplier's  system,  most  were  interested  in  the  lease  arrangement. 
Generally,  they  found  two  characteristics  attractive  in  our  competitor's  sys- 
tems when  compared  with  our  proposal : 

1.  The  floorspace  required  by  the  competitor's  system  was  substantially  less 
than  that  required  by  our  701B  PBX  system.  The  701 B  PBX  system  is  the 
primary  serving  vehicle  for  our  dial  Hotel-Motel  Service  offering. 

2.  The  monthly  lease  amount  for  the  competitive  PABX  systems  was  usually 
less  than  that  for  our  Hotel-Motel  Service. 

Based  on  the  information  we  had  received  from  AT&T  concerning  the  770A 
PBX  system,  we  saw  in  it  an  opportunity  to  overcome  the  floorspace  and  cost 
disadvantages  inherent  in  our  Hotel-Motel  Service  offering  with  the  701B 
PBX  as  a  serving  vehicle.  The  770A  PBX  was  to  be  a  low-cost  vehicle  with 
modular  design. 

In  an  effort  to  meet  both  competition  and  our  customers'  request  for  a  low- 
cost  space-saving  vehicle,  we  contacted  AT&T  for  cost  data  and  suggested 
monthly  rates  for  the  770A  PBX.  We  were  advised  that  firm  cost  data  had  not 
been  received  from  Western  Electric.  We  wei'e  also  advised  that,  since  cost 
data  was  not  available,  recommended  rates  had  not  been  developed.  We  were, 
however,  given  estimated  costs  for  the  770A  PBX. 

Based  on  the  estimated  cost  data,  we  began  rate  development  on  a  system- 
by-system  basis  for  installations  that  were  subject  to  loss  to  competition.  We 
have  since  been  receiving  questions  and  comments  from  AT&T,  Western  Elec- 
tric, and  our  customers  concerning  the  rates  we  had  developed. 

ATTACHMENT  I.— COMPARISON  OF  MONTHLY  RATES 


North- 

North- 

South- 

South 

western  * 

western* 

western  2 

Central  ^ 

Southern  3 

(Nebraska) 

(Minnesota) 

Hotel  trunks  i («) 

Attendant  console $200.00 

Powerplant.... 90.00 

Toll  diverting 120.00 

Common  equioment 370.00 

10-guest  stations 714.00 

30-Adm.  stations _ 

6-guest  single  digit  dialing  codes 57.00 

Message  waiting  service: 

2-cabinets .._ 23.00 

10-lights 108.50 

Passage  register  service  cabinet 11.00 

10-registers 155.00 

20-trunks  equipped 125.00 

Central  office  trunk  terminal 

Touch-tone... 680.00 

Total  including  touch-tone $2,653.50 

Total  with  touch-tone 1,973.50 


(»)  (»)  (»)  («) 

(6)  (6)  $50.00  («) 

(6)  (6)  (6)  («) 

(6)  $110.00  (5)  (») 

$520.00  675.00                60.00  $100.00 

480.50  465.00              893.00  872.50 

52.50                52.50 _  75.00 

(8)  28.50                24.00  24.00 

""'155.60 155."  00'"" i24.'00 i24.'00 

"""191."  50 i9i."50 ise.'OO  34L00 

20.00  20.00 

78.00 _ 

365.00  365.00  365.00  365.00 

$1,862.50         $2,062.50         $1,702.00  $1,901.50 

1,497.50  1,697.50  1,337.00  1,536.50 


1  Trunk  rates  are  excluded  due  to  differences  in  rate  structures. 

2  Rates  used  are  those  approved  for  the  Camelot  Inn  installation  in  Little  Rock,  Ark. 

3  Rates  based  on  estimated  costs  for  Nippon  HA4-09  PBX  System. 

*  Rates  are  based  on  current  Hotel/Motel  Service  Tariff  rather  than  being  based  on  770A  PBX  System  costs. 
« Omitted. 
KCom.  Eq.). 


Attachment  II 

St.  Louis,  Octoher  — ,  1911. 

Mr.  Bailey:  Your  letter  of  October  15,  1971,  to  Mr.  Bonsack  included  a 
comparison  of  our  Order-of-Magnitude  rates  with  those  that  were  being  sug- 
gested by  AT&T.  The  AT&T  suggested  rates  included  in  the  letter  had  not, 
at  the  time,  received  executive  approval.  They  were  relayed  to  us  verbally 
in  order  to  help  in  our  analysis  of  the  Order-of-Magnitude  rates  we  were 
applying  to  the  770A  PBX  system. 

We  have  now  received  AT&T's  suggested  rate  treatment  for  the  Hotel-Motel 
Service  Package  utilizing  the  770A  PBX  system. 
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Attachments  A  through  D  include  comparisons  of  our  Orcler-of-Magnitude 
rates  with  AT«&;T  suggested  rates  for  four  actual  systems  we  have  rated.  The 
AT&T  suggested  rates  include  the  application  of  standard  Tariff  rates  for 
certain  service  items,  such  as  trunks,  message  waiting  light  service,  message 
register  service,  and  TOUCH-TONE  Calling  Service. 

In  the  four  systems  we  evaluated,  our  monthly  rates  ranged  from  $3.00  per 
month  to  $45.75  per  month  more  than  the  AT&T  rates,  which  makes  our  rates 
much  more  in  line  than  we  had  believed  from  the  information  available  to  us. 
Also,  the  AT&T  rates  include  substantial  installation  charges  that  do  not  apply 
to  our  Order-of-Magnitude  rates. 

Attachments : 

Competition 

The  inclination  of  our  customers  to  change  from  Bell  to  non-Bell  service 
is  increasing  at  an  alarming  rate.  Following  are  some  pertinent  comparative 
statistics  and  comments : 

Lost  Cases  (Company) 

1970— one  lost  PBX  or  Key  Telephone  System  every  5.4  calendar  days— 
or  68  lost  cases. 

1971  (first  nine  months)  one  lost  PBX  or  Key  Telephone  System  every  1.4 
calendar  days — or  195  lost  cases. 

Lost  Stations  (PBX  Stations  or  Key  Systems  Telephones) 

1970 — competition  captured  a  little  over  500  stations  from  us  every  month. 

1971 — Today  we  are  losing  about  1,000  stations  a  month  to  competition. 

Other  indicators  of  significant  competitive  growth — 

Major  business  concerns  entering  the  field  of  communications.  Example — 
Brown  and  Root  of  Houston,  sees  our  large  PBX  and  Centrex  customers  as  a 
lucrative  market  and  have  "thrown  their  hat  in  the  ring"  as  a  supplier  of  total 
communications  systems. 

Increases  in  the  number  of  communications  suppliers.  Example — Fourteen 
new  competitors  have  emerged  in  just  the  last  eighteen  months  in  Houston. 

Architects  are  involved  in  an  increasingly  large  number  of  cases  where 
customers  are  considering  non-Bell  service.  These  architects  assume  the  role  of 
communications  consultants  for  all  practical  purposes. 

The  following  steps  will  help  us  stay  ahead  of  competition  in  the  future: 

1.  Handle  competitive  requests  with  specialists  who  can  professionally  present 
Bell  System  benefits. 

2.  Maintain  continuity  of  "face  to  face"  "servicing"  type  contacts  with  cus- 
tomers in  our  vulnerable  markets,  i.e.,  motels,  hospitals,  etc.,  and  lessen  their 
desire  to  "shop  around." 

3.  Provide  adequate  staff  support  at  headquarters  and  the  areas  to  do  a 
better  job  of  identifying  vulnerable  customers,  tracking  specific  equipment  and 
vendors  and  develop  aggressive  competitive  strategy. 


Exhibit  18.— Materials  Prepared  For  Use  At  Presidents'  Conference  of  May 

1972 

April  12,  1972. 

Mr.  Lindholm  :  Attached  are  replies  to  my  recent  letter  to  members  of  the 
Presidents'  Conference  requesting  suggestions  for  the  agenda  of  our  May  8-1- 
meeting.  You  will  recall  that  my  letter  asked  two  questions :  , 

What    matters    of    System-wide    significance    warrant    the    top   priority 
attention  of  AT&T's  new  management  team  noiv"} 

And,  for  the  longer  term,  what  issues  confronting  our  business  warrant 
priority  attention  by  our  newly  established  Corporate  Planning  organiza- 
tions? ,         ,  *  /i\ 
Thus  the  attached  replies  provide  a  measure  of  the  conferees   sense  of  (i) 
the  immediacy  and  (2)  the  long-term  significance  of  the  problems  we  confront. 
I  have  removed  identifications  from  these  letters  not  to  preserve  anonymity 
but  to  focus  attention  on  what  is  said  rather  than  who  said  it.              . ,      .       -  „ 
I    hope  we   can   structure   our   Presidents'   Conference   to   provide   for   full 

discussion  of  these  concerns.  ,  , 

A.  voN  Auw. 
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Question  two :  For  the  longer  view,  the  issue  of  competition  should  be  high 
on  the  priojyity  list,  and  as  a  part  of  this,  the  old  question  of  "what  is  our 
business?"  needs  to  be  reexamined. 

Your  recent  letter  asked  first  for  matters  of  broad  significance  which  warrant 
top  priority  attention  at  AT&T  now  and,  for  the  longer  term,  the  big  issues 
confronting  our  business. 

A  second  response,  still  to  the  first  question,  which  should  occupy  some  at- 
tention right  now,  is  to  develop  a  greater  awareness  of  the  competitive  world. 
We  certainly  would  benefit  from  a  greater  understanding  of  the  competitive 
nature  of  our  business  today  by  our  employees.  We  have  done  some  work  on 
this  in  a  variety  of  forms  in  Pennsylvania  and  have  found  an  interested  and 
receptive  audience. 

In  the  competitive  world,  the  Bell  System  will  have  to  face  the  cold  facts 
on  the  attractiveness  and  cost  value  of  its  products.  That  is  to  say,  if  vertical 
integration  does  in  fact  give  us  an  advantage,  we  should  be  able  to  demonstrate 
it  in  our  sales  price,  lease  arrangement,  or  monthly  charges.  If  we  are  unable 
to  meet  the  competition  on  even  terms,  we  should  find  out  how  to  change  that. 
In  this  regard,  an  agenda  item  which  I  have  mentioned  to  you  before,  would 
be  to  discuss  broader  user  options,  particularly  the  sale  of  Bell  System  equip- 
ment to  users. 

This  replies  to  your  memo  of  March  30  regarding  the  agenda  for  the  May 
Presidents'  Conference.  I  offer  these  thoughts  : 

Regarding  question  one — the  "now"  problems : 

2.  Can  we  better  define  and  articulate  our  position  on  interconnection, 
certification,  state  v.  federal  dominance  in  this  arena,  etc.?  During  April  we 
may  be  obliged  to  express  tentative  Bell  views  to  NARUC  and  to  the  inde- 
pendents on  this  subject. 

3.  Should  we  have  a  better  defined  policy  on  going  to  usage-sensitive  pricing? 
We  talk  about  it,  but  we  have  nothing  (or  very  little)  in  the  construction 
budget  to  get  there  from  here. 

We  need  to  chart  a  much  clearer  competitive  course.  Decide  how  much 
of  the  market  we  want,  concentrate  on  it  and  quit  wasting  resources  and  capital 
on  the  rest  of  it. 

i.e. — mobile  telephone  service?  Air  to  ground?  Certain  intercity  data  services? 
Number  and  type  of  data  sets?  Size  of  the  terminal  product  line  for  both  the 
business  and  residence  markets — we  need  to  cut  our  inventory  costs  for 
example. 

Of  high  priority  is  a  new  posture  regarding  regulation.  How  are  we  going 
to  tell  our  story  to  the  nation  and  to  regulators  so  they  can  understand  and 
assume  their  share  of  the  responsibility  for  the  nation's  communications  serv- 
ice. We  are  on  a  course  of  failure !  I  believe  many  regulators  are  actually 
willing  to  permit  some  failures  as  a  foundation  for  public  support  they  feel  they 
need  for  allowing  adequate  earnings.  Are  we  willing  for  this  to  happen? 

A  decision  regarding  whether  in  the  long  run  we  need  to  split  off  the  com- 
petitive aspects  of  the  business  needs  to  be  made  and  long  range  plans  for  how 
we  operate  in  light  of  that  decision  needs  to  be  formulated. 

1.  What  we  need  now  is  much  clearer  guidance  from  AT&T  on  new  customer 
services — what  we  should  offer  and  what  we  should  not  offer.  This  question  is 
complicated  by  the  uncertainties  arising  from  competition  and  the  interconnec- 
tion issue.  Over  the  years  we  have  developed — in  the  Laboratories,  in  Western 
Electric — the  resources  to  respond  to  new  needs,  new  competitive  thrusts.  But 
we  need  a  clearer  definition  of  how  those  resources  ought  to  be  applied.  Are 
we,  for  example,  going  to  sell  directly  to  the  customer?  We  need  an  early 
decision  on  that  one. 

This  is  in  reply  to  your  letter  in  connection  with  the  Agenda  for  the  up- 
coming Presidents'  Conference  soliciting  my  response  to  two  questions : 

1.  Matters  warranting  top-priority  attention  note : 

C.  While  "What's  our  business?"  has  been  almost  a  continuous  subject  of 
discussion  for  many  years,  there  still  seems  to  be  a  pervasive  lack  of  under- 
standing of  the  subject  and  knowledge  of  the  source  of  most  of  our  earnings. 
A  strong  clarification  from  the  top  policy  level  is  required.  To  do  this  success- 
fully, it  must  be  the  result  of  a  consensus  among  the  Presidents'  Conference 
group  and  be  understood  at  all  levels. 

Immediate  Concerns 

2.  Where  should  we  be  heading  in  the  Station  Terminal  Market?  Is  NAP 
the  best  answer? 
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Following  are  the  comments  we  have  to  the  two  questions  you  posed  In  your 
March  30,  letter  concerning  the  May  8-12,  Presidents'  Conference  agenda : 

1.  Matters  of  system  wide  significance  that  warrant  top  priority  attention 
now. 

a.  In    re-deflning   our   corporate   purpose,   what   products   and    services 
should  we  offer  our  cusromers  so  that  we  can  perform  effectively  in  the 
expected  economic,  political  and  social  environment? 
This  letter  is  in  reply  to  your  of  March  30  asking  two  questions  of  great 
importance. 

1.  What  matters  of  Bell  System-wide  significance  warrant  the  top  priority 
attention  of  ATt&T's  new  management  team  now? 

First,  I  would  list  the  general  subject  of  meeting  competition.  A  great  deal 
is  being  done  about  this,  but  it  does  not  seem  to  me  properly  coordinated  nor 
does  it  appear  that  the  entire  corporate  structure  is  uniformly  or  unitedly 
addressing  itself  to  this  major  problem.  I  am  reasonably  certain  that  we  are 
competing  for  business  which  is  unprofitable,  that  we  are  losing  business  we 
should  not  lose  and  that  we  are  retaining  business  we  should  not  retain.  We 
need  better  cost  studies,  changes  in  the  system  of  accounts,  an  awareness 
that  this  is  a  corporate  problem  and  not  a  Marketing  Department  one  and  a 
public  relations  and  information  program  to  accompany  top  management  efforts. 
The  recent  issue  of  Illinois  Bell's  magazine  is  a  good  example  of  the  latter.  In 
recent  days,  we  have  beten  able  to  convince  our  union  leadership  that  this 
is  a  corporate  problem  and  their  Executive  Board  has  met  with  our  Marketing 
Committee  in  an  effort  to  learn  more  about  the  scope  of  the  problem.  The 
involvement  of  the  average  employee  in  concern  about  competition  is  some- 
thing that  badly  needs  to  be  done  and  will  require  "top  priority  attention." 

1.  What  matters  of  Bell  System-wide  significance  warrant  the  top  priority 
attention  of  AT&T's  new  management  team  now'i 

Response  to  competition  on  the  part  of  Bell  System  companies.  There  is  little 
guidance  on  what  our  objective  is.  For  example,  in  the  PBX  competition  field, 
I'vet  taken  the  position  that  Illinois  wants  all  the  business  it  can  get  and  will 
use  all  its  resources  to  get  it.  Some  companies  take  the  position  that  if  saving 
a  PBX  means  new  capital,  forget  it.  Naturally,  I  don't  think  I  need  the  guid- 
ance, but  someone  may  be  wrong  here  and  the  subject  is  at  least  worth  a  policy 
clarification. 

In  response  to  your  recent  request  for  agenda  items  and  your  two  questions, 
I  have  separated  my  response  into  current  and  long  range  items.  Any  of  these 
would  be  worthwhile,   in  my  opinion,  for  discussion  at  the  Presidents'  Con- 
ference. 
Current 

Station  End  of  the  Business  : 

Cost  reduction  areas — Western  Electric  Co.,  Bell  Telephone  Laboratories, 
Operations 
Technological  improvements  in  hardware 
Method  research  to  minimize  cost — maximize  productivity 
Pricing — (after  the  above)  to  recover  cost 
As  far  as  long-term  issues  are  concerned,  I  believe  we  would  benefit  by  a 
discussion  on  pricing.  Whatever  aspect  we  choose  would  be  productive. 

Perhaps  another  item  would  be  a  reappraisal  of  our  stance  on  competition. 
In  view  of  our  substantial  needs  for  new  capital,  is  there  some  prudent  way 
that  we  can  redefine  the  scope  of  our  responsibility  by  not  trying  to  compete 
in  areas  where  others  can  serve  well  and,  in  so  doing,  reduce  our  new  capital 
requirements?  Equipment  on  the  customer's  premises  offers  this  possibility. 

Here    are    some    suggestions    on    possible    topics    for    the    May    Presidents' 
Conference : 
Matters  that  warrant  top  priority  attention  vote 

Market  coordination  and  strategy:  So  we  might  apply  our  resources  more 
intelligently  and  more  profitability,  better  knowledge  about  the  relative 
profitability  of  our  various  services  is  badly  needed. 

The  following  matters  of  Bell  System-wide  significance  warrant  the  top 
priority  attention  of  A.T.&T.'s  new  management  team  : 


4633 

1.  Concentrate  on  getting  the  Bell  System  Companies  to  perform  as  a  System 
instead  of  a  number  of  individual  entities.  This  will  require  policy  decisions 
and  statements  on  such  things  as — 

b.  Certification  of  terminal  apparatus  by  the  F.C.C. 

c.  Sale  of  inside  wiring  and  terminal  apparatus. 

d.  Network  Access  Pricing. 

The  following  issues  warrant  attention  by  the  Corporate  Planning  Orga- 
nization : 

2.  Review  our  pricing  methods  to  be  sure  they  are  consistent  with  what  others 
are  doing  today. 

Defining  the  nature  of  our  business  is  a  vital  task.  We  are  not  a  total  com- 
munications company  and  the  boundaries  must  be  continuously  redefined  or 
reaffirmed.  We  have  eschewed  the  provision  of  the  business  machines  that 
connect  to  our  lines,  and  the  store  and  forward  switches  that  interconnect 
our  lines.  Will  we  also  consign  the  house  wiring  to  the  customer?  Will  we 
eventually  decline  to  provide  CU  PBXs?  These  questions  lead  towards  an 
evaluation  of  our  role  as  a  retailer,  as  opposed  to  a  wholesaler,  of  communica- 
tions. We  are  already  in  the  wholesale  business,  i.e.,  TWX.  Should  we  extend 
this  to  other  entities,  such  as  MCI  and  Datran,  and  under  what  conditions? 
Can  we  retail  a  service  and  simultaneously  wholesale  facilities  to  a  competitor 
for  that  service?  As  a  service  industry,  we  must  be  clear  as  to  whom  it  is  that 
we  serve. 

The  entire  question  of  competition  is  of  concer  ninternally.  How  do  we 
operate  a  business  which  is  part  competitive  and  part  monopoly?  This  is  a 
different  question  from  that  of  our  public  posture  towards  competition ;  it 
embraces  how  we  inform  a  million  employees  by  word  and  deed  just  how 
they  are  to  act  in  those  philosophically  divided  endeavors. 

As  far  as  our  May  Conference  is  concerned,  I  would  personally  benefit  from 
a  pro  and  con  presentation  and  open  discussion  of  the  question  of  Network 
Access  Pricing.  I  have  just  read  John  deButts'  interview  in  Telephony  Maga- 
zine. It  seems  rather  obvious  that  Mr.  deButts  feels  strongly  about  the  end- 
to-end  philosophy  of  our  service  offering.  The  whole  question  of  certification 
and  its  ultimate  effect  on  our  involvement  in  the  terminal  end  of  our  business 
is  one  that  needs  more  airing. 

In  response  to  your  request  of  March  30,  I  have  the  following  two  suggestions 
for  possible  discussion  at  our  May  Presidents'  Conference : 

1.  In  my  mind,  our  pricing  policies  deserve  our  top  priority  attention  at  this 
time.  Much  has  been  discussed,  but  I  believe  that  we  should  be  considering 
further  action  as  regards  present  ownership  of  station  equipment,  concurrent 
trials  of  fiexible  pricing  policies  in  the  residence  market,  and  how  best  to 
move  from  flat  area  calling  provisions  which  we  espoused  for  the  last  dozen 
years  back  to  a  more  flexible  usage-related  pricing  procedure.  Also,  the  matter 
of  possible  changes  in  our  accounting  practices  involving  the  capitalizing  vs 
expensing  of  certain  costs  warrants  our  immediate  attention. 

Pbesidents'  Confekence  "Commitments,"  Key  Largo,  Fla. — May  12,  1972 

Marketing  Organization/ Strategy 

AT&T's  marketing  organization  will  be  restructured  to  provide  strong  leader- 
ship to  a  dynamic  total  marketing  effort  involving  the  full  range  of  our  products 
and  services. 

An  over-all  Bell  System  marketing  "strategy"  will  be  developed  in  the  in- 
terest of  establishing  our  own  initiative  in  the  field  as  distinguished  from 
"plugging  gaps"  in  response  to  competition. 

Interconnect  ion/ Certification 

The  apparent  differences  between  Bell  System  viewpoints  on  interconnection 
matters  expressed  to  Federal  regulatory  authorities  and  those  expressed  to 
state  regulators  will  be  resolved :  we  will  have  one  policy. 

AT&T  will  develop  materials  to  help  the  companies  convey  to  regulators  and 
the  public  the  potential  long-term  public  interest  consequences  of  further 
liberalization  of  interconnection  policy  by  certification  or  otherwise. 

More  broadly,  with  respect  to  interconnection  matters,  AT&T  commits  itself 
to  the  development  of  a  strategy  that  will  best  assure  our  continued  ability  to 
do  our  best  for  the  public  and  do  so  profitably. 
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Network  Access  Pricing 

The  Network  Access  Pricing  Plan  will  be  fully  readied  for  implementation 
in  the  event  of  certification. 

Ownership  of  Inside  Wiring  and  Terminal  Equipment 

The  EPC  will  consider  whether  the  Bell  System  should  adopt  a  policy  of 
outright  sale  of  inside  wiring  and  of  terminal  gear  even  at  the  risk  of  pre- 
cipitating certification.  Conclusions  will  be  reported  to  the  conferees. 

3.  What  is  our  business? 

I  think  this  is  a  subject  that  needs  to  be  brought  out  and  again  "dusted  off" 
to  see  whether  or  not  we  are  all  thinking  alike  in  terms  of  competition  and 
the  kinds  of  businesses  in  which  we  really  ought  to  be  engaged  and  in  which 
we  should  vigorously  compete  as  opposed  to  those  which  might  very  well  be 
handed  by  someone  else.  As  a  very  simple  example,  I  have  in  find,  maritime 
service. 

4.  Competition 

While  the  policy  has  been  pretty  well  emphasized,  I  think  we  need  to  continue 
to  discuss  from  time  to  time  how  much  of  an  all-out  effort  we  can  and  will 
make  in  the  terminal  equipment  field.  Can  we  really  compete  effectively  in 
view  o  fthe  number  of  competitors  who  are  not  concerned  about  obsolescence 
or  the  kind  of  regulators  we  have  that  seem  not  to  want  to  allow  enough  de- 
preciation to  meet  the  competition  with  new  models.  This  will  employ  large 
amounts  of  capital.  How  much  real  study  has  been  given  to  the  alternatives? 

6.  Advertising  and  Marketing  Expenses 

Commissions  around  the  country  are  beginning  to  question  all  utilities  in  this 
area  and  perhaps  we  should  have  a  good  discussion  on  our  forms  of  advertising 
and  our  marketing  expenditures. 

As  you  can  see,  there  is  really  nothing  new  here,  but  perhaps  you  might  get 
an  idea  or  two. 
Sincerely, 

Bud. 

Cincinnati  Bell  Inc., 
Cincinnati,  October  5,  1972. 
Mr.  A.  VON  Auw, 
Vice  President, 

American  Telephone  &  Telegraph  Co., 
New  York,  N.Y. 

Dear  Al:  Thank  you  for  your  letter  of  September  21st.  I  don't  know  how 
helpful  I  am  going  to  be,  but  I  am  going  to  do  my  best.  I  could  reiterate  the 
last  three  of  my  four  suggestions  made  about  18  months  ago  and  frankly 
they  would  not  change  one  bit. 

A.  Unbundle  our  price  structure. 

B.  Station  Equipment:  Sell,  lease  or  use  present  system — give  the  cus- 
tomer the  alternatives. 

Why  should  it  take  us  18  months,  and  plus  the  Lord  only  knows  how  many 
more  months,  to  make  a  decision  on  unbundling? 

Why  should  it  take  18  months,  plus  the  Lord  knows  how  many  months, 
to  make  a  decision  on  selling  our  station  equipment,  inside  wiring,  and  what 
have  you. 

Station  equipment  has  been  the  bane  of  our  existence  and  one  only  needs 
to  check  as  to  what  portion  of  our  construction  programs  is  composed  of  sta- 
tion equipment  (30-35%)  and  then  inventory  the  installed  plant  equipment 
on  any  given  day  to  know  that  it  is  our  trouble  spot,  for  it  constitutes  only 
about  15%,  not  to  mention  the  capital  requirements.  Why  should  we  not,  if 
we  wish  to,  dispense  with  station  equipment.  I  am  not  arguing  for  or  against 
it  here — I  am  arguing  that  we  should  make  a  decision. 

Last,  but  certainly  not  least  by  any  means,  is  converting  our  flat  rate  areas 
to  charges  based  on  usage.  Again,  we  have  been  going  along  for  years  and  we 
talk  constantly  about  it,  but  just  how  far  and  how  much  have  we  accom- 
plished ?  I  have  vet  to  see  the  equipment  that  can  measure  usage. 

Now  for  a  "last,  last"  suggestion:  we  are  talking  strongly  that  our  instal- 
lation 'charges  should  go  up  to  $60  and   I  have  no  trouble  with  the  general 
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concept,  but  I  just  wonder  whether  we  should  not  set  our  installation  charges 
on  the  basis  of  a  uniform  charge  to  cover  line,  central  oflBce  connection,  com- 
mercial costs,  accounting  costs,  paper,  etc.,  plus  the  actual  field  installation 
costs  with  a  profit.  It  just  isn't  fair  to  charge  a  customer  the  same  amount 
if  he  has  jacks  in  his  home  as  a  man  who  is  building  a  house  and  we  prewire 
it.  It  makes  no  sense  and  is  really  contrary  to  our  general  philosophy  about 
directory  assistance  charges. 
Sincerely, 


NEW  Jersey  Bell, 

October  3,  1972. 
Mr.  Alvin  von  Auw, 
V'ice  President, 

American  Telephone  d  Telegraph  Co., 
New  York,  N.Y. 

Dear  Al:  In  response  to  your  request  for  agenda  items  to  be  discussed 
in  the  Presidents'  Conference,  I  would  like  to  submit  the  following : 

Competition 

Although  I  think  we're  competing  well  in  the  PBX  market,  we  find  in  New 
Jersey  a  definite  void  in  being  able  to  meet  competition  in  the  Key  market. 
Problems  arise  in  this  market  because  of  glamour  features  as  well  as  our 
inability  to  know  where  the  competition  is  striking,  often  until  it  is  too  late 
to  be  effective. 
Certification 

Although  we  discussed  this  item  at  Key  Largo,  I  do  believe  we  need  further 
discussion  on  this  item  as  well  as  indication  of  our  long  range  policy 
considerations. 

Network  Access  Pricing 

Most  companies,  I  believe,  are  in  a  holding  action  and  awaiting  further 
clarification  of  our  long  range  plans  concerning  this  concept. 

Presidents'  Conference, 
Key  Largo,  Fla.,  May  8,  1972. 
A.  VON  Auw 

priorities 

Number  one  is  the  profitability  of  our  enterprise.  Our  earnings  problems 
continue  to  be  so  critical  it  is  difficult  to  put  a  top  priority  on  anything 
else. 

It  is  a  very  real  question  whether  current  goals,  demanding  as  they  are, 
are  adequate.  Can  we  really  turn  our  earnings  performance  around  fast 
enough  to  move  the  stock  price  to  a  point  where  equity  financing  is  feasible? 
It  is  difficult  to  believe  that  a  gradual  improvement  to  th"  $4.25  range  will  move 
the  market  fast  enough. 

Certainly  so  long  as  wages,  taxes,  interest  and  other  costs  outpace  income 
gains,  repricing  must  continue.  Adequate  earnings  are  necesary  to  obtain  suffi- 
cient capital  to  meet  our  construction  needs — on  which,  in  turn,  our  ability 
to  provide  adequate  service  depends. 

At  the  same  time,  substandard  service  in  these  days  of  vocally  effective  and 
irritable  consumers  is  becoming  so  politically  unacceptable  that  it  is  hampering 
our  ability  to  increase  rates.  Thus  we  confront  a  mounting  dilemma  that 
must  be  resolved.  Hotc  remains  the  number  on  Bell  System  problem. 

Pricing/Rate  Structure 

It  seems  obvious  that  regaining  a  sustained  upward  trend  on  profitability 
cannot  be  accomplished  by  traditional  remedies — expense  control,  cutting 
construction  programs,  repricing — helpful  as  they  may  be  for  the  short  run. 
We  must  examine  the  alternatives. 

Obviously  we  must  ask  ourselves  whether  we  are  fully  exploiting  all  po- 
tential cost  reduction  areas — in  the  Laboratories,  in  Western  Electric,  in 
operating  methods,  with  a  view  to  minimizing  cost  and  maximizing  produc- 
tivity. At  the  same  time,  we  must  recognize  that  we  urgently  need  a  long-range 
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look  at  our  rate  and  tariff  schemes  in  order  to  devise  a  viable  strategy  for  the 
future.  More  specifically,  we  need  a  new  and  innovative  look  at  the  way  we 
provide  local  service.  The  problem  of  controlling  and — hopefully — reducing  the 
rapidly  rising  local  exchange  costs  requires  a  more  searching  study  of  possible 
usage  sensitive  pricing  schemes  that  we  have  had  to  date. 

And  should  we  not,  for  example,  adopt  a  policy  that  we  will  engineer  only 
for  peak  loads  in  premium  rate  periods?  And  don't  we  need  firm  plans  to 
extricate  ourselves  from  the  horrors  of  large  flat-rate  calling  areas? 

On  these  matters  the  Bell  companies  must  perform  as  a  System  instead  of 
a  number  of  individual  entities.  This  will  require  System  policy  decisions  on 
such  things  as  charging  for  directory  assistance,  certification,  sale  of  inside 
wiring  and  terminal  apparatus  and  network  access  pricing. 

At  a  minimum  our  efforts  to  re:luce  capital  needs  must  include  further 
refinements  with  respect  to  that  criterion  we  apply  to  the  timing  and  sizing  of 
central  oflSce  and  outside  plant  construction,  renewed  efforts  to  improve  de- 
preciation schedules  and  a  fresh  look  at  the  question  of  owning  vs  lea.sing 
buildings  and  motor  vehicles. 

At  the  same  time,  we  need  to  accelerate  our  exploration  of  the  feasibility  of 
collecting  capital  contributions  from  customers  at  the  time  of  installation,  re- 
assigning these  charges — or  some  portion  of  them — from  capital  to  expense. 

Now  two  heresies. 

The  first :  to  assure  coordination  of  rates  of  growth  in  capital  expenditures, 
expenses  and  revenues,  should  we  consider  adopting  a  policy  of  relating  con- 
struction to  earnings,  state  by  state?  It  is  difl^cult  to  explain  to  State  A  that 
it  is  not  subsidizing  State  B.  Perhaps  we  should  take  the  position  that  we  will 
furnish  good  service  to  all  existing  customers  but  that  service  to  new  customers 
will  depend  on  the  level  of  earnings. 

Second  heresy :  perhaps  we  ought  to  reappraise  our  stance  on  competition, 
viewing  it  not  as  a  threat  but  an  opportunity.  In  view  of  our  capital  needs, 
is  there  some  prudent  way  that  we  can  redefine  the  scope  of  our  responsibility 
by  electing  not  to  compete  in  areas  where  others  can  serve  well?  Equipment 
on  the  customer's  premises  offers  this  possibility. 

Competition 

What  is  our  stance  on  competition?  It  does  not  appear  that  the  entire  cor- 
porate structure  is  uniformly  and  unitedly  addressing  itself  to  this  major 
problem. 

In  the  PBX  field — to  take  just  one  exfimple — Company  A  takes  the  position 
that  it  wants  all  the  business  it  can  get  and  will  use  all  its  resources  to  get  it. 
Company  B  on  the  other  hand  takes  the  position  that  if  saving  a  PBX  sale 
means  new  capial,  forget  it.  Possibly,  although  not  necessarily,  one  of  them 
is  wrong. 

Urgently  needed,  then,  is  a  coordinated  marketing  strategy  so  that  we  may 
apply  our  resources  more  intelligently  and  profitably.  We  are.  one  suspects, 
losing  business  we  should  not  lose  and  retaining  business  we  should  not  retain. 
We  need  better  cost  studies,  better  knowledge  of  the  relative  profitability  of 
various  services.  We  need  to  decide  how  much  of  the  market  we  want,  con- 
centrate on  it  and  quit  wasting  resources  and  capital  on  the  rest  of  it. 

And  we  need,  above  all,  an  awareness  that  competition  is  a  corporate  problem 
and  not  just  a  marketing  problem.  Involving  employees — all  employees — in  our 
response  to  competition  requires  top  priority  attention.  But  how  in  fact  do  we 
operate  a  business  that  is  part  competitive,  part  monopoly?  And  how  by  word 
and  deed  do  we  inform  a  million  employees  just  how  they  are  to  act  in  these 
philosophically  disparate  endeavors? 

In  the  competitive  world,  we  in  the  Bell  System  will  have  to  face  the  cold 
fact  that  our  success  will  depend  entirely  on  the  attractiveness  and  cost  value 
of  our  products  and  services.  If,  in  fact,  vertical  integration  does  give  us  an 
advantage,  we  should  be  able  to  demonstrate  it  on  our  sales  price,  the  terms 
of  our  lease  arrangements  and  our  monthly  charges.  If  we  are  unable  to  meet 
the  competition  on  even  terms,  we  should  find  out  how  to  change  that. 

Which  brings  us  to  the  question  of  who  should  monitor  the  equipment  market- 
place—AT&T? Western  Electric?  The  associated  companies  themselves?  This 
question  is  rapidly  gaining  in  importance  as  the  number  of  outside  vendors 
increases.  As  it  grows  in  urgency,  surely  we  will  be  called  upon  to  define — as 
clearly  and  objectively  as  we  can — those  areas  where  the  advantages  of  com- 
petition outweigh  the  advantages  of  vert:;'al  integration — and  vice  versa. 
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Regulatory  Relationships 

Not  all  these  questions  are  ours  alone  to  answer :  regulation  will  have  its 
say. 

How,  then,  are  we  going  to  tell  our  story  to  regulators  so  they  can  understand 
and  assume  their  share  of  the  responsibility  for  the  nation's  communications 
service?  Specifically  the  increasing  restrictions  imposed  by  the  FCC  are  a 
serious  concern.  Already  roadblocks  to  tiling  new  tariffs  and  providing  new 
services,  coupled  with  long  delays  in  the  receipt  of  regulatory  api)roval,  are 
beginning  to  impair  our  ability  to  serve  and  significantly  increase  our  costs. 
To  reverse  this  trend  we  need  an  aggressive  stance  on  the  part  of  our  top 
management  on  the  national  scene.  We  must  speak  out  strongly  for  what  is 
right  for  our  customers,  the  general  public. 

Separations  pose  a  particularly  vexing  regulatory  issue.  In  a  competitive 
future  how  long  can  we  tolerate  the  illogical  methods  in  use  today?  Still 
looking  ahead,  in  a  few  years  we  will  in  all  likelihood  face  the  problem  of  an 
increasing  interstate  rate  of  return  and  a  decreasing  intrastate  rate  of  return. 
What  should  our  response  be  to  the  predictable  political  pressures?  What  is 
right  economically? 

Regulation  referees  settlements,  too.  Under  present  methods,  the  cost  study 
basis  for  settlements  is  resulting  in  significantly  greater  costs  for  us  while  the 
"cost-plus"  approach  virtually  guarantees  the  independents  a  profit  at  our 
expense.  There  must  be  a  better  way.  What  is  it? 

What  in  the  final  analysis  do  we  want  the  role  of  regulation  to  be?  The 
deepening  schism  between  the  state  and  federal  jurisdictions,  together  with 
increasing  indications  of  public  dissatisfaction  with  the  regulatory  process  as 
we  know  it  now,  suggests  changes  ahead  in  the  form  and  function  of  regulation. 
Rather  than  be  caught  in  the  crunch,  hadn't  we  better  undertake  a  thorough 
evaluation  of  the  issues  and  options  with  a  view  to  taking  a  leadership  role 
in  whatever  evolution  awaits  regulation  in  the  U.S.? 

Orffanization 

And  are  we  organized  for  competition?  For  example,  should  we  consider 
setting  up  a  new  corporate  entity  for  direct  customer  contacts  for  installation 
and  maintenance,  restricting  the  operation  of  the  "telephone  company"  to  net- 
work management? 

Defining  the  nature  of  our  business  is  a  vital  task.  We  are  not  a  total 
communications  company  and  the  limits  and  scope  of  our  enterprise  must  be 
continuously  reaffirmed  or  redefined.  We  have  in  the  past,  for  example,  de- 
liberately eschewed  providing  the  business  machines  that  connect  to  our  lines 
and  the  store  and  forward  switches  that  interconnect  our  lines.  Looking  ahead, 
will  we  eventually  consign  the  house  wiring  to  the  customer — and  PBXs  as 
well?  We  are  already  in  the  wholesale  business — i.e.,  TWX.  Should  we  whole- 
sale on  like  terms  to  other  entities — MCI  and  Datran,  for  example?  Can  we 
simultaneously  retail  a  service  and  "wholesale"  facilities  to  a  competitor  offer- 
ing the  same  service? 

Issues  .  .  . 

How  should  the  corporation  be  organized  if  we  should  share  markets  with 
others? 

What  does  competition  mean  to  the  Bell  System's  traditional  "way  of  life"? 

What  are  the  implications  of  marketing  policy  which  "provides  a  customer 
with  anything  he  wants  as  long  as  he  is  willing  to  pay  for  it"? 

Are  there  important  new  technologies  on  the  five  to  ten  year  horizon  which 
can  be  used  to  induce  entry  of  extensive  new  sources  of  competition  ? 

Issues  .  .  . 

Can  we  define  the  network  as  a  "natural  monopoly"  which  will  remain  valid 
for  a  considerable  period  of  time? 

Can  AT»&T  develop  economic  and  social  indicators  of  the  level  of  performance 
of  the  Operating  Companies?  Can  indicators  be  used  to  detect  System  dis- 
equilibrium or  default? 

DISCUSSION 

Early  in  the  discussion,  the  question  was  raised  as  to  whether  we  should  not 
consider  the  sale  of  terminal  equipment  as  a  means  of  conserving  capital 
and,  also,  a  customer  option  useful  in  an  increasingly  competitive  market. 
It  was  observed  on  the  one  hand — that  in  view  of  the  fact  terminal  gear  and 
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its  installation  and  maintenance  represent  so  costly  and  aspect  of  our  operations 
that  action  to  this  end  is  essential  to  maintaining  a  business  of  viable  dimen- 
sions and,  on  the  other,  that  it  would  be  a  step  toward  making  ours  a  "net- 
work company  only."  Others  rejoined  to  the  effect  that  our  best  assurance  of 
avoiding  the  latter  fate  is  to  compete  effectively  in  the  station  market  and 
that  the  option  to  sell  is  a  necessary  element  in  our  competitive  strategy. 

Do  we  not,  it  was  asked,  need  to  look  to  the  long-term  consequences  of 
"spinning  off"  part  of  our  traditional  responsibilities,  risking  thereby  a  degra- 
dation of  service  for  which  we  would  be  held  at  least  in  part  responsible? 

Nonetheless,  it  was  observed,  our  options  for  significantly  reducing  future 
capital  requirements  are  narrowing  and  this  one — plus  the  option  of  selling 
inside  wiring — needs  to  be  carefully  examined. 

There  is  a  very  real  question  as  to  whether  the  significantly  increased  reve- 
nu  requirements — about  $1.0  billion — that  expensing  station  installations  would 
impose  can  be  achieved  in  a  period  when  we  are  already  seeking  significantly 
increased  rates.  Nineteen  sixty-eight,  it  was  remarked,  offered  such  an  oppor- 
tunity at  the  time  income  taxes  were  reduced.  We  need  to  be  alert  to  another 
such  occasion.  It  was  observed,  however,  that  we  need  not  undertake  "the 
whole  thing"  at  once,  that  we  could  begin  by  expensing  line  and  station 
transfers. 

Wednesday 

Competition  and  Regulation 

Moderator :  C.  W.  Owens.  Panel :  S.  E.  Bonsack,  R.  R.  Hough. 

Mr.  Owens  :  Competition  and  regulation  are  unnatural  companions — they 
do  not  go  well  together.  One  is  usually  a  substitute  for  the  other.  In  spite  of 
this  polarization,  however,  we  find  ourselves  deeply  immersed  in  both.  Because 
this  "mix"  raises  issues  of  such  complexity  we'll  want  to  explore  both  subjects 
carefully  this  morning. 

The  size  and  complexity  of  our  business  can  make  it  dangerous  to  generalize. 
When  we  speak  of  comiietition,  it  is  necessary  to  pinpoint  what  we  mean  by 
looking  at  the  segments  of  our  total  service  offerings  and  by  classifying  the 
many  forms  which  competition  can  take. 

In  basic  exchange  telephone  service  we  have  no  real  competition  for  central 
office  switching  or  for  trunk  and  loop  distribution  plant  at  the  present  time. 
They  are  coming  at  us  in  the  terminal  area,  with  competitive  items  on  the 
customers'  premises.  In  the  business  market,  there  are  losses  in  PBX's  and 
key  sets. 

We  also  meet  considerable  competition  in  the  "interface"  piece  of  our  busi- 
ness, particularly  on  data  sets,  although  we  never  have  been  the  only  supplier 
in  these  areas.  And  we  shouldn't  limit  our  interpretation  of  "competition" 
solely  to  its  impact  on  operating  telephone  companies — there  is  also  the  very 
capable  list  of  suppliers  who  make  and  sell  to  common  carriers— including 
Bell — the  basic  kinds  of  communication  gear  it  takes  to  supply  service — trans- 
mission equipment,  cable,  switching,  etc.  In  fact,  there  are  many  fundamental 
pricing  questions  concerning  products  from  our  own  supplier  that  we  should 
consider  today. 

In  the  residence  terminal  market  the  competition  is  more  fragmented  and 
harder  to  inventory.  We  have  not  standardized  a  suitable  interface,  thus  far, 
to  permit  legal  connection  of  a  customer-provided  residence  set.  But,  pressures 
are  continuing  to  build  which  makes  it  increasingly  important  to  decide  what 
our  policy  should  be  in  this  important  market  segment. 

Looking  at  the  intercity  area  of  our  business,  here  the  competition  is  coming 
on  strong.  MCI  is  in  business,  Chicago-St.  Louis,  with  about  39  customers 
using  48  circuits.  Last  week,  Datran  came  to  see  us  about  leasing  telco  facilities 
for  local  distribution — they  plan  to  be  in  business,  Houston-Dallas,  in  1973. 
Datran  is  al-so  interested  in  a  "piece-out"  arrangement  with  us.  Right  now 
the  FCC  has  applications  from  12  special  common  carriers  involving  over 
2,000  radio  tower  locations.  According  to  their  applications,  these  carriers 
plan  to  extend  services  to  80  cities  by  1973  and  to  183  cities  by  1976. 

On  the  regulatory  scene,  the  FCC  staff  pushes  for  competition  as  being  in 
the  public  interest,  claiming  that  competition  stimulates  innovation  and 
improves  customer  choices— and  that  such  benefits  outweigh  potential  losses 
in  economies  of  scale  or  possible  harms  to  network  users  from  interconnection. 
State  regulators,  however,  fear  service  degradation— separations  problems-- 
rising  costs  to  basic  users— as  consequences  of  more  interconnection  and 
competition. 
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The  scope  of  our  panel  discussion  today  will  be  to  explore  with  you  how 
competition  is  trending,  what  the  regulatory  environment  may  hold  in  store 
for  us,  how  our  response  can  be  best  contrived  and  implemented.  Each  of 
you  has  developed  strong  opinions  and  convictions  concerning  corporate 
action.  Hopefully,  our  discussions  will  act  to  effectively  pool  our  ideas  to 
gain  a  stronger  collective  perspective. 

Obviously  we  have  a  wide  range  of  discussion  topics  when  we  consider 
consider  competition  and  regulation.  Our  our  esteemed  two-man  panel  this 
morning,  Dick  Hough  will  represent  intercity  matters  and  Sam  Bonsack  will 
cover  the  exchange  service  aspects.  They  may  have  questions  to  amplify 
certain  points,  but  essentially  we  want  to  throw  the  discussion  open  to  you. 

Mr.  Bonsack.  What  is  our  philosophy  with  respect  to  competition?  On  the 
basis  of  discussions  with  Bell  System  people  in  Planning  for  Profit  seminars 
at  Lisle,  it  is  apparent  that  there  is  widespread  uncertainty  on  this  matter. 
The  consensus  among  Lisle  participants  is  that  a  much  more  vigorous  response 
is  needed.  Extrapolating  from  current  trends — and  in  the  absence  of  vigorous 
countermeasures — "losses"  to  competitors  in  the  PBX/Centrex  might  represent 
as  much  as  $193  million  in  annual  revenues  by  1975. 

DISCUSSION 

There  appeared  to  be  general  agreement  among  the  conferees  that  we  are 
well  on  the  way  to  developing  a  fully  competitive  "product  lin"  in  the  PBX/ 
Centrex  field.  The  "Denver  concept"  appears  to  be  working  well.  Except  at 
more  than  400  lines  we  ar  eabreast  of  the  market — or  ahead. 

Many  customers,  a  number  of  the  presidents  reported,  place  a  high  premium 
on  compactness  of  facilities  on  their  premises.  The  ability  to  provide  Centrex 
service  from  ESS  offices  provides  us  a  major  advantage  in  this  regard. 

Some  concern  was  expressed  at  the  prospective  waste  of  energies  and 
resources  that  would  be  involved  were  the  Bell  companies  to  attempt  to 
"plug  every  gap"  in  the  PBX  line.  We  would,  it  was  felt,  thereby  become 
vulnerable  to  smaller  suppliers  with  the  flexibility  to  "attack"  on  a  selective 
basis.  Mr.  Bonsack  expressed  the  view  that,  while  we  might  not  be  able  to 
match  every  conceivable  customer  requirement,  we  will  be  able  effectively  to 
meet  the  competition  in  the  small,  medium  and  large  PBX  fields  with  six  or 
seven  "vehicles." 

It  was  observed,  however,  that  our  principal  vulnerability  to  competition 
lies  not  so  much  in  our  products  as  it  does  in  our  inability  or  unreadiness 
to  provide  the  price  options  customers  want,  most  notably  the  option  to  buy. 
A  decision  to  really  compete,  it  was  stated,  necessarily  carries  with  it  a 
decision  to  sell. 

But  wouldn't  a  decision  to  sell,  it  was  asked,  "trigger"  certification,  a 
development  about  which  many  serious  reservations  remain?  And,  if  that 
be  the  case,  does  it  mean  that  we  can't  really  compete  without  certification? 

Is  certification  inevitable?  If  it  is,  wouldn't  we  be  well  advised  to  embrace 
it,  take  the  lead  in  its  development,  and  thereby  assure  that  the  process  is 
a  sound  one? 

It  was  widely  observed  that  these  questions  urgently  require  decisions. 
At  the  same  time  it  was  recognized  that  the  potential  consequences  of  selling 
terminal  equipment  and  of  certification  require  thorough  thinking-through. 
Might  it  not,  for  example,  require  us  to  organize  separate  entities  to  undertake 
direct  sales  and  provide  maintenance  service  to  customer-owned  facilities? 
In  any  case,  extensive  studies  will  be  required  to  as.sure  the  compatibility  of 
our  tariffs  with  the  price  options  we  propose.  And  the  impact  on  intrastate 
revenue  requirements  needs  to  be  carefully  weighed.  For  this  and  other 
reasons,  NARUC  is  resisting  certification. 

Do  we  really  mean  to  compete?  Mr.  deButts  observed  that  this  question  has 
already  been  answered  in  the  affirmative.  The  real  question,  he  said,  is  how. 
The  matters  under  discussion  here  are  currently  under  intensive  consideration 
at  AT&T  and  decisions  will  be  urgently  pursued  with  a  view  to  developing 
a  policy  that  will  permit  the  sales  option  necessary  to  an  effective  competitive 
response  and  that  will  not  at  the  same  time  unduly  jeopardize  the  quality 
of  our  network's  service. 

Capital  constraints,  Mr.  Lindholm  commented,  should  not — and,  in  AT&T's 
view  do  not— significantly  inhibit  our  competitive  response.  It  would,  for 
example,  have  required  only  $22  million  more  in  added  capital  in  1970  to 
fully  meet  our  competitive  opportunities. 

Mr.  Hough.  For  some  months  now,  MCI  has  been  offering  private  line 
services  between   Chicago  and   St.   Louis  at  rates  substantially  below  ours — 
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$379.50  vs.  $499.00  for  a  full-time  two-way  voice  grade  circuit,  for  example. 
In  addition  Western  Union  has  recently  filed  rates  between  Chicago  and 
St.  Louis  competitive  to  MCI.  What  should  our  response  be? 

Long  Lines  and  Market  and  Service  Plans  are  currently  studying  the 
feasibility  of  a  private  line  rate  structure  involving  lower  rates  for"  low-cost 
high-density  routes,  higher  rates  for  high-cost  low-density  routes.  A  major 
concern— as  it  is  with  respect  to  a  direct  response  to  MCI  on  the  Chicago- 
St.  Louis  route  alone — is  the  degree  of  cross-elasticity  with  message  toll. 

DISCUSSION 

A  number  of  the  conferees  expressed  disappointment  that  AT&T  had  not 
filed  an  immediate  competitive  response  to  MCI  on  the  Chicago-St.  Louis 
route.  An  immediate  response,  it  was  pointed  out,  woul  dhave  provided  clear 
notice  of  our  intention  to  compete.  To  delay  is  to  risk  the  prospect  that, 
once  one  or  more  specialized  common  carriers  become  going  businesses,  regu- 
latory authorities  might  seek  to  assure  their  continued  viability  regardless 
of  the  economic  justification  for  their  survival. 

On  the  other  hand,  it  was  pointed  out.  that  MCI  does  not — and  may  not  for 
some  time — pose  a  sufficient  threat  to  warrant  a  basic  change  of  policy 
without  a  thorough  examination  of  the  consequences,  particularly  the  conse- 
quences to  our  message  toll  business,  which  accounts  for  some  87  per  cent  of 
our  interstate  revenues.  Also,  nationwide  average  pricing  has  served  the 
nation  well;  isn't  it  worth  a  fight  to  prevent  its  further  erosion,  certainly 
before  we  breach  the  principle  ourselves  V 

The  conferees  generally  agreed  that  a  decisive  response  to  the  entry  of 
specialized  common  carriers  is  required  to  provide  a  clear  signal — inside  and 
out.side  the  business — of  the  Bell  System's  competitive  spirit.  What  remains 
at  issue  are  questions  of  timing  and  strategy.  The  Executive  Policy  Committee 
has  set  a  deadline  of  September  1  for  completion  of  studies  of  the  various 
alternatives  open  to  us.  Decision  is  expected  shortly  thereafter. 

Synopsis  of  D.  E.  Procknow's  Remarks  at  Bell  Presidents'  Conference, 

May  8-12,  1972 

Recent  discussions  about  Western's  prices  have  prompted  me  to  bring  you 
up  to  date  on  the  current  status  of  our  price  comparisons  with  the  lowest 
general  trade. 

The  attached  Chart  #1  indicates  the  findings  of  the  AT&T  price  surveys. 
It  .shows  that  Western's  composite  prices  are  35%  below  the  lowest  general 
trade  prices.  This  over-all  favorable  relationship  has  existed  for  many  years. 
As  you  know,  this  price  advantage  has  long  been  a  topic  in  many  rate  case 
proceedings. 

From  time  to  time,  there  are  some  individual  items  in  the  product  line 
that  are  available  from  other  suppliers  at  prices  that  seem  attractive  to  the 
telephone  companies.  As  these  items  are  identified,  they  are  subjected  to 
directed  cost  reduction  effort  aimed  at  reducing  our  costs  and  prices  or  im- 
proving other  operating  company  cost-related  factors. 

When  companies  do  consider  moving  to  outside  sources,  all  we  ask  is  that 
they  weigh  in  the  balance  such  things  as  compatibility,  ease  of  maintenance, 
life  expectancy,  and  other  cost  factors  which  should  enter  into  their  purchasing 
decision.  Further,  they  should  look  beyond  these  factors  and  ask  what  are 
the  seller's  conditions  of  sales.  It  is  p;)ssible  that  these  offerings  are  very 
short  term  or  are  not  available  equally  to  all  operating  companies  and  cannot 
be  considered  as  evidence  of  an  advantageous  price  to  the  operating  companies. 

We  would  point  out,  also,  that  in  purchasing  any  Western  i^roduct  there 
are  services  which  are  always  included  in  our  price  which  must  be  negotiated 
when  dealing  with  others.  Four  of  the  .e  are  indicated  on  Chart  #2.  and 
there  are  others  like  same-day  service  on  many  items,  a  single  price  regardless 
of  quantity,  the  coordination  of  Bell  System  requirements,  and  automatic 
notification  of  equipment  changes. 

As  you  are  all  aware,  as  an  expansion  of  our  service  efforts,  we  have 
established  on  a  nation-wide  basis  PBX  sales  support  personnel  in  our  Service 
organizations  to  give  close  support  to  the  telephone  companies  in  their  cus- 
tomer premise  sales  effort.  Through  the  increased  interaction  between  our 
sales  consulting  organization  and  your  Dcople,  we  hope  to  improve  our  under- 
standing of  your  needs,  your  customers"  needs,  and  to  provide  you  with  the 
products  and  features  you  require. 

Similar  support  will  be  provided  for  switching,  cable  and  transmission 
products.  People  assigned  to  this  effort  will  be  announced  shortly. 
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Presidents'  Conference, 

Key  Largo,  Fla., 

May  12,  ^972 
Closing  Remarks  of  J.  D.  deButts 

I  said  at  the  outset  of  this  conference  that  I  would  brealc  with  precedent 
and  undertalie  to  summarize  our  discussions  at  the  conclusion  of  our  meeting. 
Having  reached  that  point,  I  realize  that  I  may  have  committed  myself  too 
hastily.  What  you  will  be  hearing  from  me  over  the  next  half  hour  will  not 
be  a  summary  so  much  as  it  will  be  one  man's  observations  on  a  number  of 
the  key  issues  that  arose  in  the  course  of  our  discussions.  In  a  half  hour  I 
couldn't  hope  to  cope  with  the  diversity  and  complexity  of  all  the  matters 
we  have  discussed  this  week.  I  will,  however,  make  this  commitment.  We — by 
which  I  mean  the  members  of  the  EPC — are  going  to  review  the  notes  of  this 
conference  in  detail.  We  are  goin  gto  precipitate  out  of  those  notes  the  issues 
you  raised  that  appear  to  demand  decision.  We  are  going  to  organize  to 
decide  these  matters  and  we  are  going  to  deeide. 

Certainly  you  have  fulfilled  your  responsibility  to  us  in  the  course  of  this 
meeting.  Our  discussions  have  been  as  forthright  and  candid  as  any  I  can 
recall  in  my  own  experience  of  these  meetings.  I  personally  have  been  de- 
lighted with  your  readiness  to  say  what  you  think.  In  return  we  can  do  no 
less  than  to  come  up  with  the  System  decisions  you  say  are  so  urgently 
needed  to  give  this  business  a  renewed  sense  of  purpose  and  direction.  And 
this  is  the  way  we  are  going  to  work  in  the  future :  AVhat  you  say  needs  to 
be  decided  icill  be  decided  but  only  after  you  have  had  a  full  opportunity  to 
express  your  views. 

Operations 

Looking  back  to  Monday's  program.  I  need,  I  think,  do  no  more  than  to 
repeat    Bill    Lindholm's    observation    that,    pending    the    development    of    the 
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innovative,  perhaps  even  radical,  measures  that  may  be  required  to  assure 
the  long  term  viability  of  our  business,  we  have  no  choice  but  to  do  our 
very  best  to  exercise  our  traditionaJ  management  methods  to  the  fullest. 

That  you  are  doing  that  to  good  effect  is  evidenced  in  the  April  results 
that  sent  me  into  my  little  fandango  yesterday.  I  wish  I  could  tell  you  that 
those  results  justify  my  recommending  the  dividend  increase  we  so  urgently 
need  to  prepare  the  way  for  the  equity  issue  we  contemplate  in  the  near 
future.  They  don't.  It  looks  now — on  the  basis  of  preliminary  results  for  April 
and  our  estimate  for  May — as  if  we  will  be  in  the  position  of  reporting  earn- 
ings per  share  of  $4.01  for  the  12  months  ending  May  31  vs  $4.03  a  year  ago 
even  though  earnings  per  share  for  the  quarter  are  up  3  cents. 

When  we  come  to  report  to  our  share  owners  again  in  September,  we 
simply  must  be  in  a  position  to  report  significantly  better  results.  Our  budget 
calls  for  it  and  you  have  bettei-ed  that  budget  every  month  so  far. 

Gentlemen,  the  fundamental  problems  confronting  our  business  provide  us 
no  excuse  not  to  apply  every  element  of  sound  business  practice  to  assure 
the  earnings  we  need  now.  If  we  don't  produce  those  earnings,  we  may  not 
have  the  opportunity  to  address  ourselves  to  the  longer-range  problems. 

This  means  that  we  must  aggressively  pursue  the  opportunities  for  still 
better  expense  control  that  Ed  Greber  pointed  out  to  us.  It  means  taking  full 
advantage  of  the  systems  and  techniques  that  Hubert  Kertz  and  his  people 
have  developed  to  improve  the  sizing  and  timing  of  our  construction  programs 
and  the  management  of  our  inventories.  It  means  sharpening  up  our  depre 
elation  practices,  particularly  with  respect  to  timely  retirement  of  outmoded 
plant. 

Incidentally,  with  respect  to  Hubert's  presentation,  I  could  not  help  but 
reflect  that  we  have  been  talking  about  some  of  his  recommendations  for 
years.  Some  have  been  adopted  by  some  companies  with  good  results.  Why 
not  all?  What  this  says  to  me  is  that  we  are  not  yet  manaffUiff  as  well  as  we 
ktimc  how.  For  example,  why  shouldn't  we  all  be  operating  on  the  SxS  Re-Use 
Plan  Hubert  proposes.  It  .iust  doesn't  make  sense  not  to. 

And  I  am  concerned  about  the  steady  growth  in  "months  spare."  You'll  tell 
me  some  of  it  is  in  the  wrong  place.  Why  is  it  in  the  wrong  place?  I  suggest 
it  is  your  business  to  find  out.  Particularly  in  outside  plant,  50  months  spare 
just  doesn't  make  sense.  Surely  we  c-an  do  better  in  this  field  where  we  have 
the  ability  to  react  quickly  and  restore  inventory  when  we  need  to. 

Financinff 

Jack  Scanlon's  panel  on  Capital  Requirements  I  found  a  particularly  pro- 
vocative one.  At  the  outset  he  pointed  out  that  our  capital  programs — in 
contrast  to  other  businesses — are  conditioned  by  service  requirements  rather 
than  the  prospect  of  profitability.  If  there  was  a  lesson  in  this  discussion  it 
was  that  we  must  make  financial  realities  an  integral  part  of  the  develop- 
ment of  our  capital  programs  from  the  outset,  rather  than  a  consideration 
that  we  applique  at  the  tail  end  of  the  process. 

Mark  Garlinghouse  led  us  through  an  absorbing  discussion  of  one  approach — 
limiting  per  cent  increase  in  net  plant  to  per  cent  increase  in  net  income 
state  by  state.  There  is  no  question  in  my  mind  that  we  must  do  what  Mark 
by  his' provocative  question  was  suggesting — and  that  is  to  make  vivid  to 
regulators  and  the  public  the  consequences  of  an  inadequate  return  and,  if 
appropriate  and  necessary,  to  prove  it  by  action. 

At  the  same  time,  the  consequences  of  falling  short  of  the  service  we  are 
franchised  to  provide  are  even  more  dire.  Service,  as  Ed  Greber  reminded 
us,  is  our  onlv  product,  our  only  reason  for  being.  If  we  don't  meet  the 
public's  expectations,  the  public  will  make  other  arrangements.  But  "other 
arrangements"  will  have  to  be  made  in  any  event  if  we  don't  remain  a 
viable  business — that  is  a  profitable  one.  Over  a  period  of  years,  then,  service 
and  earnings  must  track. 

We  have  some  deep-seated  problems  with  respect  to  capital/expense/revenue 
relationships.  That  is  why  I  have  conunissioned  Xeil  Owen's  people-to-people 
a  Long-Term  Financial  Planning  Model— to  put  us  in  a  position  of  identifying 
in  advance  the  issues  on  which  we  must  act  rather  than  responding  belatedly 
to  immediate  pressures.  I  for  one  am  confiident  we  can  think  our  way  out  of 

this  one.  ,      ^,  » 

As  for  Alex  Stott's  presentation  on  "con  serving  capital  through  other  means, 
one  lesson  that  came  clear  is  that  "nothing  comes  free."  In  considering  these 
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measures,  we  must  watch  very  careful!  yto  be  sure  that  the  burden  we  place 
on  revenue  requirements  is  supportable,  either  through  increases  we  gener- 
ate ourselves  or  through  rate  action.  We  cannot  afford  a  retrogression  in  rate 
of  return.  So,  again,  our  opportunities  to  make  these  reforms  that  are  so 
important,  even  necessary,  for  the  long  term  depend  on  our  earnings  perform- 
ance now. 

Competition 

In  our  discussion  of  competition,  you  raised  a  number  of  specific  questions. 
But  underlying  all  of  them,  it  seeme:l  to  me,  was  a  fundamental  question :  do 
we   really   intend   to   compete?   We  have   asserted   that   we  do.   Do  we  really 
mean  it? 
The  answer  is  yes. 

I  feel  very  strongly — and  I  know  Bob  and  Bill  do,  too — that  we  can  provide 
no  greater  impetus  to  a  revitalization  of  our  business  than  through  a  really 
dynamic  marketing  effort. 

I  can  tell  you  now  that  Bill  is  taking  a  new  look  at  his  marketing  organiza- 
tion with  a  view  to  restructuring  it  in  a  way  and  at  a  level  that  will  provide 
you  really  strong  support.  And  I  can  tell  you,  too,  that  we  are  taking  action 
now  to  implement  a  proposal  we  discussed  almost  a  year  ago — and  that  is  the 
establishment  of  a  Computer  Communications  Division  to  coordinate  all  our 
activities  in  the  data  field. 

Now  when  I  say  that  we  really  mean  to  compete,  that  we  really  intend  to 
be  in  the  marketplace,  I  mean  with  our  full  line  of  products  and  services. 

I  share  the  concern  of  those  of  you  who  say  that  we  can't  hope  to  cover 
the  entire  waterfront,  that  we  can't  continue  to  maintain  the  R«&D  effort,  the 
manufacturing  capacity  and  the  maintenance  capability  to  meet  every  con- 
ceivable customer  requirement — in  the  PBX  field,  for  example.  At  the  same 
time  I  don't  believe  you  can  really  motivate  a  marketing  effort  say  let's  go 
all  out  with  the  full  line  of  our  products  and  services  at  the  same  time  that 
we  go  about  the  job  of  identifying  the  relative  profitability  of  our  various  of- 
ferings with  a  view  to  repricing  what  needs  to  be  repriced,  eliminating  what 
needs  to  be  eliminated  and  adding  what  needs  to  be  added  to  assure  our 
marketing  operation  is  a  money-making  one. 

I  feel  strongly  that  "plugging  gaps"  is  a  far  from  adequate  marketing 
strategy.  It's  playing  catch-up  ball.  We  need  a  game  plan.  We're  going  to 
have  one. 

Do  we  look  to  Western  Electric  to  manufacture  everything  we  sell  in  the 
course  of  our  total  marketing  effort?  The  answer,  of  course,  is  no.  The  supplier 
who  comes  up  with  the  right  product  at  the  right  price  at  the  right  time — 
with  assurance  of  consistent  supply — is  going  to  get  the  business.  However,  on 
the  basis  of  Don  Procknow's  presentation  I  for  one.  am  convinced  that — on  the 
things  that  count — that  supplier  is  going  to  be  Western  Electric. 

In  passing  I  want  to  express  my  appreciation  to  Don  for  the  directness 
and  candor  of  his  presentation  and  for  Western's  clear  determination  to  sup- 
port the  Bell  System's  response  to  competition  to  the  hilt.  Western  Electric 
has  always  been  a  great  outfit,  indispensable  to  our  business.  Sometimes  we've 
wondered  though,  whether  they  fully  understood  the  needs  of  the  service  side 
of  the  business.  With  Don  at  the  helm,  I  don't  think  we  need  have  the  .slight- 
est doubt  about  that.  Western's  on  the  team. 

The  proliferation  of  aggressive  hardware  suppliers  does  mean,  however,  that 
we  must  equip  ourselves  to  provide  an  olijective  evaluation  of  alternate  sources 
of  supply.  Just  how  we're  going  to  do  it,  I  can't  tell  you  now.  I  can  tell  you 
that  we 'will  set  up  an  organization  at  AT&T— probably  in  Engineering — to 
undertake  this  job. 
Sales/ Certification 

There  seems  to  be  little  difference  of  opinion  that  to  compete  effectively  in 
the  PBX  field  we  need  to  offer  customers  the  option  of  purchasing  outright. 
Our  concern  centers  on  whether  or  not  a  decision  to  sell  would  "trigger" 
certification. 

There  does  seem  to  be  wide  difference  of  opinion  among  us  as  to  whether 
certification  would  jeopardize  our  service  or,  alternatively,  provides  the  best 
opportunity  to  protect  our  service  in  light  of  the  pro.spect  of  liberalized  inter- 
connection" policies.  Admittedly  it  is  troubling  that  we  do  not  yet  appear  to 
have  a  consistent  position  on  this  matter. 

We  are  going  to  have  one  policy  with  respect  to  certification. 
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To  my  mind  the  fact  that  we  have  expressed  our  readiness  to  explore  the 
feasibility  of  certification  does  not  mean  we  have  endorsed  it.  Nor  does  it  mean 
that  we  shouldn't  urge  consideration,  not  merely  of  potential  harm  to  the 
network  but  of  its  economic  consequences  as  well. 

Why,  then,  is  it  not  an  altogether  rational  position  to  state  that  it  will  take 
time  to  resolve  an  issue  of  such  far-reaching  implications  as  this  one?  And  why 
shouldn't  we  use  that  time  in  two  ways:  (1)  conveying  our  concerns  in  realis- 
tic terms  to  regulators  and  the  public  so  that  the  long-term  public  interest 
implications  are  clear  and  (2)  putting  our  own  house  in  order  by  rationalizing 
our  tariffs  and  developing  price  tags  compatible  with  those  tariffs  in  the  event 
outright  sale  seems  an  appropriate  course.  Also,  we  are  going  right  ahead 
with  our  N.A.P.  project  so  that — in  case  certification  comes,  we'll  be  ready. 
As  with  the  MCI  question,  a  precipitate  decision  now  in  response  to  chal- 
lenges to  a  thus  far  not  very  significant  portion  of  our  revenues  could  com- 
mit us  irrevocably  to  a  course  that  we — and  the  public— might  subsequently 
regret  profoundly. 

With  respect  to  MCI,  the  EPC  did  in  fact  decide  at  one  point  that  as  soon 
after  their  filing  as  practicable  the  Bell  System  would  respond  with  an  "ex- 
ception tariff"  that  would  take  account  of  the  changed  conditions  in  the 
Chicago-St.  Louis  route.  The  fact  that  on  maturer  reflection  the  EPC  decided  to 
defer  this  filing  should  not  be  taken  as  a  sign  of  unreadiness  to  compete.  The 
fact  of  the  matter  is  that  we  realized  we  simply  did  not  have  the  informa- 
tion on  which  to  make  an  intelligent  decision  and  in  the  absence  of  that  in- 
formation it  didn't  make  sense  to  commit  ourselves  to  a  course  of  action,  in- 
volving as  it  would  a  breach  of  so  basic  a  principle  as  nationwide  average 
pricing,  from  which  there  would  be  no  turning  back. 

In  any  case,  the  necessity  studies  are  now  well  underway  that  will  put  us 
in  a  position  to  examine  all  the  alternatives  intelligently  and  decide — not 
whether  we'll  compete,  that's  decided — but  how. 

What,  then,  is  our  stance  on  competition? 

You  heard  me  say  that  you  wouldn't  hear  John  deButts  saying  "We  wel- 
come competition" — and  you  won't.  That  doesn't  mean  I  don't  know  why  those 
words  were  said.  They  were  said  for  the  same  reason  Theodore  N.  Vail  said, 
in  effect,  "We  welcome  regulation."  They  were  said  to  disabuse  anyone  who 
might  think  so  of  the  notion  that  the  Boll  System  fears  competition  or  isn't 
able  to  meet  the  test  of  the  competiive  arena. 

However,  the  only  supportable  criterion  that  we  can  apply  in  developing  our 
position  on  the  role  of  competition  in  telecommunications  is  the  public  inter- 
est. Classically  competition  spurs  innovation,  widens  customer  options,  low^er 
prices.  These  are  the  advantages  some  people  say  would  derive  from  giving 
the  Bell  System  a  real  competitive  run  for  its  money. 

What  this  says  to  me  is  that,  convinced  as  we  are  of  the  virtues  of  mon- 
opoly, we  had  better  not  act  like  one.  When  all  is  said  and  done,  our  best 
assurance  of  maintaining  the  integrity  of  the  network  and  the  kind  of  service 
the  public  expects  of  us  is  not  the  representations  we  make  to  regulators  but 
our  own  performance,  our  ability  to  provide  the  right  products  and  services  at 
the  right  price.  Falling  short  in  this  regard  is  the  surest  way  to  give  sub- 
stance to  the  arguments  of  the  advocates  of  liberalized  interconnection  and 
unrestricted  entry  in  the  private  line  field. 

Our  discussion  on  Wednesday  turned  on  three  questions. 

Shall  we  adopt  a  policy  of  outright  sale  of  terminal  gear  even  at  the  risk 
of  precipitating  certification? 

Should  we  take  the  lead  in  urging  certification  in  the  interest  of  assuring 
that  we  get  the  kind  of  certification  that  will  permit  us  to  serve  well? 

And  in  the  intercity  field  what  and  when  should  our  response  be  to  the  entry 
of  specialized  common  carriers? 

We  are  going  to  answer  those  question  and  you  are  going  to  know  what  our 
answers  are. 

A  good  many  of  us  came  to  this  meeting  with  pretty  strong  views  about  what 
those  answer  should  be.  However,  I  would  be  disappointed  if  we  were  to  leave 
it  with  those  views  unaltered  at  least  to  the  degree  of  recognizing  that  these 
matters  are  a  bit  more  complicated  than  we  had  initially  imagined.  And  I 
woiald  be  disappointed,  tooo,  if  we  had  not  reached  the  conclusion  that  these 
are  questions  not  susceptible  to  simple  yes  or  no  answers,  that  each  must  be 
examined  in  the  light  of  the  overriding  ouestion.  What  is  best  for  the  public? 
What  is  required  of  us,  then,  is  not  a  set  of  simple  answers  to  a  set  of  simply 
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stated  questions  but  the  development  of  a  strategy  that  will  best  assure  the 
continued  ability  of  this  business  to  do  its  best  for  the  public  and  do  it  profit- 
ably. That  strategy,  we  commit  ourselves  to  produce. 

''Image" 

Our  discussion  of  the  "image"  of  our  business  and  of  its  strengths  and 
weaknesses  is  suflSciently  fresh  in  our  minds  that  it  requires  no  recapitulation 
from  me.  Did  that  discussion  get  anywhere? 

That  depends  on  what  we  do  about  it,  what  you  do  about  capitalizing  on 
our  strengths  and  minimizing  or  correcting  our  weaknesses  on  matters  within 
your  control  and  what  ive  at  195  do  about  matters  requiring  System-wide 
decisions. 

I  would  like  to  comment  on  two  items  that  came  up  in  the  course  of  our 
discussions. 

The  first  is  the  phrase  "management  freedom"  and  how  it  applies  to  you. 
Let  me  say  that  it  is  the  policy  of  this  administration  to  apply  no  more 
constraints  on  your  operation  of  your  company  than  is  necessary  to  achieve 
System  goals.  At  the  same  time  a  recurrent  theme  of  our  discussions  has  been 
the  importance  of  acting  like  a  System  rather  than  a  loose  federation  of  vir- 
tually independent  satrapies.  I  hope  we  can  achieve  that  Sense  of  System,  not 
by  edict,  but  by  the  development  of  the  common  understandings  it  was  our 
aim  to  develop  here.  If  we  can  sustain  the  candor  of  our  exchanges  here, 
edicts  won't  be  neecssary  and  all  of  us  v»'ill  approach  every  decision  that  we 
make  in  the  light  of  the  potential  impacts  on  each  other  and  the  potential 
consequences  to  our  over-all  objectives. 

Now  one  matter  on  which  do  have  a  System  objective  and  a  System  policy 
is  equal  opportunity.  I  understand  and  fully  sympathize  with  those  of  you 
who  have  expressed  concern  about  the  diflSculties  of  implementing  this  policy. 

But  our  policy  is  clear.  Our  policy  is  to  obey  the  law.  And  the  AflSrmative 
Action  programs  we  have  developed  are  aimed  at  preserving  us  and  you  from 
far  worse  consequences  under  that  law.  I  personally  believe  that,  considering 
all  the  circumstances,  our  course  is  right. 

But  we  at  195  Broadway  owe  you  more  than  pious  expressions  of  righteous- 
ness. We  owe  you  all  the  help  we  can  give  and,  if  for  example,  you  would  be 
helped  by  some  kind  of  an  orientation  program  that  will  help  your  people 
understand  the  changed  conditions  that  gave  rise  to  our  AflBrmative  Action 
programs,  Dave  Easlick's  people — with  and  assist  from  Paul  Lund's — will 
undertake  its  development. 

Conclusion 

Now  a  couple  of  miscellaneous  announcements. 

First,  in  response  to  what  I  sense  as  a  real  need  and  I  gather  you  do,  too, 
I  am  assigning  to  Neil  Owens  the  responsibility  to  work  with  the  Advisory 
Committee  to  establish  BIS  priorities  and  thereby  expedite  the  process  of 
bringing  BIS  developments  to  operational  reality.  As  you  know,  regulatory 
pressures,  as  well  as  our  own  operational  needs,  are  building  up  to  a  point 
where  we  must  show  results  soon.  To  achieve  those  results,  we  may  have  to 
make  some  hard  choices.  I  need  someone  to  turn  to  who  can  tell  me  what  those 
choices  ought  to  be.  Neil  is  the  man. 

Second  announcement.  Our  next  "one-day  meeting"  will  last  a  day-and-a-half. 
It's  scheduled  for  June  15  and  the  Laboratories  will  be  our  host. 

Finally,  to  round  this  conference  off  with  another  breach  of  precedent,  I  am 
not  going  to  adjourn  this  meeting  as  we  have  every  one  I  have  attended  with 
the  observation  that  "we  have  had  a  good  conference."  I  don't  know  whether 
we  have.  That  will  depend  on  what  we  do  about  the  matters  we  discussed  here. 
So  I'll  just  go  back  to  the  observation  I  made  at  the  beginning  and  that  is  that 
our  purpose  here  was  discussion  leading  to  decision — and  decide  we  will. 

In  the  process  of  decision  we  shall  have  the  support  of  our  new  Corporate 
Planning  organization  whose  job  it  is  to  come  up  with  reasoned  alternatives 
and — to  the  degree  they  can  be  quantified — their  potential  consequences.  For 
your  part,  you  have  done  everything  in  this  conference  we  could  possibly  ex- 
pect of  you.  Your  participation  exceeded  my  most  optimistic  hopes.  You  have 
'been  wonderful. 

Let  me  conclude  with  a  word  of  appreciation  from  all  of  us  to  Eldon  Hanes 
and  his  crew — George  Zimmercan,  Larry  Doyle  and  Warren  Burke.  You  have 
helped  make  this  a  great  week. 
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Finally,  I  want  you  to  know  that  I  am  very  proud  to  be  your  chairman,  not 
because  of  the  status  of  the  job  or  the  salary  but  because  of  the  optimism  with 
which  I  view  the  future  of  the  System,  my  dedication  to  the  fundamentals  that 
made  it  a  great  enterprise,  my  confidence  in  the  management  team  and  my 
job  at  being  a  part  of  your  team. 

My  pledge  is  to  do  everything  in  my  power  to  help  you  do  your  job  effectively 
and  happily.  The  Conference  is  adjourned. 


Exhibit  19. — Closing  Remarks  hy  J.  D.  deButts  at  EPC /Presidents'  Meeting 

of  August  11,  1912 

The  atmosphere  at  Key  Largo  must  have  been  particularly  heady  at  the 
time  but  I  do  recall  saying  to  you  that  AT&T's  marketing  and  sales  organiza- 
tions would  be  revitalized  to  provide  strong  leadership  to  a  dynamic  total 
marketing  effort  involving  the  full  range  of  our  products  and  services.  And 
I  remember  telling  you  that  an  over-all  marketing  "strategy"  would  be  devel- 
oped in  the  interest  of  establishing  our  own  initiative  in  the  field  instead  of 
"plugging  gaps"  in  response  to  competition.  In  response  to  these  pledges  Bill 
Lindholm  and  Ed  Greber  as  an  initial  step  have  engaged  McKiusey  and  Co. 
to  undertake  a  study  aimed  at  two  major  objectives,  one  to  produce  immediate 
results,  the  other  addressed  to  longer-term  considerations. 

First,  to  help  identify  and  implement  the  steps  required  at  AT&T,  in  the 
companies,  the  Labs  and  Western  Electric  to  increase  the  effectiveness  of  your 
sales  organizations  in  increasing  revenues  and  meeting  competition  in  the  PBX, 
data,  and  other  terminal  equipment  areas. 

And  second,  to  help  us  think  through  the  major  changes  that  may  be  required 
in  the  over-all  organization  structure,  policies  and  processes  to  strengthen  our 
sales  capabilities  for  the  long  pull. 

Now  I  don't  know  whether  the  fact  that  we  are  undertaking  yet  another 
study  will  be  particularly  heartening  to  you,  but  if  Ed's  initial  enthusiasm  and 
Bill's  are  any  measure  of  what  will  be  coming  out  of  this  one,  it  will  be  a  very 
useful  one  indeed. 

Now  to  ease  the  anxieties  of  some  of  you  who  felt  that  we  risked  selling 
ourselves  into  bankruptcy  if  we  pursued  the  gung-ho  marketing  approach  that 
appeals  to  me,  I  said  that  we  would  undertake  the  profitability  studies  that 
would  tell  us  what  sales  efforts  would  contribute  to  net  income  and  which 
wouldn't.  In  confronting  this  commitment  we  came  up  hard  against  the  stern 
fact  of  a  cost  study  organization  already  vastly  overloaded  with  urgent,  large 
scale  projects  and  operating  in  a  field  in  which  basic  methodology  is  still  a 
matter  of  controversy.  What  we  needed  at  the  outset,  then,  was  some  ordering 
of  priorities  among  our  cost  study  needs  and  a  plan  for  strengthening  our  cost 
study  organization  and  organizing  its  w  )rk  in  keeping  with  those  priorities. 
We  heard  Ken  McKay's  and  Gibby  Killoch's  recommendations  to  these  ends  on 
Monday  of  this  week.  We  approved  those  recommendations  and  we  are  on  our 
wa.v. 

Next  promise :  I  told  you  in  the  Spring  that  AT&T  would  establish  an  organi- 
zation to  provide  the  companies  with  objective  evaluations  of  apparatus  and 
equipment  offered  by  outside  suppliers.  This  is  an  extremely  vexing  problem, 
as  Horace  Moulton's  observations  on  the  ITT-GTE  case  make  apparent.  In 
any  case,  the  EPC  has  in  hand  Ken  McKay's  initial  recommendations  on  the 
matter  and,  as  I  seem  to  recall  having  said  before,  we  will  decide. 

Now  with  respect  to  interconnection  and  certification  and  the  like,  I  told  you 
in  May  that  the  Bell  System  is  going  to  have  one  policy  with  respect  to  certi- 
fication— the  same  policy  in  both  Federal  and  State  jurisdictions.  Bob  Lilley 
has  taken  it  upon  himself  to  perform  whatever  intellectual  head-knocking  may 
be  necessary  to  assure  that  we  have  such  a  policy.  Already  he  has  sponsored  a 
number  of  confrontations  among  the  partisans  of  the  diverse  viewpoints  in- 
volved and  tells  me  that  as  soon  after  August  23  as  the  EPC  can  meet  on  the 
matter  it  will  have  the  opportunity  to  concur  in  what  he  comes  up  with. 
Thereafter  we  shall  address  ourselves  to  the  development  of  the  regulatory 
and  public  relations  strategy  necessary  to  fulfill  our  policy.  In  the  meantime, 
I  feel  we  are  sufficiently  well  served  by  our  current  stance — that  is,  a  readiness 
to  cooperate  in  exploration  of  the  feasibility  of  certification  at  the  same  time 
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that  we  show  ourselves  concerned  over  the  significant  public  interest  questions 
that  remain  to  be  answered  and  that  must  be  answered  before  we  are  ready  to 
endorse  a  further  liberalization  of  interconnection. 

In  May  I  told  you  that,  should  certification  come  whether  we  like  it  or  not, 
we  would  be  ready  with  our  Network  Access  Pricing  Plan.  The  work  is  pro- 
ceeding apace  and  the  EPC  will  hear  a  report  on  its  status  in  the  next  couple 
of  weeks. 

The  question  of  the  appropriateness  of  the  sale  of  inside  wiring  and  the  sale 
of  terminal  gear  has  yet  to  be  addressed  by  the  EPC,  although  we  have  teams 
working  on  both  topics  and  hope  to  hear  from  them  soon. 


Exhibit  20. — Speech  of  Paul  M.  Lund  on  Public  Relations 

The  chairman  has  challenged  us  to  precipitate  a  great  national  debate  on  a 
subject  about  which,  unfortunately,  few  people  outside  this  room  give  a  danm. 

How  to  move  the  public  from  complete  indifference  to  the  concerned  action 
that  only  the  pursuit  of  self-interest  can  engender  is  our  joint  task. 

To  begin,  I  offer  this  observation  by  Vannevar  Bush : 

"It  is  about  time,"  Bush  said,  "that  the  American  people,  and  hence  the 
Congress,  got  it  through  their  heads  that  we  have  two  systems  of  industry — 
active  competition  and  regulated  monopoly.  Both  are  necessary  and  beneficial. 
But  they  can't  be  mixed." 

Getting  that  message  through  lots  of  heads  is  the  job  that  faces  us. 

(I  wish  Dr.  Bush  was  read  more  widely.) 

Dean  Burch  said  in  August  that,  "Wherever  it  leads,  Carterfone  has  at  least 
meant  a  dramatic  increase  in  consumer  options  .  .  .  and  new  opportunities 
have  been  created  for  imaginative  entrepreneurs — and  that  can't  be  all  bad." 

We  are  setting  out  to  prove  that  we  know  precisely  "where  it  will  lead" 
and  that  it  can  "be  all  bad"  for  the  average  telephone  user — that  it  will  lead 
to  lower  quality  telephone  service  at  higher  costs  to  the  consumer. 

We  know  that.  But  it  is  clear  that  each  public  statement  we  make  in  this 
matter  will  reinforce  our  commitment  to  that  position  before  we  have  complete 
factual  data  to  support  it. 

And  in  that  connection.  Chairman  Burch  made  another  observation. 

He  said  that  he  had  been  forced  to  conclude  that  "the  ability  of  engineers 
and  economists  to  provide  hard,  objective  information  before  the  fact  is  largely 
a  myth.  More  often  than  not,  the  Commission  has  to  fall  back  on  logic,  intui- 
tion,  prayer,    and   fundamental   principle   in   reaching  major  decisions." 

Our  fundamental  principle  is  the  common  carrier  concept.  Its  logic  is  total 
responsibility  for  the  provision  of  end-tu-end  communications  service  at  reason- 
able cost. 

Our  prayer  is  that  the  Commission  will  not  rely  on  the  intuition  that  the 
deferral  of  certain  aspects  of  the  decisionmaking  process  to  the  marketplace — 
allocation  of  resources,  for  example — is  "both  a  good  and  a  necessary  thing." 

If  it  is  our  self-interest  that  compels  us  to  speak  for  the  interest  of  the 
public  at  large,  then  we  will  have  to  translate  our  purpose  into  an  idiom  under- 
standable to  the  general  public  and  to  people  whose  decisions  are  affected  by 
the  opinions  and  attitudes  of  the  general  public. 

What  we  are  mounting,  at  least  in  academic  terms,  is  a  challenge  to  the 
concept  of  pure  competition  and  its  entire  intellecual  rationale. 

Again  in  academic  terms,  we  are  challenging  a  sacred  cow  :  the  market  struc- 
ture approach  to  competition.  We  are  or  will  be  saying  that  this  approach  to 
our  industry  is  not  only  inferior  but  impossible. 

Contrary  to  the  opinion  of  Dr.  Bush,  proponents  of  the  market  structure 
approach  to  competition  claim  that  it  is  possible  and  desirable  to  mix  competi- 
tion and  regulation  without  doing  violence  to  the  principles  of  either  mode. 

We  say  that's  nonsense.  We  say  that  the  result  of  mixing  competition  and 
regulation — especially  if  the  bartender  is  the  FCC — will  be  that  most  unpalata- 
ble concoction,  government  enforced  cartelization  of  the  telecommunications 
industry. 

Now  we  can  use  that  sort  of  language  in  talking  privately  to  economists 
and  regulators,  but  it  would  win  few  converts  among  politicians  and  opinion 
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leaders  whose  belief  in  the  virtues  of  competition  is  no  less  compelling  because 
it  is  basically  visceral  rather  than  intellectual. 

Let  me  give  you  a  couple  of  examples  of  the  sort  of  language  that  transcends 
both  sense  and  experience  and  appeals  directly  to  folk  wisdom : 

"The  policy  of  promoting  competition  often  dovetails  with  the  promotion  of 
political  and  social  goals.  The  concentration  of  ecoonmic  and  political  power 
has  traditionally  been  seen  as  a  threat  to  individual  freedom.  Under  competi- 
tive market  conditions,  economic  power  is  fragmented — no  more  firm  can  con- 
trol prices  or  supply. 

"Political  power  is  also  decentralized  with  competition,  because  there  is  no 
need  for  massive  government  regulation  if  there  is  no  monopolist.  And  the 
individual  has  vast  freedom  of  action  in  his  economic  aflSairs — for  which  no 
government  permission  is  required.  The  promotion  of  competition  therefore 
supports  the  American  ideals  of  both  individual  liberty  and  limited  govern- 
ment intervention." 

The  man  who  made  that  statement  is  Thomas  Kauper,  assistant  attorney 
general  of  the  Justice  Department's  anti-trust  division. 

You  notice,  of  course,  that  Mr.  Kauper  carefully  sidesteps  the  conclusions  to 
which  his  own  assumptions  inevitably  lead.  Namely,  if  it  is  the  function  of  his 
division  to  promote  competition  in  American  industry  generally — and  specifi- 
cally in  our  industry — then  it  follows  that  a  corollary  function  is  to  promote 
a  degree  of  deregulation  that  is  at  least  commensurate  with  the  extent  to  which 
an  industry  is  demonopolized. 

If  he  is  right  about  the  unalloyed  economic  benefits  of  competition,  then  the 
closer  particular  markets  approach  the  competitive  ideal,  the  less  the  need  to 
require  common  carriers  to  meet  their  traditional  obligations.  The  imposition 
of  these  objectives  on  common  carriers  conducting  a  decreasing  proportion  of 
the  total  telecommunications  market  can  only  serve  to  intensify  the  competi- 
tive disadvantage  of  the  common  carriers — both  by  requiring  them  to  perform 
tasks  and  incur  costs  that  their  rivals  dt)n't,  and  by  enforcing  a  set  of  regula- 
tory procedures  that  prevents  rapid  response  to  changing  circumstances. 

But  Mr.  Kauper  and,  as  you  know,  Mr.  Strassburg  of  the  FCC's  common 
carrier  bureau,  do  not  contemplate  free  competition  in  the  telecommunications 
industry.  They  contemplate  instead  a  form  of  regulated — or  contrived — com- 
petition. 

There  is  a  reasonable  explanation  for  Mr.  Kauper's  and  Mr.  Strassburg's 
failure  to  recognize  or  articulate  the  implications  of  their  assumptions  about 
competition. 

The  explanation  is  that  they  are — Mr.  Kauper  by  profession,  Mr.  Strassburg 
by  disposition — anti-trusters,  and  it  would  be  foolish  of  us  to  ignore  the  popular 
appeal  of  anti-trust  slogans. 

Anti-trust  in  the  United  States  is  a  form  of  national  religion.  Unlike  the 
merely  theological  religions,  the  propagation  of  this  one  doctrine  by  public 
means  is  entirely  constitutional. 

(Your  children  may  not  be  able  to  recite  the  Lord's  Prayer  in  school,  but  the 
ACLU  probably  would  defend  their  right  to  pledge  allegiance  to  the  Clayton 
Act!) 

We  should  recognize  that  the  rationale  that  animates  anti-trust  practice  and 
law  is  very  much  in  the  American  grain. 

Indeed,  the  whole  American  way  of  life  is  believed  by  a  vast  majority  of  our 
fellow  citizens  to  depend  on  it.  It  is  the  only  firm  guarantee  of  pluralism,  the 
only  defense  against  overwhelming  private  power.  Public  authority  having  been 
deliberately  weakened  by  division — namely,  the  triparte  separation  of  Federal 
and  State  powers — private  power  must  be  divided,  too. 

In  other  words,  if  you  can't  lick  it,  or  if  you  fear  it,  fragment  it — atomize  it. 

We  should  recognize,  too,  that  the  anti-truster's  faith  in  competition  is  not 
really  so  keep  as  is  professed.  Competition  is  to  be  trusted  only  as  long  as  it 
appears  in  the  form- — and  produces  the  market  structure — that  the  true  be- 
liever postulates  as  proper. 

This  leads  us  to  believe,  for  example,  that  having  made  its  decision  in  the 
specialized  common  carrier  docket,  the  FCC  cannot  allow  the  specialized  car- 
ries one  of  the  freedoms  implicit  in  genuine  competition :  namely,  the  freedom 
to  fail.  That's  why  we  have  not  received  permission  to  file  our  Hi-Lo  tariff. 
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It  would  bring  about  real  competition  in  the  provision  of  intercity  private  line 
services,  and  that  is  not  what  the  Common  Carrier  Bureau  wants. 

Moreover,  the  true  believer  regards  anti-trust  laws  as  the  constitutional 
framework  of  the  economy.  Those  who  hold  this  view — and  I  count  among 
them  Mr.  Kauper  and  Mr.  Strassburg — believe  that  business  in  geenral  has 
grown  too  large,  that  true  competition  can  survive  and  operate  only  in  an 
economy  with  numerous  smaller  firms,  and  that  the  function  of  the  anti-trust 
laws,  the  function  of  modern  regulation,  should  be  to  restructure  the  economy 
into  an  aggregation  of  smaller  firms. 

Most  of  those  who  hold  this  view  have  a  genuine  and  sincere  fear  of  big 
business.  It  is  called  "megalophobia,"  and  before  we  turn  up  our  noses  at  its 
irrelevance,  we  ought  to  remember  that  those  who  share  it  can  quote  Thomas 
Jefferson  to  support  their  contention  that  bigness  per  se  is  a  curse. 

Let  me  return  briefly  to  Mr.  Strassburg,  who  is  anything  but  subtle  in  warn- 
ing the  telephone  companies  of  the  sort  of  corrective  action  the  government 
might  take  if,  and  I  quote,  "the  teelphone  companies  abuse  their  monopoly 
power  to  throttle  meaningful  competition  by  others  into  competitive  markets." 

Although  that  remark  was  made  in  a  speech  to  the  Organization  for  the 
Protection  and  Advancement  of  Small  Telephone  Companies,  it  is  obvious  he 
had  us  primarily  in  mind,  particularly  in  his  closing  statement: 

"Clearly,  in  the  circumstances,  all  members  of  the  telephone  industry  would 
do  well  to  pursue  a  policy  of  forebearance  and  accommodation  rather  than 
heavy-handed   rivalry  in  fashioning  their  response  to  competitive  prospects." 

Mr.  Strassburg  appears  to  have  forgotten  that  "heavy-handed  rivalry"  is 
another  name  for  competition.  But  consistency  has  never  been  one  of  Mr. 
Strassburg's  hobgoblins,  as  witness  the  stunning  disparities  between  the  FCC's 
decision  in  the  specialized  common  carrier  docket  and  its  second  report  and 
order  on  domestic  satellites. 

As  you  might  expect,  when  Mr.  Strassburg  directs  his  remarks  to  the  public 
rather  than  to  us,  he  affects  a  sweet  plausibility  that  ostensibly  is  as  American 
as  applie  pie. 

Who,  for  example,  can  take  issue  with  his  statement  that  "consumers  will 
benefit  if  a  free  market  is  established  for  the  manufacture  of  telephone  equip- 
ment and  hardware?" 

I  agree  with  Ed  Larkin  of  the  New  York  Public  Service  Commission  that 
such  broad-brush  economic  platitudes  are  most  aptly  characterized  as  "capi- 
fjilist  di&lGctics  " 

I  agree  with  him,  too,  when  he  says  that  "fifty- years  of  progress  and  excel- 
lence of  service  in  regulated  telecommunications  belies  the  validity  of  these 
free-market  generalizations." 

And  I  heartily  agree  with  him  when  he  says  that  "the  total  lack  of  popular 
demand"  for  certification  makes  the  vigor  of  its  apostles  suspect  "at  the  very 

Unfortunately — as  we  all  know — this  issue  is  not  going  to  be  won  or  lost  on 
the  basis  of  which  side  is  more  adept  at  manipulating  economic  dialectics. 

It  will  be  won  or  lost,  I'm  convinced,  by  our  proving  to  American  Con- 
sumers that  they— and  they  alone— are  going  to  foot  the  bill  for  certification ; 
that  they  and  they  alone  will  suffer  the  consequences  of  the  slow  but  delib- 
erate sabotage  of  the  common  carrier  concept. 

If  the  typical  American  Telephone  user  asks  one  question  about  certifica- 
tion, it  wili  be,  "What's  in  it  for  me?" 

And  we  have  to  be  very  explicit  in  defining  what  is  not  in  it  for  him  as 
compared  to  what  is  in  it  for  him  if  the  common  carrier  principle  is  preserved. 

What  do  we  have  going  for  us? 

I'd  argue  that  we  have  positive  performance  going  for  us  that  will  help  us 
shift  to  the  backs  of  its  proponents  the  burden  of  proving  that  certification 
would  indeed  benefit  all  customers  and  not  just  a  few  entrepreneurs. 

We  have  the  superior  performance  of  the  network  under  common  carrier 
operation  going  for  us. 

We  have  the  unmatched  record  if  innovation  in  the  telecommunications  in- 
dustry under  common  carrier  operation  going  for  us. 

We  have  the  high  quality  and  low  cost  of  telecommunications  in  the  United 
States  under  the  common  carrier  operation  going  for  us 
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We  have  customer  satisfaction  with  the  quality  and  cost  of  service  under 
common  carrier  operation  going  for  us.  More  than  82  per  cent  of  the  people 
polled  in  our  Public  Overview  Study  for  1973  rate  their  service  good  or  ex- 
cellent ;  94  per  cent  find  their  service  fairly  or  very  dependable ;  75  per  cent 
feel  that  they  usually  or  always  get  their  money's  worth  out  of  the  services  we 
provide;  and  76  per  cent  believe  that  our  prices  are  reasonable  or  very 
reasonable. 

In  effect,  we  have  the  experience  of  the  vast  majority  of  our  customers 
going  for  us. 

It  is  that  experience  that  we  tried  to  capitalize  on  in  preparing  material 
for  your  public  and  employee  relations  departments  and  for  your  public  affairs 
and  key  contact  people.  I'll  discuss  that  material  in  more  detail  a  little  later. 

What  do  we  expect  of  you  ? 

The  chairman  told  NARUC  two  weeks  ago  that  we  were  ready  to  test  our 
convictions  against  those  of  others. 

It's  pretty  obvious  to  me  that  there  will  be  no  testing,  there  will  be  no  public 
debate  on  this  issue,  unless  you  make  it  happen. 

The  essential  dialogue  on  certification  and  interconnection  cannot  take  place 
out  of  earshot,  between  a  faceless  official  of  the  FCC  and  the  emissaries  of 
the  parties  with  an  interest  in  the  business  at  hand.  If  this  happens,  no  one — 
neither  the  Congress  nor  the  public — will  know,  before  it's  too  late,  what  the 
issues  really  are. 

Despite  our  past  experience  and  perhaps  present  hang-ups,  we  have  to 
understand  that  the  increased  range  and  subtlety  of  the  relationship  between 
the  public  and  the  private  sectors  have  made  it  less  feasible  to  govern  or 
regulate  effectively  by  decree,  unless  we  allow  ourselves  and  the  public  to  be 
bul'ied  into  arrangements  that  will  satisfy  no  one  except  the  dogmatic  pro- 
ponents of  competition  for  competition's  sake. 

It's  a  sad  commentary  on  the  clarity  of  the  average  corporation's  percep- 
tion of  political  reality  that  in  the  pursuit  of  public  purposes,  private  organi- 
zations like  ours — organizations  on  which  the  government  depends  for  active 
collaboration  over  a  widening  range  of  its  activities — more  often  than  not 
play  little  part  in  the  overt  democratic  process.  And  by  that  I  mean  the 
process  of  seeking  out  allies,  probing  and  maneuvering  fur  active  consensus. 

It  used  to  be  and  may  still  be  the  fashion  in  our  business  to  say  that  regu- 
latory battles  aren't  won  in  the  news  media.  Maybe  so.  But  they  sure  as  hell 
can  be  lost  there. 

It  may  be  useful  to  remind  ourselves  that  the  political  routes — ^the  public 
route,  in  other  words — potentially  is  the  path  that  will  lead  us  most  safely 
to  success  in  this  venture.  Because,  as  you  know,  there  is  a  distinct  difference 
between  the  politician  and  the  typical  administrator  who  sits  as  a  member  of 
the  Common  Carrier  Bureau. 

Most  of  these  administrators  have  never  fought  an  election.  They  have  little 
taste  or  sympathy  for  the  processes  of  representative  government.  They  in- 
stinctively resist  the  suggestion  that  they  should  be  made  accountable  to  the 
general  pubHe. 

And  isn't  this  precisely  what  we  are  trying  to  do — make  the  Common  Car- 
rier Bureau  accountable  to  the  public  for  the  public  consequences  of  the 
policies  it  is  pursuing  before  these  policies  become  inextricably  embedded  in 
the  regulatory  process? 

I  am  convinced  that  the  related  issues  of  certification,  interconnection  and 
competition  in  our  industry  inevitably  will  be  lost  unless  we  insist  on  this 
accountability  :  unless  we  seek  oiit  our  allie — the  general  public  and  its  repre- 
.senta fives :  and  unless  we  probe  and  maneuver  for  an  active  consensus. 

If  it  is  our  lot  to  act,  if  you  will,  as  the  public  ombxidsman  on  these  issues, 
then  we  must  mobilize  public  opinion  squai  elv  behind  us. 

This  will  mean  a  puhMc  affairs  and  public  relations  effort  of  unmatched 
sophistication  and  intelligence.  And  it's  been  my  experience  in  this  business 
that  unless  we  have  the  full  and  active  support  of  the  chief  executives  of  all 
the  companies,  we'll  wind  up  with  a  program  of  unmatched  mediocrity  and 
unintelligence. 

One  of  the  hardest  aspects  of  the  iob  will  be  to  maintain  the  interest  and 
activity  of  our  people  over  a  prolonged  period  of  time.  The  battle  lines  may 
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be  drawn,  but  this  will  not  be  but  a  one-weeli  blitz.  Rather  it  will  be  a  long 
and  hard-fought  campaign. 

In  the  policy  statement  on  interconnection  that  is  included  in  your  binder — 
under  Tab  1,  I  believe — there  are  two  significant  declarations.  One  is  a  declara- 
tion of  fact,  the  other  a  declaration  of  need. 

The  declaration  of  fact  reads  : 

"Studies  of  the  impact  of  customer-provided  terminal  equipment,  while  not 
yet  complete,  all  point  to  the  prospect  that  proliferation  of  such  equipment 
will  adversely  affect  operations,  increase  costs  and  impair  customer  service  .  .  . 
in  light  of  the  impact  of  further  CPE  development  on  the  quality  and  cost  of 
service  for  the  average  telephone  user,  the  extent  and  terms  of  interconnection 
of  such  equipment  with  the  common  carrier  network  should  be  clearly  estab- 
lished as  matters  of  state  jurisdiction." 

The  declaration  of  need  reads  : 

"An  important  aspect  of  htis  policy  is  the  need  for  all  System  companies  to 
participate  in  a  program  to  develop  understanding  of  the  values  to  the  public 
of  the  common  carrier  concept  and  the  prospect  of  impairment  of  those  values 
posed  by  competition." 

So  where  and  when  do  we  begin? 

Let's  begin  by  reminding  ourselves  that,  as  I  said  earlier,  this  will  not  be 
an  isolated  skirmish  or  a  rearguard  action,  but  a  series  of  battles  that  may 
go  on  for  several  years. 

This  will  mean  all  of  us — separately  and  collectively — have  got  to  engage 
ourselves  in  the  fray. 

And  the  time  to  do  so  is  now. 

Steps  must  be  taken  to  stop  the  Juggernaut  of  interconnection  and  con- 
trived competition. 

Three  of  those  steps  will  be  taken  within  the  next  week  or  so.  Namely : 

Filing  our  petition  for  evidentiary  hearings  on  the  specialized  common  car- 
riers— in  effect,  this  is  the  call  for  the  moritorium  John  deButts  demanded  in 
his  NARUC  talk.  The  filing  will  be  made  tomorrow. 

Next  is  our  petition  to  deny  the  request  of  ITT's  creature.  United  States 
Transmission  Services,  to  enter  the  intercity  private  line  market.  This  also 
will  happen  tomorrow. 

Another  important  step  will  be  our  filing  of  briefs  challenging  the  public 
benefits  of  certification  and  further  interconnection.  That  will  happen  on 
October  17. 

These  three  steps  are  extremely  important  news  pegs  internally  and  ex- 
ternally. We  can  control  the  internal  dissemination,  but  I  sure  would  like  to 
see  press  and  TV  coverage  which  highlights  the  stake  of  telephone  customers 
in  these  actions. 

In  the  sense,  the  public  debate  already  has  begun. 

The  first  salvos,  which  neatly  boxed  the  target,  were  fired  by  the  chairman 
in  his  NARUC  talk,  which  has  been  distributed  and  quoted  widely  inside  and 
outside  the  business. 

And,  as  you  know,  some  contacts  already  have  been  made  by  our  and  your 
public  affairs  people. 

Your  personal  help  and  that  of  your  key  people  is  needed  to  launch  a  major 
face-to-face  contact  program. 

Who  is  best  able  to  carry  our  arguments  for  preserving  the  values  of  the 
common  carrier  principle  to  state  governors  and  legislators? 

Tou  are. 

Who  is  best  able  to  carry  the  same  arguments  to  Federal  legislators? 

You  are. 

Who  is  best  ab^e  to  urge  on  and  support  our  managers  and  public  affairs 
people  in  making  the  key  contacts? 

You  are. 

Who  is  best  ab^e  to  insure  that  people  in  your  companies  steep  themselves 
in  these  issues  and  prepare  themselves  to  debate  them  effectively  and  con- 
vincingly ? 

Again,  you  are. 

Because  the  proper  groundwork  has  yet  to  be  laid  with  leadership  publics. 
T  don't  believe  now  is  the   time  to  initiate  a   major  consumer  ad  campaign. 
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Such  a  campaign  is,  however,  being  developed,  and  it  will  come  on  line  when 
and  if  it's  needed. 

Let  me  run  down  the  list  of  public  relations  and  public  affairs  materials 
you  have  in  your  binders : 

1.  A  policy  statement  on  interconnection  ; 

2.  An  agenda  of  upcoming  events  ; 

3.  A  public  affairs  "talk  from"  piece  on  interconnection,  and  certification; 

4.  Two  public  affairs  "leave  with"  pieces — one  of  interconnection,  the  other 
on  the  specialized  carriers  ; 

5.  A  background  paper  entitled,  "Interconnection,  Certification  and  Service" ; 

6.  An  AT»&T  press  release ; 

7.  A  list  of  hard  questions  and,  we  trust,  good  answers ; 

8.  A  Management  Report  to  be  issued  in  conjunction  with  our  October  17 
filing  on  certification ; 

9.  An  article  on  certification  for  employee  newspapers  ; 

10.  A  white  paper  on  the  adverse  consequences  of  competition  in  the  tele- 
communication industry  ; 

11.  The  letter  OTP  sent  Dean  Burch  on  mobile  telecommunication  services — 
it  contains  some  distinctly  "Strassburgian"  passages  ; 

12.  An  address  Dean  Burch  made  to  the  American  Bar  Association  in  which 
he  sounds  very  much  like  Thomas  Kauper  ; 

13.  Mr.  Strassburg's  remarks  to  the  Organization  for  the  Protection  and 
Advancement  of  Small  Telephone  Companies  ; 

14.  Southern  Bell's  filing  on  North  Carolina's  decision  to  prohobit  inter- 
connection ; 

15.  The  paper  outlining  the  Justice  Department's  position  on  the  North 
Carolina  case ; 

16.  A  list  of  the  parties  to  the  North  Carolina  case  ; 

17.  And,  finally,  a  late  starter,  our  brief  in  the  NATA  case. 

As  time  goes  on  we'll  keep  the  ammunition  coming  with  equally  relevant 
material,  analyses  and  action  documents. 

I'm  not  about  to  give  you  a  "Go  in  there  and  win  one  for  the  Gipper"  pep 
talk.  I  probably  wouldn't  get  out  of  here  with  my  scalp  if  I  did.  But  if  we 
believe  our  convictions  can  stand  the  test  of  public  debate,  and  if  we  believe 
that  this  business  exists  to  serve  the  public,  then  I  believe  we  ought  to  go  out 
there  and  win  this  one  for  the  public. 

This  is  pre-eminently  a  grass-roots  effort  we're  undertaking  because  it  is  at 
the  grass-roots  that  the  impact  of  certification  and  interconnection  finallv  will 
be  felt. 

And  it  is  at  the  grass-roots  that  the  political  process  begin.s — and  this  is 
where  we  need  your  help  most  ...  in  municipal  ofiices,  in  state  houses,  in 
governors'  mansions  ...  at  meetings  of  civic  clubs,  engineering  societies, 
service  organizations  ...  in  newspaper  editorials,  local  TV  talk  shows  .  .  . 
seeking  our  allies,  probing  and  maneuvering  for  consensus. 

Do  we  stand  to  be  accused  of  lobbying  for  our  own  point  of  view?  Do  we 
stand  to  be  accused  of  pretending  to  protect  the  interest  of  the  telephone  users 
when  in  fact  we're  just  protecting  our  bottom-line? 

Of  course  we  do.  But  when  we  are  so  accused,  it  might  serve  us  well  to 
recall  this  definition  of  democracy  : 

"Democracy  is  a  competitive  political  system  in  which  competing  leaders 
and  organizations  define  the  alternatives  of  public  policy  in  such  a  way  that 
the  public  can  participate  in  the  deci-sion-making  process." 

Up  until  now,  gentlemen,  the  public  has  had  no  .say  on  the  serious  matters 
on  which  we  hope  to  initiate  a  great  public  debate.  Don't  you  think  it's  about 
time  the  public  had  its  say? 

Thank  you. 


Exhibit  21. — Excerpts  of  Testimony  of  Richard  R.  Hough,  FCC  Document 
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*  *  *  *  ^  *  * 

Question.  Do  you  know  what  in  paragraph  6  Mr.  deButts  had  in  mind  when 

he    suggested    "On    the    things    that    count"    Western    Electric    would    be    the 

supplier? 
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Answer.  There  are  a  number  of  things  that  are  in  the  heart  of  our  network 
that  are  vital  to  being  able  to  provide  the  kind  of  service  that  we  must  look 
at  the  price.  Many  of  them  which  are  obtainable  noplace  else,  and  these  are 
the  things  that  are  absolutely  essential  to  our  continuing  in  business.  I  would 
think  he  meant  by  that  these  are  the  things  that  count. 

Quesion.  His  example  in  paragraph  4  was  PBXs.  Would  his  be  one  of  the 
things  that  counts? 

Answer.  No.  We  have  purchased  PBXs  elsewhere,  and  from  my  discussions 
with  Mr.  Whalen  and  his  marketing  people,  they  intent  to  be  looking  at  the 
full  gamut  of  available  products,  whether  it  is  Western  or  some  other  manu- 
facturer. But  I  think  what  Mr.  deButts  was  doing  was  to  point  at  the  tre- 
mendous track  record  of  Western  in  stepping  up  to  meet  the  demands  of  the 
system  and  with  the  teamwork  of  the  laboratories  and  Western,  they  have 
done  a  tremendous  job  over  the  years,  and  he  expected  them  to  continue  to  do 
a  tremendous  job. 

Question.  But  not  plug  every  gap,  as  the  phrase  is  used  here? 

Answer.  Where  is  that? 

Question.  That  is  in  the  fifth  paragraph,  sir.  He  says,  "I  feel  strongly 
'plugging  gaps'  is  a  far  from  adequate  marketing  strategy."  In  the  PBX 
line  I  take  it  that  you  don't  intend  to  plug  all  the  gaps.  That  was  not  the  gist 
of  his  comment  here. 

Answer.  No,  the  gist  of  his  comment  is  that  what  we  intend  to  do  is  to 
examine  the  market  very  thoroughly  and  go  out  and  provide  services  that  are 
needed,  looking  well  ahead  to  the  future  and  be  ahead  of  the  market  and 
not  trying  to,  as  he  also  says,  "playing  catch-up  ball."  In  other  words,  we 
expect  to  be  leaders. 

Judge  Kraushaar.  How  do  you  understand  this  to  square  with  what  Mr. 
deButts  is  quoted  recently  as  saying  on  the  subject  of  competition?  I  think 
he  referred  to  competition  as  sort  of  a  religion  with  some  people.  How  does 
this  square  with  that? 

The  Witness.  There  are  those  who  speak  in  a  theoretical  way  of  competi- 
tion for  the  sake  of  competition. 

Judge  Kraushaar.  Isn't  he  talking  about  competition  for  competition's  sake 
in  this  very  speech  back  in  1972? 

The  Witness.  No.  He  is  talking  about  the  actual  situation  we  are  faced  with 
in  the  PBX  field  and  similar  terminal  crises. 

Judge  Krausaar.  He  says,  "We  really  intend  to  be  in  the  marketplace,  I 
mean,  with  our  full  line  of  products  and  services."  That  is  competition  for 
competition's  sake,  isn't  it? 

The  Witness.  That  is  not  competition  for  competition's  sake.  It  is  competi- 
tion to  meet  a  situation  that  we  at  that  time  and  today  see  facing  us. 

One  of  he  problems  is  that  the  word  "competition"  is  used  rather  loosely  these 
days.  They  speak  of  competition  in  the  private  line  field.  Yet,  at  the  same 
time  we  have  yet  to  be  permitted  to  compete.  We  pushed  strongly  for  a  hearing 
on  that.  Docket  20,003  has  been  established  for  that  purpose  and  we  hope  for 
the  first  time  these  things  will  come  (»ut  on  the  record  and  a  conclusion  will  be 
made  on  that. 

^i  1^  *  if  *  *  * 

Question.  If  we  rolled  the  clock  back  and  did  away  with  competition  en- 
tirely, presumably  that  source  of  innovation  would  dry  up;  isn't  that  right? 

Answer.  There  is  still  a  substantial  independent  part  of  the  telephone 
market  which  has  been  supplied   by  these  outside  suppliers  for  many  years. 

The  other  thing  I  might  say  is  the  Bell  System  has  brought  a  substantial 
number  of  PBXs  on  the  outside  and  we  would  expect  to  continue  to  buy  PBXs 
on  the  outside. 

In  the  years  past,  we  have  not  purchased  very  many  because  there  has  not 
been  much  of  a  choice.  But  as  the  choice  increases,  the  operating  companies 
have  the  option  of  buying  where  they  want,  so  I  would  expect  there  would 
be  that  market  in  addition  to  the  independent  market. 

Judge  Kraushaar.  Has  this  outside  market  at  all  stimulated  the  Bell 
System  to  innovate  more  than  it  had  in  the  past? 

The  Witness.  In  the  area  of  PBXs  and  data  modems,  I  would  say  yes. 

Judge  Kraushaar.  To  that  extent  then  the  public  benefited  from  that 
competition? 

The  Witness.  Yes,  sir. 
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Exhibit  22.-Stanford  Research  Institute  Report  Re  Insight  Into  Telephone 
Interconnection  Industry 


ABOUT   THrS    PitPORT 


Telephone  inlcrconnection  — pi'ivate  owner- 
ship of  telephone  systems  whicii  are  connected 
to  the  pul)hc  telephone  network — has  existed 
in  Europj  for  more  than  50  years,  but  the  U.S. 
market  did  not  begin  to  evolve  appreciably 
until  after  1968.  The  Federal  Communications 
Commission  (fcc)  Carterfone  decision  in  that 
year  disallowed  telephone  company  prohibi- 
tions on  subscriber-owned  equipment.  Since 
then,  telephone  interconnection  has  become 
one  of  the  fastest  growing  communicationF  in- 
dustries in  the  U.S.,  posing  a  threat  to  the 
businessequipmejitmarket  of  established  tele- 
phone ojierating  companies.  Its  rapid  g)-owth 
has  stimulated  worldwide  interest. 

The  major  purpose  of  the  rejjort  is  to  pro- 
vide an  insight  into  this  dynamic  market  and 
the  participating  companies.  The  primary 
focus  is  on  the  U.S.;  the  status  and  implica- 
tions of  interconnection  in  selected  other  coun- 
tries are  covered  in  a  separate  section. 

The  i-epovt  is  intended  for  a  broad  range  of 
readers,  including: 

•*■  Executives  and  lower  level  managers  of 
companies  that  are  current  or  potential  com- 
petitors in  the  interconnect  industry 
►"  Policy  makers,  planners,  and  corporate  de- 
velopment personnel  in  any  related  industry 
"*•  Communications  managers  in  major  cor- 
porations 

*•  Investment  community  per.sonnet  who  fol- 
low activities  in  tlic  communitations  related 
industi-y 


Itctulprs  who  want  more  f.v/c/isice  informa- 
tion on  this  sid)jec!  arc  inritcd  to  mal;c  use  of 
inquiry  and  conauttntion  privilcni-s  offered  by 
the  I,(ing  RaniJP  Planning  .Service.  Please 
refer  to  the  inside  bach  cover  for  /urllicr  details. 


The  telephone  interconnect  industi-y  as  de- 
fined in  this  report  essentially  compi-ises  the 
manufacturers  who  produce  telephone  equip- 
ment and  the  suppliers  who  sell  or  lease,  in- 
stall, and  service  private  business  telephone 
systems  for  the  end  user.  Such  systems  aie 
offered  in  place  of  Bell  and  independent  tele- 
phone companies'  equipment.  The  specialized 
common  carriers  and  the  data  equipment  in- 
dustry are  not  included  in  the  tele]ihone  inter- 
connect market  as  defined  here,  although  they 
occasionally  join  forces  with  interconnect  com- 
panies on  regulatory  issues,  engage  in  related 
legal  action,  or  appear  before  the  Congi'ession- 
al  committees  concerned. 

Pbx  (private  branch  exchange)  and  key  sys- 
tems are  the  two  fundamental  products  of  the 
telephone  interconnect  industry.  These  sys- 
tems include  telephone  sets,  attendant  opera- 
tor consoles,  and  intercoms  as  the  basic  com- 
ponents. Auxiliary  equipment  (such  as  paging 
devices,  automatic  dialers,  call  restiictors,  and 
recordeis)  is  not  considered  a  part  of  the  basic 
interconnect  market  as  defined  in  this  report. 
However,  a  brief  description  of  the  major 
auxiliary  or  peripheral  products  and  a  li.st  of 
manufacturers  is  provided. 

BACKGROUND 

Compc'Lioir.  toi  lc!i  ,)hone  Syr.ttiii  Ivljrkct^- 
Equipinenl  Manufacturers 

When  the  Carterfone  decision  gave  birth 
to  the  U.S.  interconnect  industry,  U.S.  manu- 
factureis  othe)-  than  the  llcll  System's  Western 
Electric  were  pi'oviding  oqiiipmeni  piimarily 
for  the  independent  telephone  companies. 
Most  of  this  equipment  was  essenfially  similar 
to  Western  Kleclric's  I'u.x  and  key  systems, 
and  the  featm-es  offered  had  not  changetl 
significantly  for  a  decide.  On  the-  other  hand, 
.Japanese  companies  and  somc,Iuuop,"'an  con- 
cei'ns  had  been  prodiicin;;  and  uiarl.eting  in 
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tcTconnect  syslems  nhioaci  lor  sevei'al  years. 
With  assist  aiice  from  American  suppliois  Ihuy 
marie  minor  mtidifications  to  tlieir  basic  lower 
priced  equipmenl,  mostly  adding  features  (hat 
were  not  geiu-rally  available  in  the  U.S.  These 
moves  allowed  Japanese  and  European  com- 


panies to  capluie  inoi'e  than  759c  of  the  U.S. 
interconnect  niai-ket  for  rax  and  key  equip- 
ment (not  inchiding  PBX  stations)  by  the  early 
1970s.  Primary  manufacturers  include  OKI 
Electiic,  Nippon  Electric,  and  Nitsuko  of 
Japan,  and  L.  M.  Ericsson  of  Sweden.  Nitsuko 


Attendant  consoli:.  A  centralized,  desktop  or  floor  mounted 
console  that  Li(ili«-s  push-button  keys  or  paich  i  ords 
for  control  and  tall-ionnecting  functions. 

Capacity  or  equippid  lines.  The  maximum  number  of  i)ri- 
niarv  station  lor  extension)  lines  available  far  a  given 
I'li.K  model  or  cabinet  size. 

Ccntrcl  ijffi.ce.  1  be  telcplione  comjiany  location  sei  vi)ig  a 
spocitied  geoirrapliical  area  .Tnd  containing  switching 
cciuipinent  th;i!,  connects  customer  trunks  or  outside 
lines— also  cidled  an  exchange,  end  office,  or  local 
central  office. 

Centrcx.  A  type  ofrDX  system  taritf  ofTering  that  includes 
such  advanced  features  as  direct  inward  di.Tlinfi  (l)y- 
pascing  the  rnx  operator)  and  automatic  identification 
of  outward  di:ilin;;  sf.ilions. 

Cror.spoinl.  Tlic  contact  points  in  the  switcbiiij;  matrix 
(or  network)  that  cstalilish  or  lireak  connc  lions  of 
se!e<ted  signal  path  wires. 

Extension.  A  rnx  telephone  st.-.tion  or  an  additional  tele- 
phone .set  on  the  same  line,  but  at  a  dilTerent  location 
from  the  main  j.l.ition. 

Federal  Coriim:inirutions  Coniiiiis^ion.  A  board  of  seven 
connnissioncrs  appointed  by  llic  President  under  the 
('<nnmunications   Act  of   I'.rM.   having  the   power   to 


re,';idnte  all  interstate  and  l'orei;;n  elect  ricali 

•ouununica- 

tions  .>;ystem;.  nri|;inating  in  the  U.S. 

Key.  A  small  ;■■■•  ihhing  device,  operated   In 

■   pn.hin.r  a 

l.utton    (or    le\er),    usually    const  rucled 

of    llcviblc 

sprii^KS. 

Line.  I'sually  llu'  t:dl.in!:  p.ilb  on  i\n-  sub.-cr 

il.l  r  r;iile  or 

inlertace  to  a  swiidiing  s>-lem.   as  opp, 

>.K.,1    to    the 

trunk  or  central  it\lrf  side,  'the  iine  (i-rmii 

iL.tcs  in  mn 

or   more  sub:-.' i  il.cr  •l.ilions.   'llu-  term 

■•.-.ol.scribci 

line"  c;m  als..  rcler  to  trunk  circuits  use 

d  in  stand- 

Main  station.  The  point  at  which  a  subscriber's  telephone 
is  connected  to  the  outside  trunk  or  line  where  calls  can 
be  originated  or  answered. 

M(:tri.x.  The  switch  portion  of  n  switching  netv.ork,  in 
wliich  a  specilied  input  row  has  access  to  a  specilicd 
output  colunm  through  a  crosspoint  placed  at  the  in- 
tersection of  the  row  and  coknnn. 

Me-isaf.e  (or  store  and  foruard)  siiUching.  The  tcchni(|ue  of 
receiving  a  si;;ual  or  incssage,  storingit  until  the  prober 
outgoing  circuit  is  available,  and  then  retransmit ;ing 
it  to  its  destination. 

Multiplex.  Combining  signals  into  a  common  signal  for 
reduced  jiath  transmission  in  such  a  way  that  tliey  can 
be  leconstructed  to  their  original  form  ai.  the  receiving 
end.  Time,  spaie,  or  freiiuency  division  lethniques  can 
be  used. 

Rip,istrr.  The  swilcliing  equipment  device  that  receive.^ 
the  dialed  impulses  and  loutrols  the  subsciiuent 
switi'hing  operation. 

Relay.  A  device  for  making  and  breaking  circuit  connec- 
tions or  varying  circuit  characteristics.  It  is  operated 
electrii-ally  oi  m.ignetically. 

Scries  100,  200,  ,100  f.ntures.  ATiT  designation  for  a  grou]! 
of  features  oJl'ered  on  their  I'bx  [iroduct  line.  Series  100 
has  the  fewest  number  of  options  while  Series  300  pro- 
vides the  most  advanced  features  of  the  three. 

Station.  The  jjoint  where  the  tele|->hone  network  Ic'ini- 
nates  in  a  tclepl'.onc  instrument  or  other  associated 
subscriber  eqinpment. 

Supervision.  Indication  of  the  olT-hook  (in-nse^  or  on- 
hook  l,idlcl  status  of  lelejihone  connections. 

Switch.  An  assembly  ol  crossj>oinls  to  malic  designated 
connections. 

Suitchlmird.  A  console  on  which  cwilching  oper.ilions  are 
carried  out  by  operators. 

Tninl;  A  lii\e  going  directlv  to  the  central  olliceexchiniys 
and  into  the  public  nelwcnk. 

IV;^','  Arc,:  Tcl-.rh.mc  S.  re  ice  iWArs'.  A  tclcpbonc  cum 
pauv  service  pci milting  a  flat  rate  monthly  >b.;r;.c  for 
tollValls.  There  are  six  vone  r..l,s  avail.dilc  dcpcntue: 
on  the  di.itancc  called.  In  ail(lili..n  to  the  flat  rale  ibere 
is  a  measured  rati' ojfei  ing,  b.iscl  on  number  o!' hours 
used. 

r.'.^;.',(/f//:ns.  Tb.-:i,teal  Mnml..r  of  enx  ..•■>.ir.ncd  c\l  fu- 
sion Imes  nsci  in  .-,  :;Uin  insi ., ll.it  i.ni.  Ko.  cx.mplc.  .: 
Hl.l.liiic  m.:\inmio  c.ipa.i.y  cpilpncd  1  ,.\  vco'.'  on 
:,s>  !.,-.■  b.n,-  ■,('  \^,-<lu,;    tin,  =  and  .d.,nu   ..■  I.I,|  -.  ■•    ■ 


,>l    Kc 


,u\ 


chip 


itcl.-l 
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alone  had  about  65%  of  the  U.S.  1973  key  .sys- 
tem interconiiecl  inavkel. 

Oki  and  Hitaclii  have  U.S.  affiliates  that  as- 
semble equipment;  for  example,  oki  of  Japan 
owns  about  iOVo  of  oki  Electronics  of  Amer- 
ica. Consequently,  part  of  the  Japanese  output 
may  also  be  considered  as  U.S.  in  origin. 

Imported  products  are  used  not  only  by  in- 
terconnect supplieis,  but  also  by  several  tele- 
phone operating  companies.  In  some  cases, 
the  telephone  companies  are  using  identical 
products  to  compete  against  an  interconnect 
supjjlier.  Outside  of  the  Bell  System,  telephone 
station  equipment  is  manufactured  primarily 
by  ITT  and  Stromberg-Carlson,  and  sold 
thi'ough  anothe)'  level  of  distributor  such  as 
Graybar  or  North  Electric  Supply. 

The  major  interconnect  manufacturers, 
ranked  in  order  of  estimated  1973  sales  to  U.S. 
interconnect  suppliers,  are: 


Company 

Ma.lufacluring 
Locations 

OKI  Electronics  of  America/OKI  Electric 

of  Japan 
Nippon  electric  Company 
Hitachi 
Nitsuko* 

Japan  and  U.S. 
Japan  and  U.S. 
Japan  and  U.S. 
Japan 

Internationa!  Telephone  and  Telegraph  (ITT) 

L.  M.  Ericsson 

Northern  Telecom  (subsidiary  of  Northern 

Electric  of  Canada) 
Stromberg-Carlson 

U.S.  and  Spain 
Sweden 

Canada  and  U.S. 
U.S. 

North  Electric  (subsidiary  of  United 

Telecommunications) 
Fujitsu 
General  Telcplione  and  Electronics  (GTE)- 

Automatic  ElcLtric 

U.S. 
Japan 

U.S. 

North  American  Philips— Norcico 

CIT/lELICt 

Iwatsu; 

Meisci 

Netherlands  and  U.S. 
trance  and  U.S. 
Japan 
Jap.Tn 

Siemens 

Lynch 

ToshibdS 

Germany 

U.S. 

.lapan 

'Key  systems  only:  distributed  hy  TIE 

tConipatinie   Inditstrielte  de   Telecomn 

dustrielle    el    Conimcrci.^Ile;    cquipiix 

Electric. 

JKey  systems  only:  distnbul.'J  liy  Shin 

iKey  systems  only,  dtslrihiiled  hy  Tele 

Source:  Sl!l 


and  Executone,  have  recently  begun  to  manu- 
facture new  solid  state  systems  and  market 
them  directly  to  end  users.  Several  other  man- 
ufacturers, such  as  the  rca  Communications 
Division  and  Wescom,  are  building  new  prod- 
ucts but  marketing  them  instead  to  telephone 
system  suppliers.  At  least  five  major  foreign 
manufacturers  besides  those  listed  are  re- 
ported to  be  developing  products  for  the  U.S. 

n'arket.  iConli.uedon  pagcS) 


Movement  of  Systems 


Telephone  Companie 


Slionihoig-C'rl    ■■ 
GTE  ALlOii.a'.i'.  {• 

Nipp:n  Elec'..i:C' 


t?:-  Svslern 
C'UUcijlinr 
f.on.^>amc^) 


Unil^J  Oinei  Indqii. 

Icleif^rri  Tel  ..'-one  Ccn,; 


y  sell  to  Bell.  GTE.  , 


Marulacluiet5-^ 


Manuljcliue:s  Only  ^ 

Hitartir  Nnidicin  lelcci'm. 

OKI.  Nitsuko 

NipjMfi  ttcliicCPn-iMny 

N?.irt(!c:tn:  tv,':\). 

PI-lipvL   M   frkSv-ii 

ri,rl.ol  Nr!*r-ik'.  ,ir1  QtUcs 

Udi'.i .!  Bu'.llU•*^  rpii;n-iniiMt'i'ns. 

Manulacluiei  Siipr'ins 

\  r 

Slioaibeij  Ciih.M!  I-IM^, 
RCA.  GTC  Autoniati.  ll  .l>i 
III  Ific  Reson:.. 
i..-culcne.  aiKlP;!-  s 

\ 

III  (>iu.'mir.iu.ilicr.,:.    ,,-     ■ 
li:;.-'i  lY-t  ^rivi.i' ;'.   ii     . 

r^^ 

In  addition  to  tiic  above  csl.iblished  niiinii- 
facfurcrs  of  pux  and  key  systems,  several  U.S. 
companies,  such  ^is  Tele/IU^sources,  Lit  (on, 
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PCX  Syslenii 

'IVU-plione  (ompanics  refer  to  all  customcr-loiatcfl 
exi  Imngcs  coniirtlctl  lo  the  piililii  nctwor!;  .i-;  private 
liKnuli  exc■han!•'■^'  "'"  nix,  Iml  sdine  inanufAitiirers  ilis- 
tinciiisli  between  mami.il  and  auliiniatie  .  vslcms,  re- 
ferred to  respeellvely  as  f.viiX  or  I'Alix. 

A  riix  is  a  lo.:d  telephone  suilrliiiiR  system  for  han- 
dliiiK  int enial  or  I  xtciiialeallsv.iihhi  a  part icid.-.r  building 
or  i>rgani/.ation.  'I  b--  PMDX  reipiires  an  altendMnl  to  con- 
nect both  incoming;  and  oiit<;oin;,'  calls  manually,  whereas 
a  I'AUX  reduces  the  attendant  workload  by  requiring  the 


PEX  System  Inciu^linc]  liey  System 


Connecting 

Arrangements 

(^c  iiilei;cnne-l  s)Wms  only) 


npciilor  (o  answer  only  incotninjr  calls  (oulROinj;  calls 
ure  dialed  direilly  by  tile  exu-nsion  uscri.  'I'lie  Ccnires 
(anollier  I'liX  tariit  option  :  allows  even  incotnins  calls  to 
bypass  the  altendani  and  gn  direi-lly  lo  the  extension. 
A  fiix  system  consists  ol  lour  major  functional  parts: 

•  Swilchint;  e.|ui|imenl  — the  elect  romecbanical  or  elec- 
tronic apiiaraliis  that  lonnc.  (s  a  telephone  station 
I  extension  I  line  In  au  oulsirle  line  or  to  another  station 
line  and  also  provides  rincin;:.  busy,  and  dial  tone 
sisnals  an<l  inlerconi  lonneilions.  The  control  lo;;!c 
which  actual  IS  the  swilihin;;  lum-tions  can  be  an  in- 
IcRral  part  of,  or  separate  from,  (he  switch  itself. 

•  Trunk  circuits— ilw  telephone  lompany  cer.lral  ollice 
lines  that  comiei  1  the  riix  with  Ihc  public  switched  net- 
work. Usually,  one  trunk  line  is  needed  for  each  four 
lo  ten  station  lines. 

•  .\ttendnnt  console— a  device  from  which  the  attendant 
or  inside  operator  can  eoinplete  or  transfer  calls, 
determine  wliiib  linos  are  busy,  and  provide  other 
services,  such  as  messa};e  taking,  paging,  and  con- 
ferencing. 

•  Telephone  station  equipment— a  telephone  instrument 
capable  of  answering  one  or  more  station  (or  extension- 
lines,  including  sl.iudard  telephones  as  well  as  those 
integrated  with  ii.torioins  or  speakerphones.  Where 
the  user  requires  more  than  oni-  extension,  the  station 
lines  may  be  terminated  in  a  key  tclci)lione  set  which 
typically  has  lighted  pushbuttons  I  o  indicate  the  si  at  ion 
line  being  userl.  Key  telephones  are  often  used  in  both 
PBX  systems  and  stand-alone  key  systems. 


Key  Fystems 

A  stand-alone  key  system  is  con;monly  used  in  smaller 
organizations  that  recpiire  from  one  or  two  to  40  tele- 
phones and  from  one  or  two  to  18  trunks  (central  office 
lines).  Kather  than  Ib.e  more  complex  fnx  switch,  a  key 
system  utilizes  a  simpler  key  service  unit  (Ksu)  which 
connects  the  outside  subscriber  line  directly  to  the  user 
extension  telephone  (without  a  dial  9  accessV  It  also 
coordinates  the  button  lighting,  intercom,  and  holding 
signals  for  each  telephone  slalion.  Tn  most  ap|ilic.-.tions 
(under  ten  phones)  there  is  no  single  attendant  console, 
but  this  function  can  be  performed  by  any  key  telephone 
set  or  a  "call  director"  (akeysel  with  I2or  morebultonsl. 

Unlike  pnxs.  key  systems  do  not  randomly  select 
trunks  for  outgoing  calls.  Further,  an  intercom  is  usually 
incoriioratedini  utile  key  system  by  connecting  one  of  the 
pushbuttons  on  each  telephone  to  a  common  line  rather 
than  to  a  trunk  line.  This  approaih  |ierinits  the  user  to 
dial  or  bu//.  another  station  witboul  going  through  t la- 
public  trunk  network. 

buercom  Systems 

An  intercom  s\slem  is  for  internal  communirations 
only.  It  can  bi-  built  into  the  b.isic  lelephonr  system  or 
operate  as  a  distimt  internal  system  with  separate 
l)honcs,  loudspeakers,  ami  wiring.  If  it  operates  as  an 
inilependeni  sysli-m  iwilhoul  a  connecting  arr.mgement '. 
i1  is  consiilereil  lo  be  auxiliary  as  opposed  to  interconnect 
eipiipment.  Some  priv.it ely  owui'd  .separate  intercoms 
may  be  tierl  into  lelcphone  company  Uioniiitercomu-cl  ■ 
I'lix  or  key  systems  with  a  spici.il  lonnecling  arrange- 
ment. In  most  iiv-l.iuces,  inlcnonnect  su|>pllers  trial 
ii!!cr.-om  eqiiipm.-e.l  as  an  intcr.ial  part  of  a  ni.x  ui"  ki-y 
sx:-leiu  .sale,  and  m,  lud<'  it  m  ibeii-  lolal  system  price. 
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Arv.linrv  or  Pcrii.li.rol  Enuipmciu 

.\!inul  :i  (loi'c'i  -.v..:  |.ir  |u'i  iplRj^il  dcvin-sassoi  i.Uid  wilh 
Irk-phoiiu  !■..v^i^'nl■.  nri'  iwijvidcd  by  inlnrionru\l  sup- 
|.!ii  i>  or  liv  (lisnilnitciis  niicl  vendors  tlirit  nro  not  in- 
c  lu.i.ii  iji  nil-  li:;si.  i]il i.T<(inn;->  I  nirn-koL  as  dcdncd  in  this 
Kinii  I.'I'Ih'mmI.i  i  ••scan  Ih'  vised  in  cniiie  I'nx  svsicnisoi- 
wilh  iiidnidtial,  iifivalc'ly  ov.  nrd  rti'-idcntf  iiliones  i  also 
n.il  ripii'sonled  in  (his  deliniliuM  of  tin-  inlcr.  onnect 
ni:ni^e(:.  'I'licy  also  i'et|uirc-  inlerc  o)inei  1  iin.i  I  : -,  i'\rn 
(ii'ui^h  many  iisi-rs  wilh  a  sinKli.'  phone  i;.,i,'H  .  i ;;  .  m  -ii- 
l.iiinn  -v,,!  h  .v'f  ■"•■"■  .-...Ml."..  I.I  ronneeleddii>,i:,  [.,  ihe 
le!i  !'.  '  .1"  devire  is  insi.dlcd  l)y 

the  t<  it   does  not  leipiii-e  a 

ci'.ipl  1     .i       ^  .;...,,■...   ..    ..    trrstcd,   install,  d.   and 

niaiiilained  by  tlie  telephone  eompany).  TliR  must  eoin- 
nion  dcviecs  are  deseribcd  below; 

•  Answering  and  recordini;  !]iaehiiics  represent  the  larg- 
est segment  of  the  auxili.iry  in.n  Ket.  Thoy  usually  are 
not  handled  by  riix  ami  key  ssstein  inlereonnect  su|)- 
pliers  because  tliey  arc  soM  ;  ,i  ed.iMiiii.inl  Iv  to  one-  an<l 
two-jjhnne  users  who  rcpii'-t  n:  i"i!\  inwiinii!  i;vi;\'idual 
sales  polenii.-d.  The  devi:  •■-  -.-.ir-  i  v  ,,„  ail;.'  sold  ibrouph 
direct  mail,  office  j>roduils  out  lets,  or  department 
stores.  The  leading  manufacturers  are  Ford  Industries 
and  Phonemate,  Inc. 

•  Automatic  dialers  and  call  reroulers  (diverters)  auto- 
matically i)lafe  a  iireselected  call  u|)on  the  |iress  of  a 
button  or  the  Iriggerinj;  of  an  alarm  system.  Inter- 
connect supijliers  generally  do  not  handle  this  equip- 
mcnt.  Major  inainu'acfm  ers  are  UASA  Corp.  !  Magicall), 
Elgin  Electronics,  and  Macom  i.Naine  Calleri. 

•  Paging  equipment  used  for  announcements  or  page 
cells  over  loudsper.Uers  is  only  infrequently  installed 
with  pnx  systems.  Many  interconnect  sup))Iiers  pro- 
vide such  equipment  as  ijart  of  their  product  lines. 
Leading  n)anuf."cturcrs  arc  liauland,  Executoue,  Du 
Kane,  and  Hogen. 

•  Videophones,  both  slow-scan  and  wideband  models, 
currently  l^ve  obtained  only  negligible  demand.  How- 
ever, this  situation  should  ch.nnge  during  the  next  five 
(o  ten  years  as  more  econoniic.-d  equipment  and  trans- 
mission facilities  become  available.  The  leading  inter- 
connect suppliers  will  be  offering  videophones  as  jjart 
of  their  pi-oduct  lines.  In  addition  to  Western  Electric, 
the  ntajor  mamifacturersarcucA,  Nippon  Electric,  and 
Strom  her  g-Carh.on. 

»  Call  (or  toll)  restriction  e(Hii|)ment  |iernii(s  access  to 
the  toll  netwoi'U  only  by  (l(\->ignated  cxtensifm  and 
specilic  ar.^a  co<le  Uisually  ilmu-  by  analyzing  tlic  first 
three  to  six  digits  dialed  i.  Interconnect  suppli<'rs  often 
include  this  option  in  their  system  ollerings.  ''I'hc 
e(|ui|)nient  is  provided  by  major  interconnect  uia.nn- 
facturers  and  by  the  periplw  lal  nianuf.u-turcrs  Phone- 
tele.  EAM  Connnunication-.'.  Teletronics,  'J'elep.ith  In- 
iluslries,  and  nsp  JOlcct  ronics. 


Pnx  toll  ticketing  and  u\ann 
m.nt  usu.illv  uli!i/cs  a  min 
l.riiil  out    (nil  billing  .Ict.df. 
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to 


nal\ 
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dl  toll  calls 
ilingami 
dclsprov 
IS  loll  in 
■s  'nice. 
.C.1I-,  li.  1., 
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Interconnocl  Suppliers 

Interconnect  supplicr.=;  are  es.sentially  mar- 
keting and  service  organizations  whose  suc- 
cess depends  on  the  efTectivcness  of  tlieir  sales 
efForts  and  service  capabilities.  Their  activi- 
ties include  analyzing  customer  requirements 
and  recommending  appropriate  telephone  sys- 
tems. The  recent  dynamic  growth  of  the  inter- 
connect market  has  resulted  largely  because 
most  suppliers  have  succeeded  in  convincing 
end  users  that  theirs  is  a  better  alternative  to 
existing  lf!c|)hono  company  equipment. 

Most  small  interconnect  suppliers  entered 
the  business  from  the  related  fields  of  sound 
and  communications  equipment  or  electrical 
contracting.  Almost  all  ure  local  concerns  that 
operate  wil  hin  a  50-  to  100-mile  radius  of  their 
headquarter.';. 

The  large)',  nationwide  suppliers,  such  as 
itt's  Commimications  Equipment  and  Sys- 
tems Division,  Norelco,  and  Stromberg-Carl- 
son,  were  established  primarily  to  provide  a 
broader  sales  and  distribution  outlet  foi  the 
parent  companj''s  manufacturing  operations. 
Other  major  suppliers  that  did  not  have  man- 
ufacturing affiliates  when  they  entered  the  in- 
terconnect mai'ket  found  that  this  tyiie  of  ver- 


ESTdVIATED   SALES   BY   INTERCONNECT  SUPPLIERS, 

(Millions  ol  Dollars) 


Lilton  Business  Iclophonf  Syslnms 

25 

Stromberg  Crirlson  Ccmmunic.Tlion^ 

•t 

25 

(sut>sidiary  of  Gcnpral  Oynamics) 

ITT— Connnuniciilions  Equipineiil  a 

d  Systems  Division 

18 

United  Business  Communications 

14 

(subsicliaiy  o(  lliiilod  Tolccoiiuiul 

ications) 

Universal  Comniuiucalions  Systrnis 

9 

(subsidiary  ol  American  Moloi  Ini 

s) 

liCA  Scrvirr  Coni|)3ny 

8 

Nori-lco  Comiiiunicalions- 

5 

(subsidiaiy  I.I  North  American  Pli 

Ill's) 

GTt-Auton.atic  Electric* 

7 

Teleci  (subsidiary  ol  Holiday  Inns) 

3 

Tcie/Resourccs 

4 

ITI-Urry,>l,>.iH-: 

4 

Ollicrs(abuol  ;".n,  m.islly  lodl) 

60 

,0U, 

182 
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lical  intopration  is  import aiil,  foi'  economic 
viability.  Tlie  ciiri-ciil  leading  suppliers  are 
siiowii  ill  lh('  tabic  on  page  5. 


counts  for  3',';   to  10',';  .  The  remaining  25%  of 
users  are  in  hundreds  of  business  categories. 


Telephone  Companies 

American  'rcle|)lione  and  Tclcgraijh's  24 
operating  companies  and  most  of  the  1700  in- 
dependent telephone  firms  arc  vigorously  re- 
sisting interconnect  suppliers'  encroachment 
on  their  subscriber  equipment  business.  The 
stakes  are  clearly  enormous:  the  estimated 
equivalent  retail  sales  value  of  the  telephone 
companies'  pbx  and  key  systems  in  service 
(cumulative  base)  was  $15  billion  in  1973. 

At  present,  inttrconnect  suppliers  have  pen- 
etrated about  3%  of  the  cumulative  pbx  in- 
stalled base.  In  forms  of  new  and  replacement 
installations,  hov.ever,  penetration  has  in- 
creased every  year,  reaching  approximately 
12',;  in  1973. 


In  3  973  about  9300  pbxs  and  key  systems 
were  installed  in  companies  representing  a 
wide  cross  section  of  business.  Installations 
range  in  size  from  small  key  systems  with  six 
stations  to  2000-line  pbx  sy.--tems.  Intercon- 
nect I'KX  installr;tions  average  about  75  tele- 
phones (or  70  working  lincsV  and  key  systems 
average  12  pliones.  Tlie  average  size  of  in- 
stallation for  non-Centrex  rax  systems  is  sim- 
ilar lor  botii  telcjihone  comjianies  and  inter- 
connect suppliers,  but  for  key  systems  tele- 
phone companie;'."  installations  are  about  half 
as  large,  or  five  to  six  phones.  Itoughly  80'^c  of 
currently  insta.lled  i-ux  systems  have  fewer 
than  100  lines. 

The  following  types  of  users  make  up  about 
75',;  ofllic market  foi  inlercomioctequipment; 


IIy(els;uKl  nuilcis 
Maiiiir.'iflurt-rs 
\Vl.olf.-;ilcrs  .-.lul  . 
Aulo  (l(:il.MS 
IloS|.it:ilsnii>:  <i;:i 
I!ol"lsarelhelar: 


Slorhlirolieis 

liters         Alloitu-ys 

SLTvi.c  inrliislric.-. 
;  Ji.uiUs 

^tcategory  withalxnit  20' 


)f  install, il  ions;  e.ifh  of  tin-  others  listed 


The  controversial  and  unsettled  environ- 
ment in  which  interconnect  companies  operate 
is  strongly  influenced  by  the  activities  and  de- 
cisions of  regulatory  agencies.  These  agencies 
include  the  Kcc,  state  public  utility  commis- 
sions, and  even  local  agencies  (such  as  in 
Texas,  where  there  is  no  state  commission). 

Interconnection  on  a  .selective  basis  has  been 
allowed  for  many  years  for  right-of-way  com- 
panies (for  example,  railroads  and  utihtiesl; 
its  extension  to  other  enterprises  resulted 
from  a  scries  of  judicial  and  FCC  rulings.  The 
most,  important  was  the  1968  Carterfone  de- 
cision which  disallowed  telephone  company 
regulations  prohibiting  the  interconnection  of 
customer  owned  equipment  to  the  public  tele- 
phone system,  but  allowed  telephone  compa- 
nies to  submit  new  tariffs  to  protect  the  sys- 
tem ag.ninst  harmful  devices. 

Revised  t  ariflV  filed  by  AT&T  in  January  19G9 
required  that  interfaces  or  connecting  ar- 
rangements (CAs)  be  installed  for  each  outside 
trunk  or  subscriber  line  to  insulate  and  pro- 
tect the  jiublic  network  from  the  private  seg- 
ment. The  devices,  which  curreiill3'  must  be 
furnished  by  the  telcj.ilione  company,  are  de- 
signed Ur. 

■  Prevent  interfci'enco  or  degradation  of  serv- 
ice, or  both,  for  noninterconnect  users  of  the 
network 

;■  Protect  their  m.iintenance  p."rsonnel  and 
teleplume  service  users  from  possible  danger- 
ous voltages  generated  by  private  equipment 

Most  iiilcrconnfct  suppliers  and  manufac- 
turcis  Ikivo  ackiunvledged  the  need  to  protect 
the  nolwork  but  have  opposed  at&t's  ap- 
proach. They  contend  that  many  telephone 
company  installed  oouiilors  cause  service  prob- 
lems instead  of  preventing  them,  and  favor 
other  (]iioferably  less  costly)  methods.  Kiir- 
Ihcrnuiic,  many  cl  lini  that  the  telci^hone  coin- 
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paiiy's  ri'quirenK-nt  llint  it  furnish  CAs  is  a  lac- 
tic to  (ioiay  iuslallations,  iiicroase  costs  to 
users,  and  generally  make  it  more  difiicull  foi- 
)nl.crco)inect  companies  to  compete. 


help  the  ]ef;u]atory  agencies  resolve  these  con- 
ti'oversi(!s.  The  coni)ilexily  of  tliesi;  jiroblems 
and  the  inhei'ent  slowness  in  solving;  them  cati 
be  seen  from  the  discussion  of  major  regula- 
tory issues  in  the  box  on  page  10. 


rU-  basic  Ivir,  lioi,.-.  (.fruupLr.-  ..rr  to  |.rcvr.,t 
rour  possil.lr  li^uins  to  Uic  pi.i.l..  ].fi\Mirk.  ii- 
IViii-.l  Id  in  n  .N.vtional  AiM.l-inv  of  Sriciucs 
1  (■;>-:  t  :is: 

•  WillM^cs  (lan;:iTous  to  tmmaii  lilf 

•  SirnaU  (iC  cvcti-rave  ainplitiulc'  or  improper 
sp!;i'lrLin\ 

•  liiipropor  lim-  ti.Tlaiui; 

•  improper  loiitrol  signals 

'llic  i.c)Upler.s  criy  ovit  thesr-  liniciions  Ijy: 

•  I'lnvirlin;;  <\r  idiix'ct  iiirri'iil  ■  isolation  I'l'oni 
|.riv.ilo  e(|iiipr.icn!  ami  il.-  vrH:  ;;c  outputs  to 
iviitral  oliice  lijics  by  means  ol  an  isoj.^tioii 
t]  a.iisl'yrmer 

•  l,iiiiiii)ig  the  ar  laliernalin;'.  ci.rrentl  .sifjnal.^ 
to  an  acteptalile  level 

•  Piteiting  ai.il  re|ieatin{;  the  ^lial  pulses  and 
ol'll-.ool;  isupi  ivisionl  sif,'nals  !joni  the  n.sinj; 
e(|nipment 


The  Bell  System,  on  the  other  hand,  rejects 
these  claims  and  offers  as  evidence  of  proper 
intent; 

.'  The  design  and  development  of  over  70 
types  of  CAS  in  five  years,  with  specific  ones 
dcsii'.naled  for  each  type  of  system  or  perii)h- 
ci'al  c(|uipnient 

'  The  in-service  ruunt  of  over  300,000  CAs 
(for  all  types  of  voice  services) 

i  I'he  publication  and  distribution  to  inter- 
coiUKct  maniifaclui-ers  and  supiiliers  of  tech- 
nical references  i;iving  sjiecilicalioiis  and  oilier 
detailed  inform, it  inn  on  CAs 

.  Various  cclmiilis^:ions  am!  comniitlee:'  have 
l)ecn  eslr.blisheil  over  tlie]\ist  three  year-,  to 


cuRr.crvST  statu: 


Sales  by  telephone  interconnect  suppliers, 
which  were  virtually  nil  five  ycai-s  ago  when 
the  industry  as  delined  herein  did  not  exist, 
reached  approximately  $182  million  in  1973. 
This  figure  represents: 

3300  pnx  systems  with  2<J8,000  telephones 
installed  at  a  total  sales  value  of  $130.2  inillion. 
Interconnect  suppliers  had  12.1'^;.  of  all  new 
and  i-eplacement  pnx  installations  in  1973. 
.  6000  key  systems  with  72,000  telephones  in- 
stalled at  a  total  sales  value  o(  $lfi.8  million. 
This  reflects  a  111%  revenue  increase  over 
1972.  Interconnect  suppliers  accounted  for 
6.7fe  of  ;;11  new  and  replacement  key  system 
installations  in  1973. 

r  About  $5  million  in  service  nnd  maintenance 
revenues,  which  incliule  charges  lor  telephones 
added  after  the  basic  installation,  as  well  as 
moves  and  other  changes. 

If  sales  by  peripheral  equipn.ent  companies 
were  included,  IjISO  million  could  be  added  to 
the  intercoimoct  revenue  total. 

It  should  be  noted  that  all  of  the  above  dolla  r 
estiiiintes  refer  only  to  the  end  user  or  retral 
level  of  sales.  The  v.holesale  value  of  1 973  pdx, 
key  system,  and  telephone  equipment  was 
about  f'O'i-  of  sui)i>lii:is'  revenues,  or  ,$90  mil- 
lion. However,  this  amount  docs  not  include 
ciiuipmcnl,  that  v.'.-is  shiiiped  in  1973  but  is  still 
in  inventory  or  b.'in;;  modiliid  by  suiiiilieis 
for  1971  installations.  Addin;;  such  output 
would  bring  wholesale  sales  to  abotit  $120  mil- 
lion for  the  year. 

]n  1973,  all  maraifacturers  combine;! 
shipped  :m  estimated  'I.'jO.OOO  eijuipped  lines 
of  Plixs  (about  .|."il!;)  systems  1  l:>  the  intercon- 
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«ND    KEY   SYSTEM   INTERCONNECT  SUPPLIER  SALES 


PBX  Systems 

Key  Sysloms- 

1970 

1971 

1972 

1973 

1970 

1971 

1972 

1973 

Number  of  Syst.-n.st 
Nitrt-.ber  ol  Teit-n''f"ics:  {Thousan.ls) 
Systems  Sdles  V.iluc:  (Millions  of  Oullars) 
Sliart  of  IduI  iJr^.  ar.if  Rcplacempnt 
Annual  lnslalI.i1oiis"  (Percent) 

620 

39 

20.5 

7i 

KjOO 
113 
S9  3 

6.8 

24C.-1 
180 

9  3 

3300 
i30  2 
12.4 

: 

900 
10.0 
7.0 

1-0 

2800 
33  6 
22.8 

3.6 

f.OOO 
72.0 
46  R 

6.7 

le  Key  systnins  only 
aver.i.-e.  equivalent 
linRl'BX.  wirine.  Stat 


1  -  Key  syste.n.    1  2  phontfs  per  s 
ilucd  at  $[>2=j.'fi!ione  —  Key  systcn 


s  :PSX  systum:  7S  phones 
'.PHX  system :  Total  system 
re  includinp.  key  service  unit. 


INSTALLED  (CUMULAT 


PBX  Systems' 

Key  Sy 

stcinst 
1972 

1973 

1970 

1971 

1972 

1973 

1970 

1971 

Bell  Systtn, 

Independent  Telijpfione  Companies 

13.890 

1.920 

40 

14.185 

1,945 

152 

14.670 

2.050 

332 

15.120 

2.150 

580 

7,300 
1.200 

7.500 

1.240 

1  1 

7,850 

1,280 

44 

8.040 

1.320 

J  16 

Annual  N<-1  t^ain  of  Tolol  (Percentl 

15.850 

1C.282 
2.7 

17.0;i2 
4  7 

17.850 
4.6 

8,500 
4  0 

8.760 
29 

9.074 
3  8 

9,4  7C 

[quiv.llcnl  Total  Sales  Value: 
(Billions  c.(  IV.IMrs) 

8  4 

8.0 

9  0 

9.4 

55 

S  7 

5.9 

6.2 

n)        IPBX  system:  Vail 


nc(,'t  mnrkol.  S,-iles  vnliio  (at  the  wholcHale 
level)  was  about  $58  Jiiillion,  without  tele- 
phones. Inlciconnect  .'suppliers  in.stalled  about 
330,000  of  these  equipped  linos,  equivalent  f  o 
about  23]  ,000  working  lines  at  70  lines  jjer  sys- 
tem. Manutaeturers'  sland-alone  key  system 
inferconiieel  sliipmenis  for  1973  were  about 
7r)00  systems  with  ]  00,000  stations  \,liiph  .sold 
for  i-ou;;lily  >:'?.'.l  million.  S:des  of  teleiilione  sta- 
tion and  other  related  eciuipmenl  (o  the  inter- 
connect induslry  were  anotlier  ."iiiO  million. 

To  add  perspective:  lelejjhone  companies' 
reN'enncs  fincludiiif;  lli'.'  residenti.il  market  i 
were  about  $28  billion  in  1073  — or  h'.O  limes 
tile  sale>,  li;^urc  for  int'-rconnei'!  suppliers, 
'relepliiinc  coiiipanies'  ii|ui\^denl  salc-^  lor  new 


and  replacement  rux  and  l;ey  system  instal- 
lations were  77  times  gi'eater,  or  $1.'!  bil- 
lion. The  1973  revenue  loss  for  the  telejihone 
companies  as  a  result  ol'  interconnect  sup- 
pliers' installed  base  of  GOG, 000  phx  and  key 
piiones  was  about  $70  million,  or  0.25 ''<  of  tiir 
$28  billion  total  revenues. 


7'he  initial  inin|)etili\e  activity  in  the  inter- 
connect in(lii;lr\-  was  in  i'i;x  rather  than  Icon- 
s'stf.}ms.  T!i(  oi-i;;iiial  inlerconnect  sujipliers 
focused  on  the  Icrmer  hcciuwe  it  offered  larjier 
unit  prices  jjcr  s\'  tern  and  hiidier  commissions 
))er  sail'.  M()U'0\er,  ccmi  i  -t  i(  ively  iniced  and 
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equippoti  riiX  sysLeins  were  readily  available 
from  foreign  and  inde|)endent  manufacturers. 
This  situation  began  to  chan<!e  in  late  1971 
and  early  1972  when  the  Japanese-made  Nit- 
suko-1030  key  system  was  introduced  in  the 
U.S.  This  equipment  was  very  favorably 
priced  and  had  many  desirable  features.  It  was 
first  successfully  marketed  domestically  by 
the  largest  interconnect  supplier  at  the  time, 
Areata  Communications  (since  acquiied  by 
Stromberg-Carlson  Communications).  Inter- 
connect key  system  sales  provided  an  attrac- 
tive alternative  to  phx  marketing  for  the  fol- 
lowing reasons: 

The  growing  number  of  smaller  local  com- 
panies entering  the  interconnect  industry 
could  become  established  more  rapidly  with 
the  easier-to-sell  and  simpler  key  sy.stems. 

Customers  requiring  fewer  than  40  stations 
and  fewer  than  18  trunks  were  able  to  obtain 
equivalent  (and  in  some  cases  even  more) 
features  th.an  with  a  I'BX  system,  usually  at  a 
lower  net  cost.  An  in\portant  part  of  the  cost 
incentive  is  the  fact  that  most  telephone  com- 
panies have  a  lower  monthly  i-ental  charge  for 
outside  subscribe)'  lines  feeding  into  key  sys- 
tems than  for  the  same  lines  (or  trunks)  con- 
nected to  pnxs. 

|.  Interconnect  salesmen  could  sell  many  key 
systems  in  the  time  required  to  sell  one  pbx 
system.  This  consideration  compensated  for 
the  smaller  commission  on  key  systems. 

Starting  with  1972,  more  key  systems  were 
sold  than  pux  systems.  This  situation  in  turn 
stimulated  .several  foreir.n  and  domestic  man- 
ufacturers t(j  increase  their  marketing  activi- 
ties and  I  heir  developmental  work  on  key 
system  lecluiology. 

OUTLOOK 

The  long  term  oulluok  for  the  U.S.  inter- 
connect iiuliislr\  as  a  whole  is  quite  fax'orable, 
in  spite  of  rui  lent  c(ini|)Ciilion  and  n  gulatory 
resliainls.ni.l  lliei'.^rl  llial  a  tcmpiirary  shake- 
out   is  (UTUi  riii;;  among  marginal  linns.  The 


industry  has  already  gained  considerable  mo- 
mentum and  is  expected  to  continue  to  in- 
crease its  penetiation  of  the  total  installed 
telephone  equipment  base. 


Given  the  currently  unresolved  nature  of 
the  various  issues  impinging  on  the  telephone 
interconnect  industry,  piojections  of  market 
gi'owth  have  been  developed  from  both  con- 
servative and  optimistic  viewpoints.  The  tim- 
ing of  key  regulatory,  technological,  and  com- 
petitive events  will  provide  significant  indi- 
cators of  which  trend  will  apply. 

The  sales  growth  rates  shown  in  the  accom- 
panying tables  are  relatively  constant  com- 
pared with  those  typical  of  emerging  indus- 
tries. The  latter  show  a  high  initial  rate 
that  tapers  as  the  industry  matures.  The  ap- 
proach used  here  builds  upon  three  growth 
periods  within  the  next  12  years  that  only 
coincidentally  (and  also  for  the  sake  of  sim- 
jjlicity)  blend  into  a  constant  rate  of  change  in 
annual  sales  activity.  The  first  period,  prob- 
ably of  two  to  four  years'  duration,  is  expected 
to  bring  a  temporary  drop  in  growth  from 
early  high  levels  to  tlie  10  7o  to  20%  a  year 
range.  This  decline  is  likely  as  a  result  of 
ongoing  shakeouts  and  consolidations, 
increased  competitive  activity  by  the  tele- 
phone companies,  and  regulatory  restraints. 
In  the  mid-range  period  (three  to  five  years), 
growth  would  typically  begin  to  taper  off,  but 
liere  it  has  been  kept  constant  to  reflect  the 
expected  resolution  of  major  regulatory  issues 
and  stabilization  of  the  industry. 

In  the  last  (three-  to  five-year)  period,  tech- 
nological advances  are  expected  to  stimulate 
more  frequent  replacement  of  telephone  sys- 
tems. Tlie  llrst  user  life  cycle  of  eciui))ment  will 
probably  fall  to  five  to  (en  years,  compared 
with  ten  to  15  years  at  jnesent.  Hence,  annual 
insinllatiui;  aclivity  should  step  up  (even  for 
(he  telephone  comp.niies,  wliich  will  be  in- 
slallmj?,  new  or  i-c'placemeiit  systems  lor  ]2.5'/('. 
of  (heir  v.isl  ciiuipment  ba.-.o  instead  of  10',";.). 
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However,  the  growth  rate  for  the  total  (tele- 
phone company  and  interconnect)  installed 
base  for  both  the  conservative  and  optimistic 
cases  has  been  assumed  to  remain  the  same; 
an  average  of  4%  annually  (equal  to  the  cur- 
rent total  business  phone  growth  rate). 

Over  the  entire  12-ycar  period,  the  con- 
servative forecasts  assume  interconnect  sup- 
plier dollar  sales  will  i-ise  an  average  of  13% 
annually  for  pnx  systems  and  16%  for  key 
systems;  the  optimistic  forecasts  project  aver- 
age annual  growth  rates  of  18%   and   217o, 


respectively.  Interconnect  key  systems  should 
continue  to  sustain  a  higher  jjercentage  growtii 
rate  than  pdxs  because  of  the  significantly 
larger  total  number  of  systems  (rejiresenting 
potential  customers)  in  the  installed  base 
(about  1.7  million  key  systems  vs  about  210,000 
PB.x  and  Centrex  systems).  However,  about 
lialf  of  the  key  system  base  is  in  the  small  (two 
to  six  phones)  size,  which  will  not  be  profitable 
for  interconnect  penetration  as  long  as  con- 
necting arrangement  charges  exist. 

Total  annual  interconnect  sales  by  suppliers 


R EG UL-vra P. Y  i.'r;r.u.- 


Ati\-  comi'aiiv  planninf;  to  pnrtic-ip.Tic  in  (Ik-  isitcrton- 
nci  t  in<lustry  imist  give  pai  lii-.i!.ir  <-oiisi(leinl  io)i  to  the 
i'e{;iilntory  pii\  irounient.  Ttif  primary  conivrn  ir.  lliat  tlic 


niai  kcting  of  t-qiiii)inpnt  can  lie-  restriit.od  liv  iiirrently 
(lifiering  inierprctatioiiR  of  imrcr.solvetl  quest  ion.';  liy  gov- 
ernment agiincii-;,  local  tplf|)lione  conip.-.nies,  and  the 
( ourts.  Froni  tlie  f  eiephone  (.nnipaiuos'  point  of  view,  the 
key  i.ssue  i;;;  "Will  the  refrulaLory  agencies  sponsor 
genuine  competition,  i.e.,  free  entry  into  and  exi!  from 
the  market,  or  will  they  sponsor  an  arbitrary  allocation 
of  existing  markets?"  The  fundamental  issues  from  the 
interc-onnei  I  intlustry's  lioin!  of  view  arc  summorized  in 
the  table  huKiw. 


AK'TICrPATTD   lil-SOtUTrON   CF  MAJOR  REGULAT0F7Y   ISSUES 


Issue 

Pro<p(:cttvo  Outcome 

Will  ti-lephonL-  tompdnies  bo  allov.-ud  If.  redu^-e  ratcc  \-.t.(  re 
Il-.py  (acp  irttc-rcniinfct  compelilion  v.hil'-  raisine  rrtlfs  on 

Will  unreslrict{-.-(  cxp3nsion  of  inlcironneclion  advcr^fly 
j;ffc(.t  the  tck-p'ione  rales  of  tioniotcrcoiiiT^ct  users? 
Wh.it  form  o(  fr-.tncttons  or  reRul.tlioiis.  if  any.  vnU  he 
Uvvelot»cd  to  f;nnimi?e  obstacle-;  lo  mlirconnPCt  rc>tr:>e 
tili.in  niiJ  still  n*.,iiii:;iin  the  intcfnly  c.(  the  puhhr  ipk-phone 
network? 

AcJJition  .1  caleROnes  ot  t'lr.lt  r.iles  will  t'.^  ^r-f-thli:;lied  on  ,i  coslof  serx'ice 
ba5ii',  by  1976.  The  resi;lt  will  be  highf^r  rjleu  tor  specific  services  such  as 
optr.Ttor  handled  calls.  Out.  lory  set  vice-.  in^I  jH^tionL.  i-.nt^l  pay  phonr-  calls, 
dnd  incUred  message  unilr.  irctead  ol  llal  inly  unlimited  t.dlli:.e..  Diffor.-nt 

pricmc  to  reljite  cltsrf-s  to  costs  of  p.Trlici.ldr  s'.  fvices.  thus  t-nafclmf;  them 
to  compete  morn  tlnecliy  v,  ilh  intcrcon.iii  t  sopr.hpis.  tvfnhially,  a  bettor 
focus  an-l  evaluation  of  moio  specific  seivuc  c.-.l^-p.oty  chrirncf..  in^ludtn-; 
cqi.'jpfnent.  should  dev.^lop. 

C-ii! .)  less  costly,  yd  'Effective  rcrlidc  ntton  and  itiHiJ.iul^ 
l>.cr,t;^m  he  ir.pU  incnt-^fl  that  ivill  i  In.iinale  the  nou-ii  f;^i 
the  taiiffi-d  r.A:;.  :.,,  thnt  dirc-cHy  ct-nn.-cU  tl  cyuipmon;  v.iil 

197H.  ^.•lln^inatlllL'  the  n-.  d  I.t  CAs  on  cortifi.J  iquipmcni.  (Some  observers 
hi-liL-vc  l!iis  will  never  h.ipp.-n  because  thf-y  do  not  llijnk  cci tilicnlion  can 
be  m.-.iU-  li:ss  cor.My  [ti.^n  CAs.) 

C.in  CAs  b,-  prov.d.'d  !iy  the  inl^r:  on  :-ct  inrtuMry  .is  vvei 

iMt.Titn  ;.pprov^l  o(  ru-.lonui  provid.  d  C^■.  or  r'rut.ctivf  coi>p'-,.s  is  lik.ly  in 
E.O:n.-  sl-juuuiiosi  l.roly  sl.iHii,,;  with  C.ihlot  ni.^)  before  197/. 

1  (.C  |:i..i.:!..(   inh-i    o  ■.;uHliOr.'  ('  :..  ';  r-.-.-s  ar-  .i.rr'i-  tly 
1  -  nJinr  in  N'  -.It.  r..u.-.„,.  aiKi  N'    1.,.^;    ■   1  tf  so.  f.in  sl..l.  s 

1  i;i:  t.":,ri.-sand  v.-H  n-.:  ■     .    .mI.-  mli.iM  .(.■  (ro.n  iulirslil--  i"...-  by  19/0    Ab 

(■■■     .,     :■.   !...(.    |.    11.     -    ,   r   ,,,-,      <■■■    >      ■-                          ..,!.■-   ..■     , 

Hy    I-)/..  .  rniind  ,:;l.  ■,  -.l.-.iiK;  h-     :rt   (ci    m'.m  l-.l   Mlii.Ul.M..  ol  l.-,.|r  nt 
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are  projected  at  $559  million  to  $726  million  projections  and  2\''',    for  the  optimistic  ones, 

in  lOSO,  and  $1.1  billion  to  $1.7  billion  in  1985.  Percentage    increases    in    dollar    volume    are 

Aveiage  annual  growth  intes  coirespondiiig  slightly  higher  than  those  fo)'  the  number  of 

to  these  figures  ai-e  16%  for  the  conservative  systems,  because  of  the  expected  increases  in 


MTERCONNECT  SUPPLIER  SALES 


1973 

Conservative 

Opt.niistic                                    I 

1975 

1980 

1985 

Aveiage 

((■tKtnli 

1975 

1980 

1985 

Ciewlli' 
(Pcfceiin 

PBX  Installations 

Number  ol  Systems 

Number  ol  Telepbonest  (Thousands) 

Sales  Value:  (Millions  ol  Dollars) 

Stiafc  ol  Total  Activ.ty  (IVrcent) 

3,300 

?48 

130  2 

12-4 

4,350 

326 

179 

15 

6,820 
546 
328 
21 

10,980 
879 
571 
24 

10 
11 
13 

4,63(1 
347 
191 
16 

9,310 
745 
447 
27 

18,700 

1,496 

972 

37 

15 
16 
18 

Key  System  Installations 

Number  of  Systems 

Number  of  Tclcptionesi  (Thousands) 

Sales  Value"  tP^iMions  of  Dollars) 

Sl.are  ol  Total  Activity  (Percent) 

6,000 

72 

46.6 

6-7 

7,940 
95 
62 
B  7 

15,960 
190 
144 
14 

32,100 
38b 
289 
19 

15 
15 
16 

8,640 
104 
67 
9  4 

21,500 
256 
174 
19 

53,500 
642 

30 

20 

20 
21 

Service  and  Maintenance  Revenuesit 
(Millions  of  Dollars) 

5 

22 

87 

200 

36 

25  6 

105 

?75 

40 

Total  (Millions  of  Doll.us) 

182 

263 

559 

1059 

16 

2E4 

726 

1696 

21 

i       lAt  75-eOteleplic 
■•At  $650  10  J700[ 
addons) 


tPHONE  BASE 


1973 

Conservative 

Optim 

Stic 

1975 

1980 

1985 

Aveiage 

Giov,lli« 
(PeitenI) 

1975 

1980 

1985 

Ciowlli* 

PBX 

Bell  System 

Independent  Telephone  Coinpan-es 

Inlerconncct  Suppliers 

15.12 

2  15 

.58 

15  72 
2  44 
1.18 

17  30 

3  ■;? 

19  27 
3  3B 
6  03 

2  0 
3.9 
22  0 

15.70 
1.21 

16.85 
2.78 
4  00 

17  no 

3  03 
S  (.0 

1.0 
2  9 
25.0 

Total 

17.85 

19  34 

23  M 

23.63 

4  0 

1"  1-, 

23,53 

2B.63 

4.0 

Interconnect  Share  of  bas.-  (Percent) 

3  2 

6  1 

14  1. 

21.1 

- 

6  2 

17.0 

30.0 

- 

Key  Syslen. 

Bell  Sysleni 

IndepenJrnl  leleplione  Companies 

Interconiiecl  Suppliers! 

!!  o:, 

1  i,' 

.12 

8  44 
1  51 
,29 

9  58 
I  &■■ 
1.03 

10  49 
2  45 
2.22 

20 

1  1 

300 

6  5.-. 
1   .10 
.3(1 

9  53 
1   70 
1.23 

9  73 
3  23 

l.C 
4  3 
3.'  0 

Tl'l.Tl 

9  .lit 

10  24 

12  4o 

15.  Hi 

4.0 

10  2.1 

12  41. 

15  11. 

4,U 

fnteirnnnect  Share  o)  U.ise  (Percent) 

1.0 

2.8 

B  3 

14  5 

- 

2-1 

9  9 

.■1.3 

- 
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Millions  cl  Telfc'iw 


Cumulative 
Installed 
Base  of 

Key  System 
Telephones* 


Tola 

:^ 

^ 

K 

^Bell  Operali 

gComp 

18%  of  Total, 

Tele;. 

dependent 
hone  Conlpan 

^ 

^1'';  of  Total 
noct  Suppliers 

/'~2&'c 

ot  1  Ola 

; 

^1.2%  ol  Tot 

' 

the  average  cost  pei'  phone  and  in  the  average 
number  of  phones  per  system. 

Although  service  and  maintenance  revenues 
are  currently  small,  they  will  represent  the 
fastest  growing  portion  of  interconnect  sales 
in  the  1980s  (at  36%  to  40%  a  year).  Such  in- 
come is  more  directly  related  to  the  cumula- 
tive installed  base  of  equipment  than  to  annual 
shipments.  In  1980,  service  and  maintenance 
should  account  for  about  15%  of  the  sales  dol- 
lar (compared  with  3%  in  1973),  and  in  1985 
for  16%  to  20%. 

By  1985,  interconnect  penetration  of  the  in- 
stalled equipment  base  is  projected  to  reach 
21%  to  30%  for  PBX  phones  and  15%.  to  21% 
for  key  systems.  (The  1985  cumulative  base 
interconnect  figures  are  reduced  to  account 
for  a  replacement— changeout— of  intercon- 
nect systems  installed  before  1975).  These 
rates  of  growth  would  result  in  a  1985  inter- 
connect installed  base  of  8.2  million  to  11.7 
million  PBX  and  key  system  phones  (out  of  a 
total  of  43.2  million).  It  should  be  noted  that 
the  growth  rates  for  the  base  figures  decline 
slightly,  even  though  sales  activity  is  assumed 
to  rise  at  a  constant  rate. 

The  cumulative  value  of  interconnect  equip- 
ment installed  in  1985  is  expected  to  be  $5 
billion  to  $7  bilhon  out  of  a  total  of  $26  billion 
for  all  telephone  equipment  in  service  (valued 
at  equivalent  sales  prices).  Most  of  this  pene- 
tration will  come  from  replacement  of  existing 
installations  in  the  denser  Bell  System  terri- 
tories, where  the  interconnect  industry  will 
continue  to  have  its  strongest  market  position. 


■::;Clll.olOoy 

Progress  in  telephone  equipment  technology 
should  accelerate  as  fast  as  developments  in 
the  electronics  and  computer  indust)'ies  allow. 
By  1975,  many  of  today's  optional  features 
will  be  standard.  Increasing  numbei-s  of  so- 
phisticated auxiliarj'  products  will  also  emerge 
— for  example,  new  handsets,  terminals,  re- 
mote answering  machines,  and  aiitodi.ilers  for 
bothliie  business  and  residential  markets. 
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SYSTcSVi   TECHNOL 


Tilt'  accompanying  box  describes  the  evolu- 
tion that  has  already  occurred  from  a  basic 
electromechanical  approach  to  the  more  versa- 
tile and  promising  electronic  systems.  The 
impoitant  developments  anticii^ated  over  the 
next  ten  years  are: 

The  majority  of  new  systems  offei-ed  will 
utilii^e  electronic  common  control  by  1977. 
More  than  90%  will  be  all-electronic  by  the 
early  1980s. 

,  There  will  be  considerable  application  of 
time  division  multiplexing  (TDM)  for  switching 
and  pulse  code  modulation  (PCM)  techniques 
for  voice  signal  distribution  by  1978.  These 
techniques  will  permit  use  of  smaller  cabling 
and  will  lower  the  cost  of  installation  and 
maintenance  by  time  sharing  m^any  circuits 
over  one  pair  of  wires. 

Space  requirements  for  all  equipment  will 
be  smaller  as  a  result  of  greater  utilization  of 
microminiature  components. 
I-  Stored  programming  v^ill  replace  most  wired 
logic  systems  by  1980  and  provide  greater 
flexibility  in  feature  selection. 
t-  By  1976,  both  technical  advances  and  lower 
costs  will  allow  more  widespread  use  through 
the  telei)hone  system  of  data  terminal  and 
peripheral  equipment  for  such  purposes  as 
telephone  traffic  analysis,  toll  accounting,  call 
restriction,  and  remote  computer  entry  (for 
computation,  credit  checking,  sales  orders, 
and  inventory  control). 

t'  There  will  be  less  of  a  demarcation  between 
technologies  for  pbx  and  kej'  systems,  since 
solid  state  developments  will  permit  provision 
of  similar  features  for  each  by  1977. 


irVSPACT    ON    IWTERCONNECT 
SUPfLiERS 

Com;-.:  1i'l-.v'  Eiiv^!  cmiii,";-.! 

In  s)iite  of,  and  partly  because  of,  the  inter- 
connect industi-y's  I'apid  and  dynamic  growth, 
manyof  tlie  major  n.itionwide  sui)i)liers  have 
been  untlergoing  a  shakcout.  The  chaos  and 

{Conlinunloiipn/:,'!!.) 


'i'hc  III  liiiolr.;:;,  \i(ili/c.l  ill  iiiui-c  lliaii  m%  ot  llu-  ;i|- 
pvdxiin.Mcly  2  nMllriin  nix  ;in(l  l<(;y  sy.'slcnis  in' ;  !  ■!  'n 
til.'  U.S.  is  similiir  to  lliat  u.sud  20  yi^.Ti-s  aRO.  'J'li-  ■••iui|i- 
mriil  criiploys  ol.-i( ronicilianiial  relays,  cro.'isliais.  <ir 
sU'|i|)int^  swilrliis  (in  I'Lixs)  for  (ho  lonlrol  ami  swii.  Iiini; 
of  lliii  tiaiisniis>ioii  paths  hcl  ween  telephones.  Elcclioni.-. 
soli.l  slate  tei  hnolu;4\  has  only  rcrontly  beRiin  to  he  iili- 
li/.ed  lor  suhstriliLT  equipment  in  the  U.S.  Houevei", 
user  appliration  is  cx|ieite(l  to  aeeeleratc  (lurinp  the  nest 
ten  years,  spurred  by  the  emerging  inlereonneet  iiidiisiry 
and  cor.timiing  eross  fertilization  of  designs  with  over- 
seas producers. 

DEVELOPrvlErOTS  IW  PBX  TECHNOLOGY 
Pnx  equipment  has  evolved  aloiif;  the  general  lin.s  of 
central  ollice  exchanges,  Ijut  witli  diflerenees  th,^t  reiLvet 
the  sni.a!ler  miinher  of  telephones  served  and  the  t>|)cs 
of  features  retjuired.  Switching  systems  are  generally 
classified  by  the  control  techniciue  — manual,  direct,  or 
common  — and  the  type  of  comiionent  technology  U'^ed. 
In  manual  control,  the  operators  make  the  connei  lions 
using  cord  circuits  and  jackfields.  In  direct  control,  the 
appropriate  circuits  are  lied  together  progressively  as 
each  digit  is  dialed,  and  remain  occupied  until  the  con- 
versation is  coniplele.  In  common  control,  the  dial  pulse 
data  are  stored,  analyzed,  and  forwarded  in  the  form  of  a 
routing  code  to  activate  the  switi-hcs  retjuired  to  est  ablish 
the  desired  circuit  connections.  Unlike  direct  coiil'nl. 
common  control  equipment  is  tied  up  only  during  the 
time  a  connection  is  made  and  not  during  the  con- 
versation. 

The  switching  classification  of  space  division  or  time 
division  describes  the  signal  path  technique  used.  Space 
div;-.ion  multiplexing  isd.m)  uses  se|)arate  metallic  physi- 
cal paths  (or  distance),  while  the  time  division  multi- 
plexing (TDM)  techniques  utilize  microsecond  time  sepa- 
ration of  signals  over  a  common  path.  In  the  latter,  each 
transmission  channel  is  assigned  its  own  intermittently 
repeated  timesjiace,  and  the  signal  is  reconstructed  at  the 
receiving  end.  Although  frequency  division  multiplexing 
(fum)  employing  frequency  separation  is  also  theoreti- 
cally possible,  it  is  not  normally  used  in  telephone 
switching. 
Step-by-Step  Switching 

Step-by-step  (SxSl  switching,  invented  by  Almon 
Strowger  in  1893,  is  still  the  most  widely  used  switching 
equi|)ment  in  the  world.  It  is  essentially  a  direct  conluil, 
two  motion,  stepping  switch.  Tlie  movements  an-  con- 
trolled by  electromagnetic  rachet  mechanisms  ai  tiv.ilr  I 
by  dial  pulses.  A  three  dimensional  sp.n  e  division  s\\il>  b 
selects  a  layer  of  conlacts  by  moving  up  and  down,  and 
then  chooses  a  cont.iil  within  that  layer  by  hoii/.omal 
rotation.  The  switches  arc  connected  in  series  to  form  a 
switch  train  consisting  of  a  linelinder,  selectors,  and  a 
connector. 

As  (he  calling  telephone  is  taken  ofl-hook.  the  line- 
finder  "seeks  and  connects"  to  the  calling  line.  l':.icli 
liucliiiiler  then  connects  with  the  nexl  stage  select. .i. 
which  piovides  di.d  (one  to  the  caller.  As  the  dial  pulses 
(which  designate  the  destination!  .aiiive,  they  step  the 
selector  switch' es)  to  connect  (he  appi'opria(e  i  ircuil 
paths.  The  last  .seleaor  ou(pul  attaches  or  connects  tin' 
calling  line  (o  a  '■conneclor"  switching  stage  as.so.  i.iti  .1 
wiih  the  called  teleph<me  switching  ecpiipmcnt.  Th.-  li-  I 
digit  ili.dcd  completes  (he  circuit  coniie.tion  to  (lie  ..ill.'.l 
teieph..ne.  The  linal  coimcitor  swil.h  .ilso  makes  .i  Le  . 
le.st  and  I'ilber  returns  a  busy  si,.;nal  or  rings  tlu'  ..iPd 
(elephon,'.  All  ol  I  he  swi(^'ll  si  ag.'S  rcici.,  ill  us.'  iin!"  l!'.' 
callin,',  p.iKv  hain:s  up,  at  wlii,  li  (inie  they  relea..'  ..i..! 
I.e.uiiie.u.iil.il.le. 
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Tlir  ndv.-intages  of  SxK  are: 

•  Low  iiiilial  cost 

.  Complctclv  ni.Klular  fc.niial  will)  .-ilino.st  unliinilr.l 
i'X|i,milal)ili(.v 

•  Simple  tlt*si;:n  ((liuopt  rcqiiirin;;  U'ss  rxp(ricncct!  m.iin- 
liMKinic  pcrsnimfl  lliaii  otlicr  tcihiiiciiies 

Tlie  (lisadvanlaKPs  are: 

•  Limited  feature  ojitions 

•  liigli  labor  aiirl  maiiitenaiicc  costs 

•  N'o  ec'onomk's  of  scde  achievalile 

•  Mish  noise,  thus  niakiiif;  SxS  imsiiilalile  for  data  lom- 
muiiiiations 

•  Largt>  floor  space  requirement 
Crossbar  Switchiiu) 

Crossbar  systems  are  generally  common  control  sys- 
tems tbat  use  an  electromechanical  crossbar  switch  in  a 
spaic  divided  network.  The  crossbar  switch  consists  of  a 
horizontal  anti  vertical  arranRCnieiit  of  conductors  that 
can  be  conneclerl  to  form  a  signal  path.  Tlie  switching 
principle  was  designed  in  1912  by  Retulander  and  Palni- 
gren,  Swedish  telephone  engineers,  and  was  first  irjslalled 
in  an  exchange  in  1919.  It  was  nol  until  the  l!):;Us  that 
.■M&T  developed  crossbar  systems  utilizing  common  con- 
trol: those  systems  were  designed  to  overcome  the  de- 
ficiencies of  direct  controlled  SxS  e()ui|)ment  with  re- 
spect to: 

•  Time  re([uired  to  make  connections 

•  The  necessity  for  tying  up  all  switching  ecpiipment  as- 
sociated with  placing  and  ii.ding  a  call 

•  Inability  to  go  back  to  an  earlier  switching  stags  to  look 
for  other  connecting  patlis  in  case  of  a  busy  condition 
The  major  distinguishing  feature  of  the  crossbar  is 

that  it  utilizes  an  entirely  separate  common  coni  lol  to 
activate  the  switching  for  many  lines.  This  feature  per- 
mits more  efficient  u(  ilization  of  eciuipment  because  many 
calling  connections  can  be  completed  during  the  time  of 
an  average  conversation. 

In  activating  the  switches  to  complete  (he  desired 
circuit. connections,  the  common  control  operates  much 
lil;c  a  small  processor  or  controller  of  a  computer  sys- 
tem. The  follow'hig  steps  typically  occur  in  placing  a  call: 

•  Caller  takes  telephone  off-hook,  signaling  a  marker 
icontrol)  that  service  is  rec|uired. 

•  The  marker  makes  a  connection  between  the  caller  and 
an  available  register  which  in  tcn-n  delivers  a  dial  tone, 
stores  the  incoming  digits,  and  passes  the  call  dcstina- 
lic.n  location  bac-k  to  the  marker.  W  bile  data  are  being 
ICC  civcd  by  a  rcj.'ister,  the;  maikcr  processes  other  calls. 

•  The  marker  then  activates  ll»>  switches  to  set  up  the 
icinncclion.  If  the  called  phone  is  not  lnis\-,  the  marker 
ap|)lies  ringing  ccurcnt  and  lek.cses  itself  Irom  the 
line.  to. service- oilier  callers. 

The  ..dvajilagcs  of  I  ro.ssbar  over  .S.\S  swilc  bi,,g  .arc: 

•  .\\ailabiruy  ol  more  Icaturc-s  (vi.i  common  contrcil) 

•  .M.HC  ccimp.ul  .-.i,e  because  Ihc'  swilcbing  m.ilrix  is 
smaller  th.ni  in  ,■.  iiiiv.dcnt  SxS  c.|uipnuT,l 

•  l.i.Acr  mainlri,.u„v.ancl  l:il».r  co-Is 

•  W cl.m,,.  !,„„,  m.mycnrrc,,!  dUrings 

■III"  di,.i,K:,„i.,    ,.s  .,,■,■: 

•  !:•!.. liwK    I i.,|   mc.dul.u'  c^ii.c-ic.ii  bcMaiic  i.f  lb,- 

.1..  Icu-C'     and    .d-,.    I.ccaci.c-    ol    -,p,-,il,c 


Several  varialiohNofS.S  aacl,rci.-sbar  switching  e.|ui|. 
ment  have  been  producHl  in  the  t'.S.  and  l-aucpe,  such 
as  the  Tancl  IJial  and  i-.Mi)  i  KIcKl  I  is.  hes  Motor  Drewerl; ' 
selector.  An  evcdntion.cry  dcv.  lopment  that  biidged  the- 
gap  between  conventional'  elect romechanic:d  crossbar 
am!  fcilly  elc-cti  onic  swilcbiii;;  w.-is  the  utiliz:ilion  of  reed 
rel.-.\.-.  for  the  "c  ici-spninls"  or  c-onnection  points  in  the 
matrix.  Instc^ad  ol  the  I  \  pi.  ,.1  i  -  i  .>,  .  oijnection,  (-ontacl  i.-; 
made  ll.ruunh  m:-,_  :.;,  ,,.:,,,  aally  in  a  tube  filled 
with  inert  gas.  ')"li,-  i.  i  I  r.  l,i\  ..,  i,.lc  mcu'e  rapidly  (in 
less  Ib.an  a  millisecond),  recicinc'  Icl^s  power,  and  are 
easier  to  control  than  the  earlier  electromechanical 
switches.  Fmihcrmore.  the;  ecu  rent  levels  needed  to 
operate  them  aic  more  compatible  with  the  solid  str.lo 
scnnconductors  ci-.cil  in  clc.  Ironic'  coinn-.on  e  ontrol  I'li.Xs. 

Electronic  Switchiacj 

Developmental  work  on  electronic  swilchiii;;  v.-.as  initi- 
ated by  liell  Labs  in  ly,")-l,  but  it  was  not  until  IDlij  that 
the  first  commercial  central  odice  system  was  put  into 
servic-e  in  Suc.assana.  Xew  Jersc^y,  for  7100  subscriber 
lines.  In  the  p...;l,  five  years,  cost-effective  tecliriical  ad- 
vances in  soli:l  slate  componc:ils  and  computers  have 
allowed  this  teclin  jligy  to  be  applied  to  PUX  system  de- 
sign. Tiic  rise  of  ',1,0  interconnect  industry  has  stimu- 
lated research  ei".  ris,  and  about  V)  models  of  nix  sys- 
tems are  now  being  olTered  with  electronic'  conunon 
control. 

The  earlier  electronic  systems  utilized  sdm  techniques, 
but  about  half  of  the  newer  e(|iupment  under  develop- 
ment employs  TDM  methods.  Most  of  the  electronically 
conl rolled  sum  sjslems  operate  similarly  to  the  .  ommon 
control  crossb;ir,  but  are  quicker  and  more  compact. 
They  can  use  a  conventional  crossbar  matrix,  the  semi- 
electronic  reed  relay,  or  I  lie  fully  electronic  solid  state 
matrix  switches  (using  pnpn  or  .sen  components). 

Electronic  systems  contain  both  memory  and  logic 
c:ipabilities.  The  control  logic  is  imjilemenfed  in  thiee 
ways: 

•  Wired  logic.  As  in  the  electromechanical  approach, 
control  actions  are  predetci  niinc-d  by  the  wiring  con- 
nec lions.  There  are  .some  limitations  on  fe.iture  flcxi- 
bilit.y  and  modilicalion  capability. 

•  Programmable  logic.  The  secjuence  of  events  can  be 
varied  somewhat  by  revisi'd  strajiping  and  rethreacl- 
in;!  of  wires. 

•  Stored  programs.  All  logic  is  stored  either  by  means  of 
.an  exchange.iblu  memory  or  by  programming  (soft- 
ware). A  fuiicti.m  Ol-  control  sec|uence  can  be  changed 
byamendii,^  the  program 

With  inescnt  lcdmolog\.  store.l  program  control  is 
:iot  cconon.i.al  lor  I'li.x  svslc.ms  with  fewer  than  200 
lines,  .\bo\c  this  ;.i/e.  iM:.Xs  can  be  programmed  to  pro- 
vide, not  only  the.  comnuni  control  func-tion,  but  also  sclf- 
cliagu..-lic  ronfii.e-s,  toll  re.  c.relini;.  and  Irallic  monitor- 
ing. A.ldili.m.d  n.eniorv  m.il.es  m,,re  teat  arc's  available, 
such  as  abbr.Ai  lied  di.ding.  ..ill  l.irwarding,  automatic 
transfer,  .nid  call  li.i.  U. 

l-:le.-tr..iii.-  swil.liinL;,  pailicul.uK  the  TliM  type,  ap- 
pears to  ha  vc  .e.nsidcr.il. I,,  piemnsc  l,c.  ausc'il: 

•  Is  more,  e.isl  clie,  li\e-  le.r  .uK.m,  eel  lc.it  ales.  Altlic.U|;li 
.1   basic  cli.h..ai.-  ssslcan   n^il!l   mimm.d    !.Mlines)   is 
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all  I.  ..,  Ih  ai  I.. I  C'le-.h. line. li.ua... I 
switching  c,iiii|.meiit  .aid  thus  ic 
.,  m.iii,-,.  IcMliM.'s  .and    l!.-,il.ilil  v    ii..! 
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|i(i.-..-iil)lL-oi  t'luiuiinii-.-il  willn-li'i  (idi.icihcnii.iilsvslLMiis. 

•  Is  imiri;  snilnlilr  :iiiil  li'ss  (cisdy  lor  tyinc  inio  (Iat;i 
(•(iTiiiiiiinir  ilioiiy  liTininal.-.  i;uluiliiij;  imilli|ilexinK. 

•  Is  ii<i(pii(i:illy  miiri'  rclialilc;  maintcnam-e  costs  are 
lower  i'.rier  lui^s  arc  worked  out  ol  (he  initial  system. 
'I'lie  (li.-.iilvanln;'.es  o!'  elei  iKMiir  I'lix  systems  are: 

•  (Uinerilly.  1  he  e(|iiipnioril  is  more  expensive  lluiii  liasie 
eleilroiiieelianiea!  I'ltx  service. 

•  There  has  not  heen  enougii  utilization  of  ecjuipmcnt  to 
(li>lerniine  i-elinbihty  and  mainlrnance  ex|ieiises. 

•  Some  of  the  newer  mamifacturers  providing  .systems 
have  not  heen  c-stahlishcil  lunt;  cnouph  to  gain  ac- 
ceptance ar.d  conlidenco. 

•  l!")ativc!y  hijjh  car.ital  inve^-(  meni  in  or  leases  on  exist- 
ing switcms  make  it  didicnll  In  displac-c  recent  eleitro- 
mech;uiica:  installations,  especially  where  U---ers  have 
already  pnrclia.sed  conventional  intercoimect  systems. 
These  liniii  it;  .!  =  .-.•in  he  regarded  as  temporary.  The 

acconipnn'.  ii,;;  mm  1 1  summarizes  the  basic  characteristics 
of  ele<  tri>,i)i  ri:^  -v  itching  systems  currently  offered  or 
in  in'ototype  sl.i;;!- 

KFV  SYSTEM  TECHMOLOGY 
Since  stand-alone  key  systems  do  not  utilize  a  switch 
for  random  selcci-ion  of  oiitgictig  trunks  or  a  switch- 
l)o:'.rd-type  console,  the  technology  is  considerahly  less 
com]ilcx  than  v.itii  I'n.\  equipmeul.  The  primary  intricacy 
in  a  !;ey  sysJf-m  is  the  Irirge  amciunt  of  cable  rccjtiired  to 
tie  together  the  lines  on  a  nivdtihutton  set.  In  a  typical 


installat  ion.  six  wires  an 
side  line,  plus  an  additi. 
such  as  hold,  lighting,  ii 
six-hntton  set  with  live 


'  reijuired  for  each  button  or  mil- 
inal  20  wires  for  basic  fundi.M  s 
(ercoin,  and  signaliug.  A  lypicd 
julside  lines  has  oU  wires;  a  MO- 


button  key  |ilione  set  has  200  wirc-s.  Conse(|iiently,  initial 
installation  and  follow-up  service  costs  are  high,  espe- 
cially if  |)homs  h.ive  to  be  reloialed. 

The  basic  n— .-arch  ellbrts  .ire  aimed  at  reducing  cabling 
wires  and  costs  by  multiplexing  signals  (and  lightin;;! 
with  'inM  and  t'CM  techni(iues.  This  approach  can  reduce 
the  number  of  cable  wires  reipiired  for  a  six-button  set 
from  .'iO  to  four.  Other  (levclo|>mental  work  focuses  on 
providing  rn.N-t.vpe  features  with  the  larger  key  sys- 
tems—for example,  attendant  consoles  and  attendant  re- 
call I  when  the  station  user  docs  not  answer). 

Technological  improvements  are  also  under  way  in  the 
design  of  the  teli'phnne  stations,  inc'luding  incorporation 
of  hands-free  speakerphoncs  and  intercoms  as  part  of  a 
compact,  attractive  design.  Such  devices  lend  themselves 
particularly  to  the  utilization  of  large  scale  inlegration, 
light  emitting  diodes,  and  other  solid  state  miniature 
components. 

The  use  of  TnM  for  key  systems  introduces  a  switching 
fumtion  that  can  provide  additional  PUX  features,  such 
as  searching  for  an  available  outside  trunk,  thereby 
eliminating  the  need  for  buttons.  (In  conventional  key 
systems,  depressing  the  button  makes  direct  contact  with 
the  outside  trunk  line.)  In  general,  these  systems  are 
being  designed  to  0|)erate  more  like  Pux  systems;  thus, 
in  the  future  the  distinctions  between  the  two  will  be  less 
discernible. 


TYPES 

OF  ELECTRONIC  PBX  SYSTEMS 

Space  Division 

Time  Diviiion 
(Solid  State) 

Manuf.itluic.-S 

Crossbar 

Crosspuint 

Reed  relay 

Sohd  State 

Model 

r.laxi.runi 
Line  Si;.- 

Model 

LinVsiie 

Modi-I 

Maximnm 
Line  Sue 

Model 

Maiclmum 
Line  Size 

Anilron  (United  businctt 
Communications.  EUBplier) 

UBC  loor- 

100 

Compucon/Danf.iy 

Ct'X   lOOG- 

up  to  8000 

Control  Nelvork  Cm,). 

CNC  60 
CNC  300  A 

I'iO 
300 

OinMrtl  Telephone  Syblenis 

D120P 

450 

Lv-cutonc 

1000' 

100 

ICM 

27501 
37501 

756 
2261 

Inl.irnialicjn  Dyne mics,  Lynch 

LfX   .?30- 
LEX-2120' 

30 
1?C 

nr  llcclronic  'jivilch  DiviMon 

IE  100  A 

IF    100  C,  H.  P 

TCS  ? 

100 
800 
6000 

70100- 

100 

Lo.^r  bioflcr/nritco 

CCS  HCO 

CO 

1  illo-i 

SuDcr|.l,-x- 

800 

Conunnnic.iliiini.  5UiTl'0i) 

sec  120 

120 

Noin:tTll  Lli-clnc 

SG  1 
SG  2- 

SO 
120 

(licl  1  h'clii,  Co. 

SC  J-.O 

?iiS 

I'hilco  Ford 

fC  l-i.' 
PC  -.  1  2 

19.? 

512 

riuhiis/Mi-i.  1.  ii 

tnx  '.-c- 

"lO 

I.CA  Cunin.uin,  ..lijlis 
Sy    l,.|nMln|...,i, 

"vrrTiMnrTioriA'iiT)' 

.■II.' 



1  sh  .100  r 

k(:a..ooivm- 

600 

■100 

in.i 

1,110  A 

^•.onA 

lull"  A 

I    IJO' 

K'O 

IK  ,!.■ 

- 

-          -      - 

■•Of 

J.'Ou 
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ronfusioii  could  last  for  several  more  years. 
'I'lie  reasons  for  this  siLual.ioii,  vvhicli  are  in- 
Icrrelaled  in  terms  of  cause  and  effect,  are; 

l^ack  of  exjiei'icnced  nianaf;ers  who  can  cost- 
effectively  tic  together  the  appropriate  skills 
recjuired  to  oi)erale  non legislated  con)panies 
in  a  regulated  environment. 

Hi^'hci-  than  expected  startup  investments 
and  sizable  negative  cash  (lows,  largely  due 
to  ineffective  controls  and  high  installation  and 
maintenance  costs. 

Geographical  overexiJansion  and  the  result- 
ant dilution  of  management  control  over  newly 
created  branches  that  lack  trained  and  skilled 
personnel  who  are  capable  of  providing  cost- 
effective  support. 

:  Direct  competition,  from  both  new  sup- 
pliers and  the  telephone  companies,  which  has 
been  increasing  in  concert  with  overall  market 
growth. 

■  Indirect  onipetitiun  as  a  result  of  lower- 
ing of  cei'tain  equipment  tariffs  in  many  of  the 
Bell  System  operating  territories.  The  tele- 
phone companies'  monthly  $5  to  $10  per  trunk 
price  for  interface  coupling  devices  i'urther 
limits  the  competitive  margin  for  pi'ofits. 

I-  Difficulty  and  expense  of  providing  ade- 
quate and  timely  nation\\  ide  service  and  main- 
tenance. 

1-  Inability  of  even  the  larger  companies  to 
support  substantial  legal  expenses  and  the 
managemenl  time  retjuired  to  challenge  the 
telephone comii.inies'  pricing  ])racticos  in  many 
opei'ating  lerriloi-ies. 

;-  The  impact  of  dollar  devaluation  on  the  cost 
of  impo)(ed  e()uipmenl,  cutting  into  piofit 
margins  of  both  suppliers  and  mamif.'.cturers. 
'I'hese  extra  costs  are  dililcidl  to  jiass  on  to 
customers  in  the  current  intensely  coiupeti- 
li\  e  en\'iinnnirnl. 

In  (he  (-.'.Ci.'  of  such  iiroblems,  there  has  been 
considerable  consolidation  anion;;  companies 
needing  each  others'  money.  niannf:'.c!  oi'ing.or 


marketing  and  service  strengths.  Examples 
are  Stromberg-  Cai'lson's  acquisition  of  Areata 
Communications  and  Gulf-South  Financial's 
acquisition  of  Gulf-States  Telephone  Com- 
pany. In  addition,  a  number  of  sizable  firms, 
such  as  Litton,  itt.  Philips,  and  Lear  Siegler, 
are  entering  or  expanding  into  the  market- 
place. These  large  competitors  and  the  small 
suppliers  that  are  able  to  survive  the  critical 
start-up  years  should  be  able  to  reap  the  bene- 
fits of  a  growing  market.  The  fcc  is  likely  to 
continue  to  favor  a  combination  of  cfMiipeti- 
tion  and  regulation  over  what  had  been  a  reg- 
ulated monopoly.  The  advantages  that  the  sur- 
viving suppliers  will  have  are: 

Greater  flexibility  than  the  telephone  com- 
panies in  obtaining  new  products  from  a  wider 
selection  of  manufacturers.  (The  telephone 
companies'  product  offerings  usually  are 
standardized  for  a  larger  customer  base.) 
I-  No  direct  regulatory  control  over  opera- 
tions, allowing  flexibility  in  negotiating  sale 
discounts. 

>•  Ability  in  most  instances  to  respond  to  cus- 
tomized requirements  more  leadily  than  tlie 
telephone  companies  and  to  offer  a  greater 
variety  of  feature  and  purchase  options. 
:-  Growing  acceptance  of  interconnection  in 
the  general  business  commimity  and  recog- 
nized industry  gi'oups  .such  as  the  Intei'na- 
tional  Communications  Association,  the  Com- 
puter and  I'jusiness  Equiiiment  Manufaclui'ers 
Association,  and  the  Electi'onic  Industiies  As- 
sociation. 

.-  Ability  to  concent  i  ate  on  selected  markets 
and  custoniei's  rather  tlian  pioviding  service 
to  every  ixitcniial  usei'  as  the  telephone  com- 
)j.'\nies  are  rctniirctl  to  do. 

•  fSieater  flexibility  in  leci'uiting  and  reward- 
ing persomicj.  Compensation  can  be  directlj' 
related  to  sales,  wiioreas  telephone  company 
employees  earn  a  straighi  salary. 

i-  The  opportunity  to  take  adv.antage  of  cus- 
tomers' cx]),indiiig  service  and  maintenance 
requirements,  ('i'his  will  he  a  growing  business 
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not  only  for  inlcrconnect  suppliers  but  also 
for  otlicr  companies  that  can  offer  such  service 
on  a  contract  basis,  i 

As  interconnection  spreads  to  the  smaller 
cities  that  are  more  effectively  served  by  a 
small  local  company,  and  as  shakeouts  take 
place  among  the  major  firms,  the  market  share 
of  the  latter  suppliers  —  two-thiixis  in  1973  — 
is  expected  to  decline  to  about  SCvc  by  1975. 
Tliereafter,  i-econsolidation  as  the  large  com- 
panies buy  out  smaller  ones  will  push  the 
major  suppliers'  share  back  up  to  the  two- 
thiids  level  by  19S0. 


opporUinilies  will  account  for  only  a  small  por- 
tion of  interconnect  sales;  the  majority  of 
users  will  continue  to  be  among  companies 
that  decide  or  are  convinced  to  replace  their 
existing  systems  because  of  cost  savings,  new 
features,  desire  for  equipment  ownership,  or 
dissatisfaction  with  present  telephone  com- 
pany service. 

As  the  inteiconnoct  industry  becomes  more 
mature,  sales  to  the  government,  which  have 
been  rare  in  the  past,  are  expected  to  increase. 
The  tendency  among  government  agencies  to 
operate  for  long  periods  in  one  location  should 
allow  them  to  realize  cost  savings  from  owner- 
ship or  long  term  leases. 


Interconnect  suppliers  now  serve  only  indi- 
vidual business  users,  but  will  begin  to  pene- 
trate entire  office  complexes,  shopping  centers, 
and  apartment  buildings.  During  the  archi- 
tectural planning  and  construction  phases, 
building  owners  can  contract  for  a  total  tele- 
phone communications  system  to  serve  es- 
sentially all  tenants  or  residents.  Utilization  of 
the  new  "Scope  Method"  of  construction 
(which  expedites  cost  estimating  in  eai'ly 
stages)  will  allow  more  economical  installation 
of  telephone  systems  during  the  initial  building 
phase.  Several  of  the  major  interconnect  com- 
panies are  actively  investigating  this  market. 

A  major  obstacle  to  market  development 
will  occur  where  the  building  owner  or  mana- 
ger "icsells"  services  to  the  residents.  The 
problem  stems,  of  course,  from  the  current 
requiieinent  that  those  providing  "resale  of 
services  for  hire"  obtain  certiiicated  status. 
If  this  regulation  is  relaxed  or  if  the  building 
owner  or  manager  is  allowed  (and  willing)  to 
provide  the  service  v.itliout  profit,  then  sub- 
stantial maikets  c(julil  develo|). 

A  i-elated  trend  that  will  also  favor  iiilei- 
connect  industry  giowlh  is  the  continued 
movement  of  corporate  and  even  govei'nment 
headquarters  to  new  locations.  The  firms 
affeeled  are  then  forced  to  reexamine  (heir 
communications  re<iuiremen(s,  Ihus  inci'oas- 
ing  (he  i)utenlial  demand.  Neveillieless,  sucli 


IMPACT    ON    MAWUFACTURErsS    OF 
liMTERCOr.TxIECT    EQUIPIVIENT 

Equipment  manufacturers'  poteniial  mar- 
ket is  much  larger  than  that  represented  by 
interconnect  suppliei's  alone;  they  can  also  sell 
their  products  to  telephone  companies.  All  of 
the  major  manufactureis  have  started  with  a 
base  of  sales  to  telephone  companies.  As  a  re- 
sult, theii'  viability  is  not  vitally  affected  by  the 
current  fluctuations  among  interconnect  sup- 
pliers. The  impacts  of  interconnection  have 
been  mostly  favorable  for  manufactuiei's  in 
the  following  ways: 

New  avenues  of  distribution  have  been 
opened  up  through  the  operations  of  rome  250 
unaffiliated  interconnect  suppliers. 

i  Many  telejihone  companies  ha\c  begun  to 
purchase  equipment  outside  theii'  usucd  chan- 
nels, primarily  to  remain  competitive. 

The  apparent  success  of  tlie  new  features, 
systems,  and  technology  introduced  has 
opened  the  marketplace  io  a  wider  range  of 
products.  Many  of  the  advanced  i)i-onucls  are 
being  sold  at  higher  u]n"t  prices  than  I  radilional 
equipment,  thus  enlarging  sales  vuUuiie. 

The  bj'oader  jiroduti  lines  will  add  to  manu- 
facturers' lisks,  but  there  will  be  an  off-elling 
compensation   from   the  concurrent    trend   to 
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INTERCOr^NECT    PfiACTICEL 


Willi  the  exception  of  Canada,  the  major  countries 
covered  in  this  sec  tion  have  had  privalply  interconneotod 
systems  for  moie  than  fiO  years.  There  are  two  main 
reasons  for  this:  First,  the  telephone  ronipanies,  typi- 
cally stale  owned  or  coiitrolled,  did  not  have  and  cnnld 
not  directly  raise  the  investment  capital  recpiircd  for 
expansion.  Second,  hardly  any  of  these  telephone  com- 
panies manufactures  ils  own  ec]uipnieiit;  instead,  each 
buys  from  local  manufai  tnrers,  who  hid  competitively  on 
product  Sjiecilications.  The  few  foreign  telep.hoiic  or- 
ganizatiims  thai  have  some  manufacturing  capahililies 
are  Bell  of  Canada  (which  owns  Northern  Electric ,  tlie 
Swedish  Tele])hone  Administration,  and  the  Italian  So- 
cieta  Finanziaiia  Telefonica. 

The  procedures  for  interconnection  in  these  countries 
are  basically  similar.  Generally,  e(iui|)nient  manufac- 
turers submit  prototype  products  for  testing  to  the 
typically  government  owned  tele|)hone  company.  Tech- 
nical modifications  may  be  negotiated  to  make  devices 
acceptable  to  both  parties,  and  finally  the  e(|uipment  is 
certified.  The  ap))roved  equipment  is  then  hard-wired  by 
direct  electrical  connection  to  the  imblic  switched  net- 
work. Although  the  process  ai^pears  to  be  relatively  sim- 
ple, certification  can  take  from  six  months  to  several 
years.  Furthermore,  specifications  and  approvals  in  one 
country  do  not  carry  over  to  any  other,  so  that  multi- 
national firms  must  offer  slightly  different  sy.stems  in 
each  of  the  countries  in  which  they  o|>eiate.  An  exception 
is  IBM's  provisionally  aj)i)roved  2750/3750  PBXs  that  are 
essentially  the  same  in  Cermany,  the  U.K.,  and  France. 

Users  generally  have  the  option  of  acquiring  e(|uip- 
ment  from  the  government  owned  telc|>hoiie  comiiany  or 
directly  from  government  approved  manufacturer-sup- 
pliers. Most  interconnect  users  lease  their  equipment, 
but  some  purchase  their  systems  outright. 

In  recent  years  some  government  controlled  tele- 
phone companies  have  sought  to  loosen  their  clo.se  ties 
to  domestic  suppliers.  These  moves  have  not,  as  yet, 
altered  the  domin.mt  position  of  the  local  comjianies. 
Thus  potential  foreign  entrants  w  ill  have  difliculty  pene- 
trating markets  unless  they  afliliate  with  a  local  firm. 

EXCHANGE  R.'.TES  USED  IN  THIS  REPORT 


Country 

l/ioneta 

ry  Unit 

Units  per  Dollar 

France 

Fra 

4  2 

Germ.iny 

Ma 

k 

2  ib 

Italy 

Lira 

■iia 

Japan 

Ven 

26S 

Untied  Kingdom 

Poi 

nd 

0  4] 

JAPAN 


The  .I.ip.mcse  telcp!ioiie  industry  is  largely  controlled 
by  a  i;overnment  agency,  Kippoii  Telegraph  and  Tele- 
phone Public  C^oipor.ilion  (Nrr).  This  agency  prc:-ci  ilvs 
sl.ind.uil:-.,  manage-;  an.!  linani-is  (hi-  .■.xpaiision  of  (he 
linnu-.-.l  i,l,.leplion.'Sy: -0111.  and  collcisrcc'S  for  .servicing 
and  jr.,  ;i:,,..  eqiiipni,,.!.  Nnih.c.-;  mil  iii.iuuf.i,  lure  ci.uip- 
nui.l.  In. I  ai,lhorl/cs  i.:aiuif.i.  1  un  i-.-.  I.,  build  and  in-lall 
iKvi>i  binder  its  dii-..  lM.nan.lspe.-i:i,-:,li<.ns.'fl!c,,.. -L.-c 
km;  .  i,.il..r  th.in  ■•h-,  li>  n:  .-is.  An  exception  L.  M.'s 
liv.  r.d!  c,.ntr..l  i  :  1 1--  1 1  .■■d.nn  (<i  i,i.,n-.if.  icI  nn-  an.l  i,iu,.ll 


acoustical  devices  and,  since  late  1972,  to  install  ami  use 
data  transmission  equipment. 

In  1972,  the  NIT  had  .■15,000  systems  with  1.1  million 
phones  in  service;  the  56,000  interconnect  systems  had 
2.8  million  phones.  The  pertrentage  of  installed  Piixs  in 
Japan  that  are  user  owned  and  maintained  has  risen  from 
50  %  in  l'JG5  to  61  %  in  1 072.  The  share  for  NTT  owned  and 
maintained  pbxs  has  dropjied  from  50%  to  38%  in  the 
same  period;  the  remaining  1%  in  1972  was  user  owned 
and  NTT  maintained. 

PBX  AND    KEY  SALES  IN  JAPAN 


PBX  and  Operator  Consoles 

1970 

197Z 

197D 

J  980 

19E5 

Number  ol  Lines  (Thousands) 
Sales  Value 
(Millronsot  Dollars) 

417 
71 

b61 
9  = 

746 
127 

952 
162 

1103 
IBS 

Key  Systems 

Number  of  Phones  (Thousands) 
Sales  Value 
(Millions  ol  Dollars) 

519 
41 

846 
73 

1461 
127 

2938 
255 

1730 
410 

Source:  Pacific  Projects  Ltd, 

The  Communications  Industries  Association  of  Ja]ian 
(ciAJ)  has  estim.ated  1972  PBX  sales  activity  at  561,000 
phones  with  a  sales  value  of  S95  million.  The  manu- 
facture! s  (who  are  also  the  suppliers)  of  PBX  equipment 
are  apjiroved  by  NTT  after  an  inspection  of  their  jiroducts. 
The  ajiproved  companies  and  their  market  shares  have 
changed  very  little  in  recent  years.  The  leading  com- 
panies are: 


PBX  Manufacturer-Supplier 

Percent  of  f^arket 
1972 

Nippon  Electric  Co.  (NEC) 

Hitachi  Ltd. 

OKI  Electric  Co.  Ltd. 

Fujitsu  Ltd. 

Iv;alsu  Electric  Co.  Ltd. 

Meisci  Electric  Co. 

Nakayo  Tsushinki  Co.  Ltd. 

Taiko  Electric  Co.  Ltd. 

30 
20 
20 
20 
5 
2 
2 
1 

Total 

100 

Source:  Pacific  Projects  Ltd. 

About  80%  of  the  pbxs  installed  are  the  crossbar  type. 
The  trend  is  toward  installation  of  more  electronic  type 
ecjuipmcnt. 

Key  net  sales  are  handled  in  the  same  way  as  pbxs.  Ntt 
concent  tales  its  orders  on  companies  that  ai'e  not  al- 
ready sujipliers  of  I'li.v  equipment,  thus  encouraging 
newcomers  to  enter  Hie  field  with  innovative  products. 
The  Ci.^J  estimate  for  1972  key  system  sales  was  8!6,OU0 
phuni'S  or  $7.!  million.  Leading  comji.mies  are: 


Key  System  ftlanufaclurcr-Supplier 

Percent  of  Market 
1973 

lAaisu  LU-ctric  Co. 

Ni[if>jii   Isushihki  Kor.yo  (Nilsuko) 

M..l-,usl,il., 

30 
25 
15 
10 
6 
4 
10 

1.1. 1 

100 
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>ute:"£  the  U.S. 


!;<■.. nils,  ki\  sy:-lcnis  s.ilcs  have  bei'n  Krowins;  lit  a 
i^lir  I. ill-  111. HI  ni\  salcii.  and  this  tiend  is  cx|icilcil  to 
lulimii-.  Aiimijl  i;io\%(h  lor  key  systems  shoiilii  avuragu 
luiii(  I'J  ■)■ .  ,  1  Miiipaii'd  Willi  ■!'/,'.  ioi-  I'UXs. 

|.;\iii)ilsui  liI(|ilioiiesand  U'loplione-rtlatt'd  ui|ui|)mcnt 
.  ih.-  U.S.  iiisi-  liDMi  .'^3.1  iiiillioii  in  Ul(i7  to  ^blA  million 
1  I'.iT'J.  'I'ol.il  world  exports  lor  tlii.^  eateKory  rose  from 
IV.C  million  in  HIti-i  to  $]»;!. 6  million  in  I'Jll.  For  the 
IS.  Siaiulard  Indus! rial  d.-issification  isic)  Code  3661 
li-li-|.hiiiio  and  li!ef;raph  apiiaralusl,  Ja]>aiu:se  exports 
>  I  Ik-  I'.S,  lor  l;i72  were  S;!7.1  million,  of  which  the  rii>: 
111  lion    w.is    $I!I    million    (representing    about    200,00(1 

'1  he  value  of  imports  ininslly  for  data  transmission 
(piipuK-nt  1  has  remained  small  hut  steady;  .*;■  j..j  million 
I  lOO'-ianilS^.'i  million  in  1972.  For  SIC  Code  3661, -Japanese 
iipoi  Is  from  the  U.S.  were  S2.3  million. 


CANADA 

l-;xeept  for  peripheral  equi])ment  (mostly  answering 
devices  and  alarm  systems  which  require  coiiplersi,  there 
w;is  no  formal  interconnection  program  for  rKX  and  key 
systems  in  Canada  as  of  the  end  of  1073.  However,  the 
("anadian  Federal  Department  of  Communications  has 
lieen  working  foi-  several  years  to  develop  a  program 
jointly  with  common  carriers,  manufacturers,  suppliers, 
and  users. 

There  has  been  a  growing  ijressure,  primarily  from 
industry  groups  (particularly  those  w-ith  U.S.  ties),  to 
liberalize  interconnection  iKilicies.  The  major  factor  caus- 
ing delay  is  that  the  Canadian  government  has  only 
limited  influence  over  the  lUOO  independent  telecommuni- 
cations companies.  Bell  of  Canada,  with  CO',';  of  the 
telephones,  is  (he  only  major  telephone  company  fed- 
erally regulated;  the  other  comjianies  arc  proviiicially 
regulaled. 

The  teleiihone  companies  and  the  federal  and  provincial 
governments  are  taking  tliffering  positions  on  intercon- 
nection. Until  these  differences  aie  resolved,  it  is  not  clear 
whether  interconnection  will  he  permitted,  and  if  it  is,  to 
what  degree  and  under  what  regulatory  authority.  One 
IHissibility,  if  agreement  is  not  forthioming,  is  that  new 
legislation  could  be  issued  by  govcrnnient  entities,  if  they 
can  decide  what  is  needed. 

Hell  of  Canada's  official  position  is  ".  .  .  that  competi- 
tion is  better  ('or  the  consinnci-  than  regulalion.  and  that 
it  makes  .sense  to  introduce-  it  wh,^n  practical."  However, 
thec-onipan\  has  st:ited  that  (he  initiation  of  competition 
must  be  .-ii-ioinpauiccl  by  (he  removal  of  regiil.ition  from 
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The  number  of  units  in  service  in  Canada  in  1072  w.is 
about  1.1  million  l-HX  telephones  and  less  than  1.0  million 
stand-alone  key  system  phones.  Kstimated  new  and  re- 
placement installations  in  that  year  amounted  to  «■;;  of 
the  installed  base  for  I'ux  systems  and  to  9%  for  key 
systems. 


UNITED    KINGDOM 

.Although  the  U.K.  has  allowed  the  interconnection  of 
private  I-Aiixs  lover  100  lines  capacity)  for  many  years, 
its  control  iwlic-y  has  been  very  tight.  Until  1968,  a  few 
i-ompanies,  namely  gec,  Flessey,  and  i-rr/src,  enjoyed  a 
monopoly  of  I'Aiix  orders.  Systems  with  fewer  than  100 
lines  have  been  manufactured  by  the  three  companies,  but 
supplied  by  llie  British  Post  Otlice  (UPO).  Larger  I'AiiXs 
for  nongovernmental  use  had  to  be  purchased  directly 
from  one  of  the  companies.  (The  m-o's  policy  not  to  supply 
larger  I'ABXs  resulted  more  from  shortages  of  capital 
than  from  a  liberal  attitude  toward  interconnection.) 
Furthermore,  (here  w-as  a  limited  range  of  models,  all 
manufactured  and  type-tested  to  rigid  Post  Olhee  speci- 
fications. The  restrictive  procedures  have  tended  to  dis- 
courage manufacturers  from  showing  inhiative  with  new 
designs  and  have  picvented  users  from  benefiting  from 
new  systems  and  features.  All  maintenance  has  been 
carried  out  by  the  bpo. 

Since  196.^,  (he  Post  Office  has  very  slowly  begun  to 
relax  its  restrictions  on  paux  ec]uipment  and  has  accepted 
selected  models  of  L.  M.  Ericswn  equipment.  During  (he 
next  four  veai  s,  it  granted  iirovisional  acceptance  to 
certain  mocielr  made  by  Pye/Philips,  Thorn/c  i  K,  nT/nrM 
(of  Belgium),  and  IBM.  Mo.st  of  the  these  models  are  still 
under  review  for  "type-approval."  In  this  tyijically  slow 
process,  the  manufacturers  must  guarantee  continuity 
of  production  and  availability  of  spare  parts  to  gain  ap- 
proval. (The  latter  requirement  means  that  any  foreign 
concern  wishing  to  serve  the  British  interconnect  market 
will  need  to  estahlish  a  British-based  office.)  Manu- 
facturers also  must  demonstrate  th.at  their  equipment 
offers  significant  advantages  over  others  in  the  same 
si/e  range.  The  ni'O  is  unlikely  to  consider  accepting  any 
more  crossbar  designs,  hut  has  expressed  a  willingness 
to  review  electronic  models  that  will  meet  its  criteria. 

The  British  private  I'abx  market  is  currc-ntly  growing 
about  12%  a  year.  Sales  in  1972  were  about  .?10  million. 
The  markc  t  ^.!larcs  were  apiiro.ximalcly  as  follows; 
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irvntr.CONNECT  PaACTICES  outside  the  U.S.  (Cont.) 

Inlions  in  Kovcrninciil  (li|inrtmr]ils.  Tlic  tlistrilml  ion  of 
s:ilps  lor  the  lattiT  fi|iiiiiriicnl  wns  ;il>oii(  10',;  Chf,  'lO'.i 
ricssi-y,  and  20'";  src.  Of  the  iiiidci-inO-line  units  in 
servile  in  the  U.K.  in  1972-:ilK)nt  2U,0(H)-approxi- 
niatily  r>G(>0»  were  installed  in  lluit  ,\car.  'I'lie  alujve 
licini'.s  do  not  iniluilc  TMiix.-i,  of  uhiili  lliore  are  more 
than  2.'). (100  systems,  mostly  sniM'lied  by  I'lessey. 

The  key  .system  niarUel  is  still  folly  ront rolled  hy  the 
iii'd.  'I'here  arc  nhoni  10.000  stand-alone  Ui-y  systems 
with  Hi, 000  stations.  The  Tost  Olliic  installed  alxuii 
26.000  key  stations  hehind  I'HXs  in  1073.  'I'he  iieripheral 
attai  hnients  market  hepan  to  Oiieii  up  in  1!)72  when  the 
government  dei  ided  lo  allow  private  sales  of  answering 
(leviees,  paging  etiiiipnient,  and  intei'voms. 

J'rospei  ts  for  the  inlerionnei  t  market  in  the  U.K.  will 
dcpejid  more  on  the  behavior  of  the  I'ost  Odlie  than  on 
teehnologieal  and  eKiiioniic  breaklhronghs.  This  will  be 
espci  iaIK"  true  where  the  full  utili/ation  of  new  proposed 
equipment  requires  a  more  modern  central  office  network 
than  the  currently  |>re(lominant  stcp-by-step  ciiuipment. 
Most  local  investinenis  in  research  and  development 
have  been  closely  linked  to  BFO  procurement  ]>olicy  and 
specifications. 


FEDERAL    RCPUBLIC    OF    GERMANY 
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nection  is  widesprearl  in  Germany:  more  than 
the  I'AUX  systems  in  service  are  i)rivalcly 
owned.  Even  moie  sicnilicant  is  the  fa<t  that  a  majority 
of  larger  systems  is  privately  owned.  In  terms  of  dollars 
or  number  of  stations,  interconnect  aicoimts  for  nuir-e 
than  75','i  of  the  ajiproximately  ">  million  I'BX  phones  in 
service. 

Overall  standards  are  developed  and  approved  by  the 
Fernmeldetechnischos  Zentralamt  i.  IT/,  i,  a  division  of  1  lie 
Deutsche  BundcsposI,  which  also  type-tests  and  certil.es 
ec|uipmenl.  The  testing  (at  manufacturer's  or  user's  ex- 
pense' can  be  conducted  on  a  submitted  sami)le  or,  for 
larger  taiixs,  at  the  user's  premises  while  the  e<)ui|)ment 
is  connected  to  the  network  and  in  provisional  use. 

The  Hundespost  has  set  u|i  detailed  rules  and  regula- 
tions on  theoiJeratiimof  the  public  switched  network,  the 
attachments,  the  maintenance,  and  the  division  of  con- 
trol anil  res|K)nsibility  between  usia's  and  itself.  Installa- 
tion and  maintenance  organizations  are  also  licensed  by 
the  r.undes|)0St. 

The  leading  eomiianies  i which  also  .sell  to  the  Bun- 
dcspost  1  and  their  res|iective  shares  of  an  estimated  •'JHiO 
millio}!  interconnect  market  are; 


'The  French  Ministry  of  Post  and  Telecommunications 
(pn  1  permits  attachment  of  private  equipirient  that  has 
been  type-tested  and  approved  prior  to  connection.  Ap- 
proval is  slow  and  lormal  and  is  not  readily  granted  to 
foreign  equipment.  The  specifications  and  standards  are 
currently  most  rigid  for  telephone  sets:  users  are  es- 
sentially allowed  to  purchase  only  one  model,  which  all 
sui)i)liers  must  make  to  identical  speciliiations.  Since  the 
PTT  provides  the  transmission  paths  but  few  sci'viics.  the 
predominant  portion  (about  95'!;  i  of  the  terminal  m;n'l-:et 
is  privately  su|)|)licd,  but  generally  by  French-ov.ncd 
comjjanies. 

Maintenance  is  the  responsibility  of  subscribers,  who 
can  select  from  apiiroximately  '100  coin|-ianies  auihori/.ed 
to  inst.ill  and  maintain  telephone  equipment.  The  major 
manufacturers,  which  sell  both  directly  and  through  in- 
de|)endenl  su|i|iliers.  also  have  their  own  distiibulion 
organizations  for  sales,  installation,  and  maintenance. 

The  rrr  has  reici\tly  warned  n).in-.ila.cturers  of  pr  ivate 
telepbcme  exihange  equi|>ment  lh:it  ii  will  soon  plat  e  llie 
market  under  surveillance.  The  .Mini-try  is  settiu),  up  a 
consul  ling  com|)an\'  th.d  will  .-idvise  bu\ers  of  ck-clronii' 
exch:mge equipment  on  which  systems  .ire  most  apinopri- 
ate  for  the  user's  nec.ls.  This  is  (h.-  lirsl  sign  of  resi  rid  ion 
on  the  private  exch;inge  market  in  lOurope. 

The  French  iiilcn  ,-imect  market  of  .sl70  milli.m  is 
divided  up  appioximalely  as  sliou  n; 
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Interconnection  practices  in  Italy  are  similar  to  those 
in  France  and  Germany,  except  thai  the  m.ajority  of 
users  (about  75%!  lease  from  the  dome.stic  carrier,  s)i> 
(Soiieia  )ier  I'Esercizio  Telefonica  1.  Sil"  is  run  by  the  stale 
controlled  holding  coini)any,  STiil'  iSocieta  Finan/.iaria 
Telefonica).  Approval  and  cerliruation  are  iirovideil  by 
the  Superior  Institute  of  Post  and  Telecommunicaticns 
and  are  claimed  to  be  granted  solely  on  the  basis  of  techni- 
cal quality,  regardless  of  the  n.'itional  origin  of  equip- 
ment Although  the  a.lniinislration  .sometimes  actively 
.solicits  foieign  bids  on  equii'ment,  both  the  telephone 
company  and  inlerioniii'il  equipment  markets  aie  domi- 
nated by  live  major  domestic  m:inufacturers.  Theii' 
sh.-ircs  of  the  estima.tcd  .■<17  million  Ilalian  intereonneci 
market  \u-re: 
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sIuhUt  replacement  cycles.  With  continued 
i-.i|ii(l  (lovelopment  in  technology  and  innova- 
tion, I  he  first  user  lifetime  of  equipment  could 
ai)i)roacli  the  computer  cycle  of  five  years  in 
the  l'.)80s. 

Non-U. S.  manufacturers  (especially  the  Jap- 
anese companies  Nippon  Electric,  oki  of 
,l:i])an.  Northern  Electric,  and  Nitsuko)  will 
continue  to  have  the  dominant  share  of  the 
U.S.  interconnect  market  until  the  late  iDVOs. 
liy  then,  the  trend  among  U.S.  manufacturers 
towaid  solid  state  electronic  systems  and  more 
auloinated  production  should  help  them  to 
coujiter  overseas  competition,  which  is  more 
labor  dependent.  Before  1980  the  U.S.  com- 
panies should  begin  to  take  over  the  major 
share  of  the  domestic  market.  (This  would 
include  the  U.S.  portion  of  domestically  con- 
trolled firms  with  foreign  minority  ownership, 
such  as  OKI  Electronics  of  Amei'ica.) 

Recent  dollar  devaluations  have  given  U.S. 
companies  some  piice  advantages  over  Japa- 
nese and  European  manufacturers.  These  price 
advantages,  combined  with  continuing  ad- 
vances in  American  technology  and  increased 
Mberalization  of  import  restrictions  abroad, 
could  lead  to  U.S.  products  being  shipped 
overseas. 

The  number  of  U.S.  pbx  and  key  system 
manufacturers  should  incieasc  from  about  20 
at  present  to  about  30  by  1980,  with  at  least 
one  computer  firm  being  among  the  leaders. 
The  major  companies,  which  are  concerned 
about  the  smaller,  lower  cost  producers,  may 
support  high  certification  fees  and  complex 
standards  and  procedures  to  keep  the  cost  of 
market  entry  high. 

Several  manufacturers  (for  example,  ITT 
and  Stromberg-Carlson)  have  attempted  to 
increase  their  penetration  and  provide  wider 
distribution  by  integiating  vertically  into  the 
supplier  function.  Concurrently,  some  sup- 
plieis,  e.g.,  Executone  and  Tele/Resources, 
have  acquii'ed  manufacturing  capability.  Gen- 
erally the  manufacturing  arm  operates  sojia- 
rately,  so  that  it  can  serve  other  suppliers  and 
the  telephone  companies. 


IMPACT    ON    ASSOCIATED 
INDUSTRIES 

The  ix'iipheral  telephone  ec)uipment  indus- 
try and  the  specialized  common  carriers  are 
the  two  major  industries  that  aie  most  often 
associated  with  the  telephone  interconnect 
field.  Both  have  been  significantly  affected  by 
actfvities  and  developments  in  interconnec- 
tion. In  addition,  computer  and  componcnl 
manufacturers  are  beginning  to  become  in- 
volved. 


Peripheral  equipment  companies  sell  to  tel- 
ephone companies,  end  users,  and  also  to  the 
new  broad  base  of  interconnect  suppliers.  In- 
terconnect firms'  installations  of  one  type  of 
auxiliary  equipment,  the  videophone,  are  ex- 
pected to  reach  207o  to  30%  of  total  installa- 
tion activity  in  the  1980  to  1985  period.  In 
addition  to  the  animated  Picturephone'  type, 
a  selectable  slower  scan  mode  will  be  offered 
in  which  animation  is  sacrificed  for  high  reso- 
lution capability.  The  latter  type  of  device 
will  be  used  for  transmitting  textual  or  graphic 
material. 

One  jjossible  trend  is  that  many  peripheial 
equipment  manufacturers  will  merge  with 
suppliers  and  manufacturers  of  phx  and  key 
systems  _as  more  peripheral  hardware  is  uti- 
lized in  the  basic  systems.  In  fact,  the  current 
demarcations  among  all  three  will  be  less 
discernible. 

The  publicity  on  interconnect  activity  has 
benefited  peripheral  equipment  producers  by 
making  more  users  aware  of  their  existence. 
Such  companies  are  on  the  same  side  as  intoi'- 
connect  suppliers  in  the  continuing  contro- 
versy on  the  need  foi'  proteclive  couplers  be- 
tween the  telephone  network  and  theii'  equip- 
ment. The  FCC,  in  allempting  to  separate  roso 
lution  of  the  peripheral  products  issues  from 
the  riiX  controversy,  has  set  up  an  advisoiy 
committee  — the  Dialer  and  Answering  Devi.e 
Group  —  in  addition  to  the   vu\   Advisory 
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Group.  Because  of  the  history  of  lengthy  de- 
lays and  diffeicuces  of  opinion  amons  repre- 
sentatives to  such  groups,  no  major  action  is 
expected  until  after  1975.  Howevei',  the  issues 
of  most  conco'n  to  the  pcripiieral  group  are 
likely  to  he  resolved  before  those  afTectin!!  pbx 
and  key  system  suppliers  because  the  problems 
of  the  former  are  less  complex. 


The  specialized  common  carriers  (sees)  that 
compete  with  telephone  companies  in  the  sale 
of  private  network  transmission  services  can 
be  more  readily  distinguished  from  the  basic 
telephone  interconnect  industry.  However, 
some  complications  in  definition  arif.e.  Al- 
though private  transmission  systems  do  not 
connect  directly  with  the  public  switched  net- 
work, the  PBX  or  key  system  terminals  are 
tied  into  both  the  public  network  and  the  pri- 
vate lines.  Such  terminals  can  be  provided  by 
a  telephone  company  or  by  an  interconnect 
supplier.  To  cloud  the  distinction  further, 
most  .sec  private  long  line  installations  utilize 
or  interconnect  into  telephone  company  pro- 
vided local  loops  (trunk  lines)  and  terminate 
into  PBXs  on  the  customci's  premises. 

Several  sees  have  indicated  a  desire  to  pro- 
vide complete  end-to-end  user  services,  in- 
cluding PBX  and  key  systems.  They  )iiay  do 
this  via  joint  efforts  with  interconnect  sup- 
pliers or  by  building  or  acquiring  an  inteixon- 
nect  company. 

Cnnipuler  rv'''!i;ifoc.tur<~: ;; 

The  inevitable  convergence  of  the  computer 
and  communications  technologies  suggests 
that  compute)'  manufacturers  will  be  drawn 
into  the  interconnect  market,  although  none 
hasoflicially  entered  into  U.S.  competition  yet. 
New  develojiments  in  computer  technology 
that  allow  lower  costs  and  additional  features 
in  elect I'onic  switching  indicate  a  t)end  toward 
greater  autonialion  of  rnx  and  key  systems. 
'I'he  contiol  logic  and  memoiy  portions  of  vbx 


switches  are  particularly  favorable  targets. 
In  fact,  some  of  the  newer  electronic  pbx  sys- 
tems utilize  general  purpose  minicomputers 
foi'  these  functions.  As  a  result,  several  com- 
puter manufacturers  are  investigating  possi- 
bilities of  supplying  minicomputer  PBX  sub- 
systems or  actually  building  entire  pbxs. 

Ibm  has  entered  this  market  in  Europe.  Its 
2750  and  3750  pkx  systems  were  designed  and 
developed  in  LaGaude,  France,  and  are  being 
manufactured  in  Montpelier,  France.  A  con- 
siderable number  of  these  systems  had  been 
installed  in  Europe  by  the  end  of  1973.  (Esti- 
mates range  from  50  to  100.)  In  addition  to 
the  typical  advanced  voice  features  available 
on  most  electronic  pbxs,  ibm's  equipment  al- 
lows data  to  be  sent  directly  from  Touchtone' 
telephones  to  sepai'ate  comi)uters  connected 
to  the  system.  Curi-ent  data  applications  in- 
clude spare  parts  control,  production  control, 
shipment  recoids,  and  customer  file  inquiries 
and  updating.  Some  compute)'  firj'j'is  also  sell  a 
separate  communications  front-end  data  pi'e- 
processor  which  is  added  to  the  pbx  to  ac- 
complish the  data  functions. 

An  obvious  favo)'able  result  for  computer 
manufacturers  will  be  the  increasing  utiliza- 
tion of  data  processing  and  terminal  equip- 
ment. Use  of  the  telephone  to  accomplish  many 
of  the  functions  ))ei'formed  by  the  i"nore  typical 
te)ininals  will  also  expand  the  edp  market. 

Cost  is  the  most  significant  factor  limiting 
rapid  gj'owth  of  the  voice/data  pbx  systems, 
which  are  about  three  times  as  expensive  as  a 
voice  only  system.  H^hus,  potential  users  have 
to  be  able  to  make  extensive  use  of  the  data 
handling  and  collection  capabilities  to  justify 
the  added  expense. 

As  the  costs  of  basic  medium  and  large 
scale  integration  for  elect)'0)')ic  circuits  con- 
tinue to  fall,  electronic  stoi-ed  progj'aj'n  con- 
t)'olled  telephone  switching  systons  will  be- 
come mo)'e  cost-effective  t))aii  electromechani- 
cal telephone  syslons.  Co)nputer  ]iianufac- 
turej'S'  skills  in  these  ai'eas  should  encourage 
g)'cater  invoKcincnl  in  building  pbx  and  key 
systems. 
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Hofove  tlie  cniergeiico  of  the  interconnect 
indiisliy,  most  of  the  components  gouij,'  into 
(lie  fabricntinn  of  at&t  and  cte  telephone  sys- 
tems were  produced  in  tliese  companies'  own 
manufactvniiiK'  operations.  As  formerly  cap- 
I  i  ve  supply  clianncls  have  opened  up,  however, 
the  oilier  manufacturers  inci'eased  theii"  buy- 
in;;  IVom  noiicaptive  component  lirms.  Pur- 
cliases  include  not  only  medium  and  large 
scale  integration  elements,  but  also  relays, 
reeds,  and  other  subassembly  components. 
Several  dozen  component  manufacturers  are 
benefiting  from  the  increased  diversity  of  tel- 
ephone manufacturing  operations. 

A  majoi-  factor  still  limiting  substantial 
growth  for  U.S.  concerns  in  this  area  is  the 
large  volume  of  Japanese  and  other  foreign 
products  coming  into  the  U.S.  However,  if  the 
emphasis  in  interconnect  manufacture  shifts 
from  foreign  to  domestic  products,  as  expected 
by  1980,  there  should  be  a  pi-oportionate  in- 
crease in  business  opportunities  for  U.S.  com- 
ponent manufactureis.  In  fact,  the  current 
advanced  state  of  the  art  in  U.S.  integrated 
circuit  and  other  component  firms  should  ex- 
pedite this  trend.  Increasing  labor  costs,  pro- 
portionately more  significant  outside  the  U.S., 
should  accelerate  the  shift. 


IMPACT    org   TELEPHONE    COWiPANIES 

The  establishment  of  the  interconnect  in- 
dustry has  had  and  will  continue  to  have  a 
substantial  impact  on  the  telephone  compa- 
nies, primarily  in  the  following  areas: 
<    New  product  development 
I,  Marketing  strategies 
f.   New  tariffs  (pricing") 
,     Capital  investment 


A  combination  of  three  factors  — the  Carter- 
fone  decision,  teclmological  advances,  and 
stepped-up  market  demand— has  cau.sed  the 


telephone  companies  to  become  quicker  and 
moie  responsive  in  introducing  new  I'rx  and 
key  system  pi-oducts.  In  early  1970,  AT&T 
established  a  new  facility  in  IDcnver,  Colorado, 
with  a  widely  diversified  task  force  to  expedite 
the  develoi;ment  and  manufacture  of  a  more 
competitive  product  line.  Under  one  roof,  at&t 
assembled  Western  Elect  lic  and  Bell  Labs  per- 
sonnel working  alongside  AT&T  engineering, 
marketing,  and  traffic  specialists.  In  the  past 
18  months,  four  new  competitively  priced 
PBXs  have  been  introduced: 

805A— up  to  57  station  lines,  12  trunks,  series  100 
features  (plus  several  options ) ,  crossbar  switch 
network,  and  electronic  common  control. 

801  A  — 40  to  270  station  lines,  56  trunks,  full  series 
100,  200,  and  300  features  with  a  modular 
ferreed  switch  network.  An  expanded  version 
of  an  earlier  800A  system,  the  801 A  uses  exist- 
ing 800.A  design  technology  and  circuitry. 

770A— 40  to  400  lines  primarily  for  hotel/motel  use 
and  also  some  series  100-300  use.  The  system 
is  electromechanical  with  a  crossbar  switch 
network  and  wire  spring  relay  common  con- 
trol. The  tariff  is  less  than  that  for  any  com- 
parable Bell  System  offering  and  thus  is  more 
competitive  with  interconnect  offerings. 

812A— 300  to  2000  lines  with  Centrex  service  features, 
using  a  crossbar  switch  with  electronic  com- 
mon control.  Offered  late  in  1973,  the  system  is 
expected  to  have  only  limited  availability  until 
the  end  of  1974. 

In  spite  of  this  strong  response  from  the  Bell 
System,  the  technology  and  diversity  of  user 
requirements  are  changing  so  rapidly  that  the 
three-year  lead  time  the  company  once  needed 
for  new  products  is  no  loi.ger  available.  This 
problem  could  be  alleviated  if  at&t  and  espe- 
cially the  independent  telephone  companies 
purchased  some  of  the  products  developed  by 
other  manufacturers.  Such  a  trend  appears  to 
bo  developing:  General  Telephone  and  t  wo  Bell 
operating  companies  (Pacific  Telephone  and 
Southern  New  England  Telephone  Company) 
purchase  I'lixs  from  Nijipon  Electric  and 
Northern  Electric  of  Canada. 
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Probably  the  most  impressive  i-espoiiso  of 
the  telephone  companies,  esiieciaily  AT&T,  is 
a  nontiaditional  aggressiveness  and  vitality 
in  marketing  apjDoaches  and  sirategies.  They 
have  reorganized  their  marketing  depart- 
ments, in  many  cases  increasing  the  staff  and 
setting  up  teams  to  compete  wilji  interconnect 
suppliers  in  majoi-  markets.  They  have  also 
adopted  better  tools,  including  computers  to 
prepare  cost-effective  financial  comparisons. 
At&t  is  ad  vei-tising  to  the  business  market  and 
is  attempting  to  educate  users  to  the  advan- 
tages of  staying  with  the  telephone  company. 
As  soon  as  Bell  learns  that  a  customer  is  con- 
sidering installing  an  interconnect  system,  it 
usually  approaches  him  with  a  competitive 
offering. 

Many  Bell  companies  have  set  up  cooidi- 
nators  in  major  markets  to  stay  abreast  of 
competition  and  to  assist  their  communica- 
tions consultants  iji  prepai'ing  proposals  and 
in  finding  tlie  limitations  in  interconnect  offer- 
ings. Bell  is  also  directing  efforts  to  ujjgrade 
its  general  image  and  its  response  to  service 
and  maintenance  problems.  Advertising  and 
promotion  stress  AT&T's  stiength  and  capa- 
bilities for  emergency  service. 


As  regulated  utilities,  the  telephone  compa- 
nies' pricing  sthodnles  inusl  be  approved  by 
the  state  public  utility  commissions.  In  the 
past,  there  has  been  a  relatively  rigid  struc- 
ture of  fees,  usually  covering  three  basic  pack- 
ages of  features  Jiiiown  as  series  100,  200,  and 
300.  The  only  nn^thod  of  payment  was  an  in- 
itial installation  charge  and  monthly  lental 
fees  that  continued  for  the  life  of  the  system, 
which  could  be  20  ycais. 

The  impact  of  competition  has  caused  the 
major  telephone  companies  to  icevaluate  the 
tariff  structure,  ;iiid  many  of  them  are  begin- 
ning to  "unbuiullc"  equipiiicnl  and  sc-rvice 
pj  it-.'s.  More  v.njcd  piicingai  i.mgcir.ents  have 


evolved,  the  most  notable  of  which  is  the  Bell 
System  Flexible  Pricing  Plan  (fpp),  which  is 
being  test  marketed  to  pbx  and  Centrcx  users. 
The  FPP  allows  monthly  tariff  rates  to  be  in- 
cluded in  a  cumulative  charge  that  can  be  25% 
to  100%  prepaid.  If  less  than  100%  is  paid,  the 
balance  is  due  monthly  over  a  five-  to  15-year 
period. 

A  variation  of  the  fpp  is  the  new  Com  Key 
tariff  for  seven-  to  34-station  key  systems.  Re- 
cently initiated  in  New  Jersey,  the  tariff  allows 
three-,  five-,  or  eight-year  contract  periods, 
during  which  a  customer  pays  both  a  fixed 
monthly  I'ate  (not  subject  to  increases),  plus 
a  variable  rate  for  the  life  of  the  contract. 
After  the  contract  expires,  the  customer  con- 
tinues to  pay  only  the  variable  rate. 

Another  new  pricing  plan  under  considera- 
tion is  the  Maintenance  Payment  Options 
Plan  (MPOP),  which  will  separate  maintenance 
charges  into  three  options  that  aie  essentially 
similar  to  those  offcied  by  interconnect  sup- 
pliers Other  proposed  plans  are  the  contract 
pricing  allowance  plan  (cpap)  and  the  step- 
down  plan  (SDP).  The  cpap  allows  increasing 
discounts  on  pbx  systems  that  are  contracted 
for  varying  terms.  For  example,  an  eight-year 
term  allows  a  5%  discount  on  monthly  rates, 
while  a  ten-year  term  allows  9'.:t,  off.  The 
SDP  is  similar;  it  offers  five-  to  ten-year  terms 
and  lower  monthly  rates  on  the  longer  term 
contracts. 

In  addition  to  offering  new  fiexibility  in 
payment  methods,  seveial  Bell  companies  have 
been  granted  reduced  tai'iffs  <ni  a  cost-of 
service  basis,  the  cfl'ect  of  wliich  has  been  to 
help  them  meet  competition  on  selec'ted  rnx 
and  key  systems.  In  many  cases,  the  tai'iff 
reductions  were  challcng(Yl  by  interconnect 
comjjanips  when  tiicy  were  proposed  to  the 
state  regulatory  agencies.  The  charge  was  that 
Hell  v.as-  subsidizing  the  decreases  with  mes- 
sage and  trunk  rate  incieases.  In  only  foui'  out 
of  24  rate  cases  did  intcrcomicct  companies 
achieve  any  degree  (>f  success,  and  in  only  or.o 
of  llv.^so  (Iowa)  were  the  e(|ui|iMU'nt  rale  I'e- 
ductions  comjjlelcly  icscindcd. 
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A  sit^nificanl.  issue  in  cuiTenl  and  future 
(ariir  baltles  is  the  impact  these  tariffs  will 
have  on  i-esicionco  user  rates.  There  is  con- 
siilciable  controversy  among  leRulato's  as  to 
whether  residence  users  will  be  penalized  with 
hi[;her  jntes  as  a  result  of  interconnect  com- 
pel ition.  This  issue  is  not  expected  to  be  re- 
solved until  there  is  a  more  comprehensive 
undei'slanding  of  telephone  company  costs  in 
the  establishment  of  tariffs.  It  will  take  several 
years  and  strong  regulatory  pressure  to  bring 
about  this  analysis.  In  the  meantime,  the 
trend  toward  "unbundling"  will  continue. 


The  controversy  over  tlie  potential  impact 
of  rate  increases  is  closely  intertwined  with 
such  considerations  as  the  telephone  compa- 
nies' return  on  investment  and  the  need  for 
capital.  Althou{.;h  the  interconnect  industry's 
curient  3%  penetration  of  the  pbx  installed 
ba.^'e  is  not  significant,  estimates  for  1985 
show  a  possible  30%  penetration  for  pex  sys- 
tems and  21%  foi-  key  systems.  At  the  pro- 
jected penetration  levels,  telephone  companies' 
capital  investment  requii-emeuts  could  be  ap- 
pieeiably  reduced,  with  two  lands  of  effects. 

One  effect  will  lie  the  possible  reductions  in 
the  amount  of  capital  telei)hone  companii'S 
need.  (Outlays  for  all  capital  construction  by 
such  firms  arc  expected  to  reach  $25  billion 
to  .V3C)  billion  per  year  by  1985).  Moreover, 
Ihcjc  would  be  corresponding  reductions  in 
iilieraling  and  maintenance  expenses.  Anotb.er 
eircil  will  be  reduced  revenues  and  the  ui)- 
sclliii;;  of  the  iiilerslate  toll-seiiaration  formu- 
las b,i-<ed  on  the  amount  of  the  telephone 
(■oiiiji.iny  ])lan(  investment  on  subscribers' 
pre  ini-es. 

finally,  the  entire  concriii  of  rale  and  cost 
a\cr.i;;ing  iwhirii  is  a  subj'-il  of  contiox'cisy 
il.--rll  '  may  h,i\e  (o  hv  changed  so  that  specilic 
larilf  |ii'ices  are  moiv  closely  related  to  costs. 
Tlif  Iransilion  lo  such  :t  pi'icing  philosojihy 
iiuilil  losuK  in  Icniporary  adverse  efTecls  on 
111:'  rale  of  ri'lnrn  on  telejihone  company  in- 


vestment. However,  this  in  turn  would  be 
subject  to  correction  by  appeal  to  the  reg- 
ulatory commissions  for  relief  in  the  form  of 

geneially  higher  rates. 


Most  of  the  impacts  discussed  so  far  in  this 
section  apply  more  to  AT&T  than  they  do  lo  the 
independent  telephone  companies.  The  reason 
is  that  more  than  90%  of  the  interconnect  in- 
dustry's activity  to  date  has  been  in  the 
denser,  more  concentrated  business  territo- 
ries, primarily  located  in  the  Bell  System. 
With  the  exception  of  gte,  which  has  felt  about 
Iialf  of  the  remaining  activity  (also  in  larger 
cities),  very  few  of  the  1700  independents  have 
experienced  telephone  interconnect  competi- 
tion so  far.  However,  since  most  of  these  com- 
panies have  very  few  pbx  or  key  installatigns 
to  start  with,  even  the  loss  of  one  customer's 
equipment  can  have  a  significant  impact. 

Although  most  independent  telephone  com- 
panies are  as  concerned  as  at&t  is  about  the 
futiu-e  impact  of  interconnect,  the  ones  that 
will  be  most  affected  are  those  that  operate 
within  75  miles  of  a  sizable  city.  Within  this 
range,  a  local  interconnect  supplier  can  extend 
its  coverage  and  still  maintain  cost-effective 
maintenance  coverage.  There  are  probably 
mo)-c  than  100  small  telephone  companies  that 
fall  into  this  category. 

Independent  telephone  companies  combined 
have  about  13%  of  PBX  and  key  telephones. 
Inteiconnect  penetration  in  the  independent 
tenitories  is  currently  about  10%  of  that  in 
AT&T  leriitoi-y  and  is  not  (expected  to  exceed 
this  level. 

It  IS  interesting  to  note  lh;il  two  of  the 
largest  independents,  gte  and  United  Tcle- 
connnunicalioiis  (ur),  have  liedged  thoii-  ijosi- 
tions  by  actually  i)articipating  in  the  inter- 
coEUKH't  industry.  (!t1';'s  subsidiary  Autoiiiatic 
Electric  (Ai:i  not  only  sells  equipment  to  inter- 
connect sujjiiliers  liut  also  directly  to  end 
users  (the  company  also  provides  installation 
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aiul  service).  Ut's  subsidiary,  United  Business 
Cominuiiifations  (unc^formed  in  1970 1  is  one 
of  tlie  leading  national  inteiconnect  snppliei's. 
Also,  ut's  North  Electric  Supply  subsidiaiy  is 
the  largest  dist  ributoi'  of  station  equipment  to 
the  interconnect  industry. 

It  is  pr'escntly  dilficult  to  tell  how  long  those 
subsidiai'ies  will  remain  in  the  fi'amework  of 
their  pai"ent  companies.  Ut  appears  to  show 
interest  in  selling  all  or  part  of  unc,  while 
fiTE-AK  is  reported  to  be  considering  phasing 
out  its  end  user  sales.  Anotlier  related  de- 
velopment is  the  current  itt  suit  seeking  di- 
vestiture of  GTE-AE. 


IMPACT    Orj    USERS 

As  a  group,  business  users  appear  to  have 
gained  the  most  from  the  emergence  of  the 
interconnect  industry.  They  now  have  a  much 
wider  choice  of  suppliers,  products,  features, 
and  procurement  appioaches  at  generally 
lower  prices  than  they  did  before  the  Carter- 
fone  decision.  The  intense  competition  under 
way  appears  to  be  creating  a  situation  similar 
to  that  in  the  computer  industry  whore  the 
u.sei's  choices  are  continually  expanding. 

Enterprises  in  essentially  every  bu.siness 
category  hr.vc  become  interconnect  useis,  fiom 
large  manufacturers  and  hotels  with  several 
thousands  of  phones  to  sni.Tll  companies  with 
only  a  few.  Customers  Jiave  been  attracted  to 
intercoimect  equipment  liecause  it  offers  po- 
tentially lower  costs,  additional  features  not 
cui'rently  available  with  telephone  company 
etpiipnienl,  and  protection  against  potential 
rale  incre.'i.';cs.  Dissallsfaction  with  existing 
local  telephone  company  .'-ervice  and  the  tax 
depreciation  advantages  afl'orded  by  owned 
e()uipmenl  have  also  bei/n  rontribuling  factors. 

Altliough  many  of  the  options  listed  in  the 
acconipan.Ning  table  c.ni  be  (i!)laincd  from 
ielephon"  coinjianies  under  more  sli'uctui'cd 
pack.age  odVrings,  interconnect  sujiiilicrs  h.ave 
been'  mil'  h  more  aggrcsive  in  proinr>(  inj;  uti- 
b/:ilii'n.  I*'i\i]ucntiy,  nsci':;  that  •■lie  initially 
.illr.Kird  by  IhecosI  s:ivin;'.s  of  inlerconnecl 


systems  end  up  willingly  paying  more  for 
exti'a  offerings  (hat  appeal  to  tlu-m.  Although 
advances  in  technology  and  intensified  com- 
petition should  lower  basic  equijjment  prices, 
increasing  labor  and  other  intlationary  costs, 
plus  expected  increased  demand  for  optional 
features,  will  force  total  system  prices  slightly 
higher  each  year. 


SAMPLE  FEATUHLS  AND  OPTIONS  AVAILABLE 


Uriallended  Night  Answering  (rom  Any  Station.  When  no  oper-itor  is 
on  duly,  any  stsl.on  r.in  |_.ick  up  jncomint  calls  by  dialing  a  digit 
(upon  hearings  bnll  rine) 

Consultalion-Hold.  On  a  single  line  plionc  (without  use  of  a  hold 
bullon).  the  user  t.m  hnid  an  incoming  call  while  placing  an  in- 
ternal call  and  then  rdurii  to  the  oulsidc  caller. 

Add-on  Conference.  A  third  party  can  be  added  to  a  two-phone  con- 
versation il  one  participdiit  dials  the  third  party's  number  directly. 

Call  Forwarding-  All  inc.-.:nirie  calls  on  some  PDXs  can  be  rerouted 
automatically  to   aiiotlier   station   by  dialing  the   number  of  that 


Station  Camp-on  with  Ring  Back.  If  the  internal  called  parly's  phone 
is  busy,  the  calling  parly  can  camp  on  the  line.  When  the  culled 
paity  hanj'.s  up.  he  receives  a  signal  th.^t  an  inside  call  is  waiting. 
V;h.-n  he  lilts  up  l.i^  plione.  the  calling  paity's  phone  rings,  indi- 
cating the  busy  pliene  is  now  free. 

Call  Identification  Sijn.^ling.  Different  signals  inlorm  the  user 
whetirer  an  incoinnij;  r  .ill  is  internal  or  external. 

Call  Override  with  Private  Entry.  Selected  st.ilions  may  he  equipped 
to  break  into  ex-lint  cdlls  v/hen  neceis.iry.  Tin-  caller  on  the  out 
side   phone   caniv>l   hear  tire  message.   Selected   phones  may  be 


i>v,iilnble. 
rrtusic  Oft  Hold.  Whil.   .-1.  outside  callei  IS  waiting  fur  the  station  t 

l.-i  come  b.TCK  lo  Ih--  phone,  the  tir..'r  may  pustl  a  button  for 

caller  to  listen  Ir.  imisir . 
Toll  Diversion  (or  c.iil  llctiiclion).  Piivents  selected  station  ui 

Irom  placing  lull  .  .ilK  v.ilhout  the  oper, 


r-ing  awaie  of  then 
ng  in  on  calls  whr 


Coniyiari.'.i.iis  (if'cusls  i'r.y  similarly  ecjuipiied 
interconiici  i  and  lek'|)hinK'  comp.iny  .-systems 
(>fl'.'n  lead  to  dilferenl    results,  depending  on 
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who  is  inakinf:  the  comparison  and  the  assump- 
tions used.  Tlie  main  reasons  are  variations  in 
payment  plans,  time  periods,  procui'ement 
practices,  and  especially  the  type  of  financial 
analysis  utilized. 

Typically,  the  telephone  companies  have  a 
one-time  installation  charge  (if  a  system  is 
being  replaced)  and  a  monthly  equipment 
rental  (or  operating  lease).  Annual  increases  in 
equipment  rates  by  teleplione  companies  have 
varied  over  the  past  ten  years  from  0%  to  10%  . 
There  also  is  often  a  termination  charge  (on 
PBX  systems  i  if  the  equipment  is  removed  be- 
fore three  to  five  years  have  elapsed.  Mainte- 
nance charges  are  included  in  the  monthly 
payments. 

The  interconnect  suppliers  generally  offer 
contracts  for  outright  purchase  or  various 
leasing  arrangements  which  provide  owner- 
ship to  the  user  or  the  vendor.  Most  of  the 
contracts  run  for  ten  years  and  include  a  one- 
year  warranty  with  no  charge  for  maintenance 
during  that  time.  Following  the  warranty 
period,  most  interconnect  companies  offer  two 
maintenance  options: 

One-  to  ton-year  contracts,  payable  monthly 
for  each  station 

Time  and  material  charges  at  agreed-upon 
rates,  on  a  per-call  basis 

The  majority  of  current  users  wait  until  the 
first  year  is  over  before  they  decide;  others 
sign  up  initially  for  one  of  the  plans.  Chai'ges 
for  telephone  moves  and  changes  are  normally 
billed  sepai-ately  at  prevailing  rates.  One  addi- 
tional important  charge  that  interconnect 
users  incur  is  t  he  monthly  fee  for  the  telciihone 
company  connecting  arrangements  currently 
required  for  each  outside  trunk  circuit  (typi- 
cally $5  to  .$10  per  trunk  for  I'ux  and  key 
systems). 

There  are  usually  two  ways  of  comparing 
equipment  costs.  One  is  on  (he  basis  of  pur- 
chase, and  the  other  is  on  I  he  cost  of  monthly 
lease  or  rental  payments  over  a  typical  icn- 
year  period.  Pi-ices  for  )nuchasing  total  sys- 
tems generally  range  from  $300  to  $1000  per 


telephone  station,  depending  on  the  types  of 
equipment  installations  and  features.  Monthly 
charges  for  lease  or  rental  range  from  $4  to  $14 
per  telephone,  plus  a  downpayment  or  in- 
stallation charge  of  10%  to  20%  of  the  pur- 
chase price.  Maintenance  charges  of  $1  to  $3 
per  station  per  month  may  be  included  in 
these  figures  or  may  be  additional,  as  is  the 
case  for  most  interconnect  suppliers. 

As  an  example,  an  installed  100-telephone 
PBX  system  could  cost  from  $30,000  to 
$100,000,  depending  on  the  configuration 
(number  of  trunks,  key  phones,  or  features). 
Costs  (from  a  telephone  company)  could  range 
from  $400  to  $1400  per  month,  plus  a  $5000  to 
$10,000  initial  charge  either  for  installation  or 
downpayment.  For  interconnect  systems,  if 
the  maintenance  charge  is  not  included,  the 
additional  monthly  fee  for  continued  mainte- 
nance after  the  first  year  would  be  from  $100 
to  $300. 

A  more  detailed  trade-off  cost  analysis 
would  include  the  following  considerations: 

Interest  charges  (included  in  lease) 

Return  on  investment 

Cash  flow 

Charges  for  relocating  equipment 

Connecting  ai'rangement  charges 

Tax  considerations,  such  as  depreciation,  in- 
vestment tax  credit,  excise,  sales,  and  property 

Rate  increases 

Maintenance  charge  increases 

Insurance  chai-ges 

Salvage  value 


Of  equal  importance  with  cost  and  feature 
comparisons  in  the  user's  decision  making 
I)joci'ss  is  the  reliability  of  the  potential  sup- 
plier, including  his  stability,  exi)erience,  serv- 
ice capabilil  ies,  and  responsivenes.s.  The  inter- 
connect industry  is  still  too  new  and  loo  fluid 
to  provide  any  solid  basis  for  assessing  these 
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characteristics.  However,  many  users  make 
sure  tliat  their  contracts  have  provisions  to 
cover  such  contingencies  as  the  suppher's  go- 
ing out  of  business.  Although  this  has  occurred 
in  some  cases,  contract  arrangements  have 
provided  service  and  maintenance  backup. 

Several  surveys  of  user  satisfaction  with 
current  interconnect  systems  indicate  re- 
sponses ranging  from  complete  satisfaction 
with  all  aspects  to  total  dissatisfaction  and  re- 
quests for  removal  of  systems.  (These  results 
are  not  necessarily  different  from  experiences 


with  the  teleplioiie  companies.)  The  major 
problems  and  complaints  usually  occur  in  the 
first  six  months  of  in.stallation  and  are  pri- 
marily relaled  to  equipment  malfunction  or 
supplier  inability  to  provide  all  features  in  the 
agreed  time.  In  most  cases  the  [)roblems  are 
solved,  but  the  process  can  be  lengthy  and 
frustrating  for  the  user.  On  the  whole,  though, 
most  users  appear  to  be  willing  to  take  the 
attendant  risks,  as  is  evidenced  by  the  con- 
tinually growing  number  of  interconnect  cus- 
tomers. 
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Exhibit   23. — Testimony    of    Yog    Vanna   Before   State    of   New    York   Public 
Service  Commission  (Excerpts) 

State  of  New  York  Public  Service  Commission 

DIRECT  testimony  OF  YOG  VARMA,  PUBLIC  SERVICE  COMMISSION,  CASE  25290 

*  ****** 

Question.  Mr.  Varma,  what  conclusions  do  you  draw  from  the  results  shown 
in  Exhibit? 

Answer.  The  results  shown  in  Exhibit  clearly  indicate  that  the  Company's 
auxiliary  services  are  a  burden  on  the  "Basic"  monopoly  services  on  a  fully 
allocated  cost  basis.' 

Investment  made  by  the  Company  to  provide  auxiliary  services  in  1970  was 
not  adequately  covered  by  the  net  earnings  realized  from  such  services  as  a 
class,  on  a  fully  allocated  cost  basis.  The  Company's  fully  allocated  cost  re- 
sults shown  in  Exhibit  105  are  erroneous  and  its  conclusions  drawn  on  Tr 
2991,  Lines  15  through  23  and  based  on  Exhibit  105  should  not  be  relied  upon. 

1970  Fully  Allocated  Cost  Study  As  Adjusted  By  Staff 

SUMMARY    OF   RESULTS 

STAFF  SUMMARY  OF  RATES  OF  RETURN-1970 

[In  percent] 


Basic 


Private  line 


Median. 
High.... 
Low 


5.21 
5.36 
5.06 


0.63 

1.31 

-1.51 


Vertica 


0.64 
0.97 
0.21 


RATES  OF  RETURN  COMPUTED  BY  STAFF— 1970 
Iln  percent! 


Method 

Basic 

Private  line 

Vertical 

1 

5.24 

1.07 
1.03 

-0.15 
0.20 

—1.51 
1.08 

—0.16 
1.31 
0.22 
1.03 

0.21 

2                          

5.06 

0.92 

3 

5.36 

0.53 

4                     

5.08 

0.62 

5               

5.20 

0.90 

6                                  

5.24 

0.24 

7                     

5.36 

0.56 

8 

. 5.10 

0.66 

9                                           .     

5.22 

0.97 

10                               

5.06 

0.89 

1  These  auxiliary  services  which  are  being  subsidized  by  the  "Basic  Services  include 
among  others.  Private  Branch  Exchanges,  Key  Telephone  Systems,  Teletypewriter  and 
Data  Service,  Princess,  Trimllne  and  Touchtone  instruments,  Residence  and  Business 
Extensions,   etc. 
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"BASIC"  INVESTMENT.  EXPENSES  AND  REVENUES  COMPUTED  BY  STAFF— 1970 


Method 


Rate  base 


Expense  > 


Revenues  > 


1 $2,573,924,337  $945,598,921  $1,080,480,578 

2 2,573,924,337  950,356,371  1,080,480,578 

3 2,576,659,572  942,823,958  1,081,014,051 

4 -.  2,573,924,337  949,474,044  1,080,282,371 

5 2,576,659,572  946,955,615  1,080,825,866 

6 -.  2,569,136,285  945,598,921  1,080,210,209 

7 2,571,570,450  942,823,958  1,080,721,888 

8   2,573,123,978  949,074,291  1,080,281,123 

9 2,575,853,732  946.277,394  1,080,808,798 

10 2,574.009.050  950,111.511  1,080,477.825 


)  Includes  Federal  income  tax. 
3  Includes  book  other  income. 


"PRIVATE  LINE"  INVESTMENT,  EXPENSES,  AND  REVENUES  COMPUTED  BY  STAFF— 1970 


Method 


Rate  base 


Expense ' 


Revenue  > 


1 $286,493,530  $73,678,935  $76,758,714 

2 - ----  286,493,530  73,800,075  76.758,714 

3 287.399.357  77.147,443  76,717,264 

4 286.493,530  76.246.625  76,825.058 

5 _ -.-  287,399,357  81,158.293  76.808.625 

6 282,022,137  73,678,935  76.723,932 

7 282,633,775  77,147,443  76,707,687 

8.. _. 280.901,680  73,021,897  76,710,579 

9 281,342,331  76,060,527  76.680.334 

10 286.377.903  73.808.746  76,759.525 


>  Includes  Federal  income  tax. 
2  Includes  book  other  income. 


"VERTICAL"  INVESTMENT,  EXPENSE  AND  REVENUES  COMPUTED  BY  STAFF— 1970 


Method 

Rate  base 

Expense  > 

Revenue  2 

1 .-- 

$801,416,362 

$326,  639,  326 

$328.  332,  364 

2 

801,416,362 

320. 939,  387 

328.332,364 

3 

797,629.782 

323,  510,  263 

327,717,946 

4 

801,416.362 

323,  540,  204 

328,  469,  688 

5 

797,629,782 

320,  778, 667 

327,  925,  773 

6 

805,  067,  524 

326,  639,  326 

328, 601. 167 

7 

800,875,389 

323,  510,  263 

327, 994, 517 

8 

.._ 801.201.128 

323,  225, 647 

328,  536. 145 

9. 

796.916,277 

320, 178, 161 

327, 910. 660 

10 

... 801.452.985 

321. 189,  091 

328. 334, 333 

1  Includes  Federal  income  tax. 

2  Includes  book  other  income. 
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Exhibit  24. — State  of  Michigan  Public  Service  Commission  Opinion  Re 
Michigan  Bell  Revision  of  Schedule  of  Rates  and  Charges 

State  of  Michigan,  Before  the  Michigan  Public  Service  Commission 

In  the  matter  of  the  application  of  Michigan  Bell  Telephone  Co.  for  authority 
to  revise  its  schedule  of  rates  and  charges. 

Case  No.  U-4293 

At  a  session  of  the  Michigan  Public  Service  Commission  held  at  its  oflSces 
in  the  city  of  Lansing,  Michigan,  on  the  21st  day  of  December,  1973. 

Present :  Hon.  William  G.  Rosenberg,  Chairman ;  Hon.  Lenton  G.  Sculthrop, 
Commissioner;  Hon.  William  R.  Ralls,  Commissioner. 

OPINION    and    order 

♦  •  .  *  *  ♦  *  ♦ 
The  Commission  finds  that  Applicant  does  not  maintain  its  accounting  records 

to  correspond  with  particular  product  lines  or  service  offerings  and  does  not 
directly  associate  units  of  equipment  with  the  actual  cost  of  any  particular  type 
of  telephone  equipment.  Moreover,  this  absence  of  quantitative  data  in  some 
instances  caused  Applicant  to  rely  upon  its  experts  to  include  subjective  de- 
cisions in  its  cost  study  formula.  As  more  fully  set  forth  hereafter,  the  Com- 
mission finds  that  Applicant  must  initiate  changes  in  its  record  keeping  and 
cost  service  studies. 

**♦♦*** 

Additionally,  the  Commission  finds  that  the  present  rate  structure  for  these 
services  was  established  in  1955  and  is  outdated.  Eighteen  years  have  passed 
since  any  major  rate  restructuring  and  a  significant  number  of  new  service 
offerings  have  become  available.  Telephone  equipment  and  installation  costs 
have  increased  significantly  and  ne  wtariffs  must  be  established  to  permit  fair 
and  equitable  rates. 

The  Commission  further  finds  that  the  proposed  rate  structure  is  not  arbi- 
trary. In  the  past,  one  item  of  service  was  priced  to  cover  the  cost  of  several 
items  of  service  or  equipment.  Today,  it  is  important  that  each  piece  of  equip- 
ment stand  upon  its  own  as  it  relates  to  revenue  and  that  current  rates  be 
sufficiently  flexible  to  cover  the  increased  availability  of  new  service  features. 
The  Staff's  proposed  rates  meet  these  objectives,  are  reasonabl  and  therefore 
not  arbitrarily  determined. 

♦  •♦**** 
THEREFORE,  IT  IS  ORDERED  that : 

♦  *♦♦♦** 

D.  Michigan  Bell  Telephone  Company  shall  establish  minimum  accounting 
records  that  will  allow  the  Staff  and  Commission  to  make  meaningful  studies 
and  audits.  Specifically,  Applicant  shall: 

(1)  Provide  audit  trails  in  payroll,  maintenance  and  operating  expenses, 
administrative  expenses  and  plant  accounts. 

(2)  Provide  for  historical  cost.  This  data  shall  consist  of  disposition  units, 
size  of  units,  type  of  units,  inventory  of  disposition  units,  and  current  records 
reflecting  cost  of  these  units,  and  shall  establish  property  unit  records  for 
each  type  and  size  of  disposition  unit  showing  units  owned  and  dollars  repre- 
sented by  these  units. 

(3)  Maintain  payroll  records  that  relate  these  costs  to  construction,  ope- 
rating and  maintenance  expenses  by  disposition  units,  size  and  type. 

(4)  Make  changes  in  necessary  journals,  ledgers  and  summaries  to  permit 
meaningful  and  expedited  audit  procedures.  ... 

(5)  Obtain  concurrence  of  the  Acco anting  Staff  of  this  Com-iision  in  order 
to  effect  the  required  accounting  changes  required  herein  and  shall  file  with 
this  Commission  a  timetable  of  implementation  by  March  31,  1974. 

E  All  contentions  of  the  parties  not  herein  specifically  determined  are 
hereby  rejected,  the  Commission  having  given  full  consideration  to  all  evidence 
of  record  and  arguments  made  in  arriving  at  the  findings  and  conclusions  set 
forth  in  this  Opinion  and  Order. 
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The  Commission  specifically  reserves  jurisdiction  of  the  matters  herein  con- 
tained and  the  authority  to  issue  such  further  order  or  orders  as  the  facts  and 
circumstances  may  require. 
[seal] 

Michigan  Public  Service  Commission, 
William  G.  Rosenberg,  Chairman. 
Lenton  G.  Sculthorp,  Commissioner. 
^  William  R.  Ralls,  Commissioner. 

By  the  Commission  and  pursuant  to  its  action  of  December  21,  1973. 

Earl  B.  Klomparens, 

Secretary. 

Opinion  of  Commissioner  William  R.  Ralls,  Concurring  In  Part,  Dissenting 

In  Part 

(Submitted   on   December  21,    1973  concerning   Opinion   and   Order  issued   on 

same  date) 

*  m  t  *  *  *  41 
This  Commission  has  been  urged  by  all  parties  to  this  proceeding  to  adopt 

rigorously  cost-justified  rates  for  commercially  used  PBX,  Centres,  and  Key 
services.  It  is  clear  from  the  voluminous  record  devoted  to  this  issue  that 
comprehensive  and  reliable  cost  data  concerning  these  matters  could  be  better 
developed,  and  would  be  useful  in  the  ratemaking  process.  On  would  also 
assume  that  such  improved  data  will  become  increasingly  necessary  to  permit 
management  to  respond  to  the  new  competitive  commercial  market.  Neverthe- 
less, in  the  judgment  of  this  Commission  sufficiently  complete  and  verifiable 
information  exists  to  begin  the  process  of  cost-justified  pricing,  and  we  have 
so  Ordered.  While  this  first  step  is  undoubtedly  important  to  both  the  enter- 
prises providing  such  services  and  their  customers,  this  step  is  even  more 
important  as  a  precursor  of  future  telephone  pricing  policies  to  be  adopted  by 
this  Commission. 

It  must  be  emphasized  that  this  action  is  a  dramatic  break  with  past  practice, 
and  with  literally  hundreds  of  other  Bell  Telephone  tariffs  approved  in  past 
years  by  this  Commission.  It  is  my  belief  that  this  apparent  anomaly  will 
become  the  rule,  and  that  the  Commission  should  as  a  policy  adopt  cost- 
justified  rates  for  all  intrastate  telephone  services,  subject  to  necessary  socially 
merited  deviations.  It  is  characteristic  of  the  Bell  System  that  there  now 
exis  numerous  imaginatively  designed  services  which  would  appear  to  raise 
cost  justification  questions,  and  which  must  come  to  the  notice  of  this  Com- 
mission in  the  near  future.  Some  such  examples  are :  wide  area  telephone 
service  (WATS),  late  night  long  distance  discounts  and  flat  rate  basic  charges. 

Similar  questions  should  be  raised  concerning  the  policy  of  picture  residential 
service  on  the  basis  of  the  size  of  the  exchange,  which  has  in  practice  meant 
that  the  Detroit  area  has  the  highest  basic  charges  in  the  State.  Since 
I  continue  to  differ  with  my  colleagues  concerning  the  diminution  of  such 
geographic  variations  in  service  charges,  I  believe  that  this  topic  will  benefit 
from  further  thorough  examination. 

*  *  *  *  *  *  * 

CONCLUSION 

It  should  be  unnecessary  to  emphasize  that  making  .social  judgments  amongst 
competing  groups  of  ratepayers  is  the  function  of  this  Commission,  not  a  regu- 
lated utility.  Subsidization  of  some  subscribers  necessarily  means  that  other 
subscribers  will  pay  more  than  their  own  service  costs — unless  such  subsidy 
is  paid  for  by  the  utility  out  of  its  permitted  earnings.  A  regulatory  body  can 
only  discharge  its  function  of  ratemaking  in  the  public  interest  when  it  has 
the  underlying  facts,  and  it  is  the  responsibility  of  the  Company  to  come 
forward  with  the  necessary  information.  Only  by  having  the  facts  and  intel- 
ligently applying  them  can  this  Commission  recognize  the  proper  impact  of 
competition.  There  is  no  question  that  a  new  look  at  telephone  ratemaking 
is  long  overdue  in  Michigan, 

William  R.  Ralls, 

Commissioner. 
December  21,  1973 
Lansing,  Michigan 


1  Commissioner   William    R.    Ralls  Is   issuing  a  separate   Opinion,   Concurring   in   part. 
Dissenting  In  part. 
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Exhibit   25.  — New   York   State   Public  Service  Commission  Memo  Re   Tariff 
Revisions  For  New  York  Telephone  Co.  Call  Director  Equipment 


STATE  OF  NEW  YORK 
PUBLIC  SERVICE  COMMISSION 


July  10,  1973 


TO:        THE  COMMISSION 

FROM:      THE  COMMUNICATIONS  DIVISION 

SUBJECT:   New  York  Telephone  Company 

P.S.C.  No.  800  -  Telephone 

Section  8 

Contents,  24th  Revised  Page  1 
7th  Revised  Page  4B 


ISSUED:   March  12,  1973 


EFFECTIVE:   July  20,  1973 


Section  8 

5th  Revised  Page  4C 

Section  15 

26th  Revised  Page  5 

ISSUED:   July  9,  1973  EFFECTIVE:   August  15,  1973 

SPECIAL  PERMISSION  APPLICATION:   T&T  3064 

TERRITORY:   The  entire  operating  territory  of  the  company  in 
New  York  State 

NATURE  OF  REVISIONS:   To  introduce  rates,  charges,  rules,  and 
regulations  for  10  and  20  button  Call 
Director  Equipment. 


RECOMMENDED  THAT: 


1.  The  tariff  revisions  listed  above  be 
permitted  to  go  into  effect  July  20,  1973, 
on  less  than  statutory  notice,  as  required. 

2.  The  requirements  of  16  NYCRR  Section 
630.70  relating  to  newspaper  publication 
be  waived  as  required. 

3.  Clause  four  of  the  Commission's  Suspension 
Order  in  Case  26370  be  waived  as  required. 
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REVENUE  EFFECT:   Unknown. 

COMPLAINTS  RECEIVED:   Five,  requesting  a  hearing  at  which  a 
demonstration  of  the  anticompetitive 
and  noncompensatory  aspects  of  the 
company's  proposed  rates  can  be  presented. 


Background 
On  March  17,  1973,  New  York  Telephone  Company  filed 
tariff  revisions  to  become  effective  May  1,  1973  which  provide 
rates,  charges,  rules,  and  regulations  for  9  and  19  line 
capacity  Call  Directors,  a  new  service  offering.   This  equip- 
ment will  complement  the  company's  existing  product  lines  for 
6,  12,  18,  and  30  button  key  telephones,  and  there  appears  to 
be  a  considerable  market  for  these  new  instruments.   The  pro- 
posed tariff  regulations  prohibit  certain  applications  of  the 
new  equipment,  in  order  to  preserve  the  market  for  existing 
services,  and  to  simplify  the  instructions,  training,  and 
installation  procedures  required  for  these  sets.   Nevertheless, 
by  the  company's  admission,  there  will  be  considerable  substi- 
tution of  existing  devices  for  the  new  over  the  next  several 
years.   The  degree  of  substitution  will  be  dependent,  among 
other  things,  upon  the  rates  and  charges  for  each  type  instru- 
ment, the  degree  of  stimulation  the  company  fosters,  if  any, 
and  overall  economic  conditions  in  terms  of  expansions  and 
relocations  of  existing  customers.   To  a  small  extent,  it  will 
also  be  dependent  upon  the  market  penetration  of  "interconnect" 
competitors. 
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The  company's  original  estimated  changes  in  station 
composition,  which  accompanied  the  tariff  filing, indicated  the 
possibility  the  company  would  spend  vast  sums  of  money  to  pro- 
duce very  little  real  changes  in  revenue.   In  order  to  satisfy 
Staff's  concern  with  this  aspect  of  cost  and  revenue  effects, 
the  company  thrice  postponed  the  effective  date  of  the  tariff 
revisions  (May  2  Session  -  Item  527,  May  15  Session  -  Item  520, 
May  30  Session  -  Item  507) . 

Staff's  inquiry  into  the  reasonableness  of  the  cost 
and  revenue  implications  attendant  to  this  new  service  offering 
was  then  hampered  by  the  company  disclaiming  every  substantial 
aspect  of  its  initial  supporting  documents  provided  prior  to 
May  31,  1973.   Only  information  provided  since  that  time,  in- 
cluding cost  and  revenue  requirement  information  delivered 
June  6,  1973,  constituted  the  company's  revised  case  in  support 
of  its  proposed  rates  and  charges.   Staff  was  unable  to  derive 
relevant  conclusions  on  such  short  notice  but  even  neglecting 
all  costs  associated  with  the  premature  substitution  of  instru- 
ments, presently  in  service,  the  proposed  rate{s)  specifically 
for  the  9  line  Call  Director  could  be  construed  as  noncompensatory. 

Staff  was  additionally  concerned  that  the  9  line  Call 
Director  is  presently  offered  by  Illinois  Bell  at  a  monthly 
rate  of  $12.00  as  compared  to  New  York  Telephone's  proposed 
rate  of  $8.00. 
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Consequently,  the  Division  requested  and  the  company 

reluctantly  agreed  to  an  additional  postponement  to  July  15, 

1973  -  June  12  Session  -  Item  515.   Further  postponement  to 

July   20,  1973  was  obtained  -  June  29  Session  -  Item  513  to 

provide  for  Commission  review  of  the  following. 

Initial  Proposal 
Phase  I  -  March  19  -  April  8 

Company  Position 

The  initial  proposed  rates  and  charges  were: 
Monthly  Installation 

For  10  button  sets      S  8.00  $35.00 

For  20  button  sets      $15.37  $66.46 

The  initial  attachments  to  the  filing  included: 

1.  "Annual  Revenue  Effect"  sheet  showing  a 
$1,500,000  net  revenue  gain. 

2.  A  "Revenue  Requirement  Cost  Development" 
for  10  button  telephones  showing  a  17.21 
percent  after  tax  return  on  depreciated 
cost  -  (Total  Book  Cost  $149.00). 

3.  A  "Revenue  Requirement  Cost  Development" 
for  20  button  telephones  showing  a  22.36 
percent  after  tax  return  on  depreciated 
cost  -  (Total  Book  Cost  $252.00). 

Staff  Position 

Staff  recalculated  the  company's  "Annual  Revenue 

Effect"  (#1  above)  to  show  a  net  revenue  loss,  vis: 
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Installations 


Removals 


Ann.  Rev. 

Total 

'ype 

Quantity 
33,000 

Unit* 

Ann.  Rev. 

10 

$103.00 

$3,399,000 

20 

6,500 

197.73 

1,285,245 

39,500 

$4,684,245 

6 

7,150 

60.89 

435,364 

12 

7,000 

137.12 

959,840 

18 

14,500 

193.30 

2,802,850 

30 

1,900 

308. 37 

585,903 

30,550 

$4,783,957 

Net  Gains  8,950  (99,712) 

♦Includes  annual  revenue  contribution  from  installation  charge. 

Meanwhile  Staff  additionally  requested  and  was 
subsequently  provided: 

1.  Catalog  price  information  for  materials. 

2.  "Estimate  details"  of  each  cost  development. 

3.  Estimated  removal  costs. 

4.  Estimated  disposition  expenses  of  displaced 
equipment. 

5.  A  relative  benefits  study  or  in  lieu  of  a 
*"      ■  multi-year  estimate  of  activity  in  these 

product  areas,  demonstrating  a  "go-no  go" 
cost/revenue  comparison) . 

Phase  II  -  April  9  -  May  30 

Company  Position 

The  company  provided  detailed  cost  estimates  (#2 

above)  based  on  1972  catalog  prices  and  labor  showing  proposed 

costs  to  be: 

Total 
Apparatus  (231)   Installation (232)   Installed  Cost 

10  button  set        $63.00  $123.00  $186.00 

20  button  set        $93.00  $196.00  $289.00 
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First  year  installation  expense  would  therefore  be 
$8,016,500. 

Refurbishing  expense  for  the  30,500  disconnected 
sets  was  estimated  at  $422,653.   Disconnection  labor  expenses 
were  estimated  at  zero. 

No  concrete  reuse  plans  were  formulated.   The  company 
did  indicate  it  would  reduce  or  discontinue  normal  new  purchases 
to  allow  for  depletion  of  expanded  supplies. 

Ensuing  years  estimated  installations  were: 

10  button     20  button     Total  Cost 

Second  Year       39,500         4,600         $8,674,400 

Third  Year        16,000         3,000         $3,843,000 

Fourth  Year       16,000         3,000         $3,843,000 

The  total  (first)  four  year  investment  for  121,600 
new  sets  (at  1972  prices)  would  be  $24,478,900. 

The  company  omitted  substitution  effects  after  the 
firsl^year,  admitting  some  initial  year  displacement  would 
carry-over  for  at  least  three  years.   It  offset  its  refurbish- 
ing expenses  and  lost  revenues  from  displaced  equipment  with 
a  "Savings  -  due  to  reuse  of  Reconditioned  Equipment  over  new 
purchases . " 

All-told,  its  four  year  revenue/cost  comparison  for 
"go-no  go"  claimed  its  revenues  would  be  $90,200,000  greater 
by  introduction  of  the  new  product  line.   The  costs  of 


39-887  O  -  74  -  pt.  6  -  55 
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introducing  the  new  lines,  in  excess  of  not  introducing  them, 
were  $26,719,000  spread  over  the  four  years. 
Staff  Position 

Armed  with  the  knowledge  the  company  had  but  107,800 
total  stations  with  over  6  button  capacity.  Staff  had  to 
question  how  the  company  would  keep  all  these  in  service  and 
add  121,600  more  in  just  four  years. 

If  the  first  years  ratio  of  substitution  occurred 
in  the  second  year  33,100  substitutions  would  occur  in  the 
second  year. 

Considerable  substitution  could  also  have  been 
anticipated  in  the  next  two  years  as  the  company's  annual  growth 
pattern  would  not  justify  a  19,000  (10  and  20  button)  new 
station  forecast  annually. 

Assuming  9,000  station  substitutions,  less  than  50 
percent,  in  both  the  third  and  fourth  years  the  company  would 
have  82,650  substitutions  in  the  four  year  period,  63,310  of 
which  would  come  from  existing (107 , 800 )  stations  with  11  line 
or  greater  capacities. 

The  initial  investment  in  the  82,650  displaced 
stations  would  be  approximately  $23,284,035.   Their  annual 
'in-service'  revenues  would  be  $13,016,467  at  current  rate 
levels . 

The  121,600  new  sets,  costing  $24,378,900  to  install 
alone,  would  be  producing  just  $1,128,216  more  annually. 
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(For  the  38,950  additional  stations  that  represents 
additional  per  station  revenue  of  $2  8,95  per  year.   For  the 
entire  121,600  new  purchases  only  $9.28  per  station  per  year.) 

The  company  declined  to  leave  with  Staff  a  computer 
produced  "Relative  Benefits  -  Burden"  study  produced  in  keeping 
with  other  pricing  decision  (May  16  -  Company-Staff  meeting) . 
Its  rationale  was: 

1.  The  computer  program  was  for  existing  products  - 
what  happens  if  rates  change? 

2.  Higher  rates  would  increase  competitors  chances 
of  selling  their  services. 

The  study,  conducted  at  Staff  request,  had  indicated 

the  optimum  return  situation  for  the  company  would  be  realized 

by  rates  considerably  higher  than  those  proposed. 

(Revised  Initial  Proposal) 
Phase  III  May  31  -  June  6 

Company  Position 

On  May  31,  1973  the  company  revised  its  first  year 

estimates  as  follows: 


Ann.  Rev. 

Total 

Type 
10 

Quantity 
24,049 

Unit* 

Ann.  Rev. 

Installations 

$103.00 

$2,477,047.00 

20 

2,235 

197.73 

441,926.55 

Totals 

26,284 

$2,918,973.55 

Removals 

6 

15,772 

60.89 

960,357.08 

12 

1,924 

137.12 

263,818. 88 

18 

3,357 

193.30 

648,908.10 

30 

59 

308.37 

18,193.83 

Totals 

21,112 

$1,891,277.89 

Net  Gains 

5,172 

$1,027,695.66 

♦Includes  annual  revenue  contributions  from  installation  charge. 
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The  anticipated  costs  and  expenses  associated  with 

these  first  year  projections  are  as  follows: 

Installation  Expenses 

Type      Unit  Cost      Quantity      Total  Cost 

10  $205  24,049       $4,980,045 

20  $319  2,235  712,965 

$5,643,010 

Refurbishing  Expenses  -  Based  on  87%  Reusals  of  Removals 


Type 

Ch 

arge/unit 

Quantity 

Total  Cost 

6 

8.91 

13,722 

$122,263.02 

12 

6.42 

1,674 

10,747.08 

18 

19.01 

2,921 

55,528.21 

30 

20.19 

51 

1,029.69 

$189,568.00 

Book  Value  of  Junked  Sets  -  Based  on  13%  Junking 

Avg .  Dep. 
Type    Prig.  Unit  Cost   Value  .676%    Quantity 


6 

32 

$  21.63 

2,050 

$44,345.60 

12 

70 

47.32 

250 

11,830.00 

18 

127 

85.85 

436 

37,431.47 

30 

185 

125.06 

8 

1,000.48 

$9  4,607.55 
(Average  Revenue  Requirement  at  41.7%  =  $39,451) 

Book  Value  of  Undepreciated  Installation  Expense 

.983%  of  Total 
Type     Prig.  Unit  Cost    Quantity        Prig.  Cost 

6  89  15,772         $1,379,844.96 

12  140  1,924  264,780.88 

18  231  3,357  762,273.99 

30  350  59  20,298.95 

$2,427,198.78 

(Average  Revenue  Requirement  at  62.0%  -  $1,504,863) 
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The  21,112  substitutions  involve  20,916  units  at 
$205  and  196  units  at  $319, an  expenditure  of  $4,350,304  to 
produce  $301,616  additional  revenues. 

The  5,172  new  stations  will  consist  of  3,133  units 
at  $205  and  2,039  units  at  $319,  an  expenditure  of  $1,292,706 
to  produce  $725,870  new  revenues. 

By  the  company's  (verbal)  admission  these  first 
year  activities  could  be  anticipated  to  reoccur  at  approximately 
the  same  volumes  in  at  least  the  second  and  third  years  of 
new  product  life. 
Staff  Position 

Staff  was  given  verbal  explanations  of  the  derivation 
of  all  revised  station  activity  estimates.   The  company  has 
requested,  and  Staff  has  to  date  accepted,  that  no  written 
figures  meaningful  to  market-analysis  by  competitors  be  pro- 
vided as  the  company's  figures  are  being  reviewed  by  an  inter- 
vener, Fassler  &  Oestreicher,  attorneys  for  Telecommunications 
Sciences,  Inc.  -  later  discussed  under  complainants. 

The  company's  substitution  figures,  which  seem 
questionably  low  to  Staff  for  12,  18  and  30  button  Call  Directors, 
are  predicated  on  the  assumption  that  relatively  few  of  the 
company's  customers  would  be  aware  of  these  new  service  offerings. 
The  company  proposed  a  low  profile  introduction  of  these 
instruments,  planning  primarily  to  use  them  in  competitive 
situations . 
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c&talcg  pri-.r&s  and  cu.rrent  liibcr  raT'.-^r.  compsre  to  t;;i 
original  o~:'"s  as  f o.lJ.cv.'s ; 

Total 
Apparatus  (2  3?-  >       Ir^stallatior.  (3  3:  '   Ins  ts  Had  Cost 
Oriq.     P.cv.'     Grig.     Rev.       Or:.o.     Tn-sv. 

10  button  set    $63.00   $56.00   $123. CO   $149.00    ?1S6.C0   S205.00 

20  button  --t    $93.00   5SC.00   $195.00   $239.00    ??2Sq.OO   $319.00 

I'taff  rcquccted  snc  t--.i  cc"par.y  provided  reviEcc: 

ratc-of-ruturn  studies  based  c::    the  revised  total  costs. 

(T'he  cor,p?.n-'' 3  oric'i.^.al  rato-o:"- return  studies  v'6;ie  precxcat^ja 

on  tiie  incremental  installed  coiit  of  the  nev  devices  cbova 

ths  ordinari'  installed  cost  of  an  average  black  single  line 

telephone. i-'' In  orde^:  to  increasa  its  prcjsct?;!  rate-cf-return , 

tiie   co.T.pany    reduced   its    estiraated   rr.ainteviance    frcui   the    l-onneriy 

applied  cC-.-ount   aver;;ge   to    some    iei;scr    figure.      i-ione-thc-iesc 

the   projected   rate-of-return   on   depreciatsd    cr.3t.   drcpp-'ic;    tc 

7.67%    for   10   button    sets    and   13.06%    for    20   button    sats.      The 

10   button    return    is    considerably   belov;   the    lO-S"^,    objective    th-a 

company   has    set    for    itself    for    all   vertical   .^services. 

In   order    to   satisfy   Staff's    ccncorns   with    .respect 

to  ir.aintcn:ince    oxper.£:c   and    a    Ij.5'i     iob-|feCtj.\  e>    rc-cL;"  .     ,;■ 

deprsciaten   cost,    the    company   -Aas    asked   to   rccaicuxau-    .  '  v 

revenue   rcouireir.snts . 

.  l7caEG"2c3"'C    -    Kegardir.g   Mev  York   Telephone    Conipji.ny   rate:,    for 
Data   Access   .^rrangerr.ents 

Staff    and    i.lC    company   conclude    that    the   r^ites    ai.d   chaxgei.  .. 
should    h:     :.  .  .-fcd.  .  .  on.  .  .  ttocal)     costs  ... 
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Revised  Propu.oal 
June  6  -  Current 


Rate  Deterrnina  t  ion  Studies 

According  to  the  company,  annual  revenues  of  $119.80 

for  10  button  sets  and  $187.84  for  20  button  sets  are  necessary 

2/ 
under  account  average  carrying  charges—   to  achieve  a  10.5% 

return.   These  revenue  levels,  derived  via  traditional 

methodology  for  all  new  Supplemental  Service  items,  are  prima 

facie  indication  that  the  new  services  would  be  compensatory. 

The  $15.37  monthly  rate  for  20  button  Call  Directors 
coupled  with  a  S66.46  Installation  Charge  (allocated  over  five 
years)  provides  $197.73  in  annual  revenue.   Attachment  3  shows 
the  development  of  a  Rate  of  Return  of  12.33%  for  this  new 
offering,  using  traditional  revenue  requirement  and  rate  design 
methodology  for  all  ne\/  Supplemental  Services.   The  proposed 
rates  for  the  20  button  Call  Director  appear  to  be  compensatory 
based  on  cost  information  most  recently  supplied  by  the  telephone 
company.   Accordingly,  no  further  discussion  of  this  item  is 
required.   The  proposed  20  button  Call  Director  rates  and  charges 
are  the  same  as  those  which  currently  apply  to  the  company's 
18  button  Call  Directors. 

Discussion 

The  $119.80  annual  revenue  requirement  for  10  button 
Call  Directors  can  be  riiet  by  a  monthly  rental  of  $9,15  coupled 
with  a  $50.00  Installation  Charge,   The  $50.00  charge  should 


2/The  carrying  charge  for  location  life  differs  from  the  account 
~  average  consistent  with  the  location  life  carrying  charges 

applied,. to  all  key  equipment  stations,  in  Case  26370  -  General 
Rate  Increase  and  Case  26426  -  Cost  of  Service  and  Rate 
Structure.   Thac  location  life  is  5  years  as  opposed  to  tho 
account  average  of  8,1  years. 
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serve  to  deter  the  substitut iori  wnicn  may   occur  in  order  to 
take  advantage  of  lower  monthly  rates  for  equipment  which 
equally  satisfies  current  customer  line  capacity  requirements. 
The  current  rate  for  12  button  Key  Chiefs  is  $11.06,  and,  as 
previously  stated,  for  18  button  Call  Directors  it  is  $15.37. 
Botn  vehicles  are  used  extensively  by  customers  whose  line 
(and  feature)  requirements  could  be  served  by  10  button  Call 
Directors. 
Subsequent  Filing 

In  view  of  the  Staff  initiated  re-evaluation  of  the 
company's  cost's,  the  company  on  July  9,  1973,  reissued  proposed 
rates  and  charges  of  $9 . 15 -monthly  and  a  $50.00  Installation 
cnarge  for  10  button  Call  Directors.   These  proposed  rates  for 
tiie  10  uutton  Call  Directors  produce  a  Rate  of  Return  of  10.5% 
as  shown  in  Attachment  4,  using  traditional  revenue  requirement 
and  rate  design  methodology.   These  new  rates  now  proposed  by 
the  company  for  10  button  Call  Directors  appear  to  be  compensatory 
based  on  cost  information  most  recently  furnished  by  the 
teleprione  company.   The  letter  accompanying  the  filing  explains 
the  propriety  of  the  revisions,  and  requests  waiver  of  the 
statutory  waiting  period  and  of  the  customary  newspaper 
publication  requirements,  in  order  that  rates  and  charges  for 
Doth  10  and  20  button  Call  Directors  m.a^'  become  effective 
simultaneously  on  July  20,  1973.   In  addition,  the  July  9 
transmittal  letter  reiterates  the  company's  request  for  waiver 
of  Clause  four  of  the  Commission's  Suspension  Order  in  Case 
26370  as  required  to  authorize  the  new  service  offerings. 
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'ine  company  conipicLed  paijiica  Lion  or  tne  originally 
proposed  10  button  Call  Director  rates  and  charges  prior  to 
May  1,  1973,  the  originally  scheduled  effective  date.   Proof 
of  such  publication  was  forwarded  to  the  Commission  May  16,  1973. 
At  Staff's  recommendation  the  company  will  republicize  the 
revised  proposed  rate  and  charge  for  10  button  Call  Directors 
in  eacn  of  the  four  consecutive  weeks  as  required  by  NYCRR 
Section  630.70.   However,  only  one  publication  will  occur 
prior  to  the  requested  effective  date  of  July  20,  1973,  which 
presumes  waiver  of  the  statutory  filing  period. 
Discussion 

In  light  of  the  late  revision  date,  July  9,  the 
uncertainty  of  the  company's  original  activity  estimates  and 
the  diverse  opinions  of  complainants,  company,  and  Staff  as 
to  the  substitution,  no  quantitative  cost  or  revenue  effects 
on  an  'overall'  companywide  basis  are  considered  in  this 
memorandum.   However,  to  allay  Staff's  concern  with  possible 
suustitution  effects  a  'tracking  system',  as  outlined  in  the 
company  letter  attached  hereto  (Attachment  2),  should  be 
indefinitely  implemented  immediate^ly  upon  introduction  of  the 
new  offerings.   Costs  and  revenue  effect  should  thus  be 
quantifiable  to  later  dates,  and  based  on  the  magnitude  of  each, 
suggestions  made  as  to  their  disposition. 

Tne  revenues  to  be  derived  from  these  revisions  are 
exempt  from  the  provisions  of  this  Commission's  rules  relating 
to  compliance  with  the  Economic  Stabilization  Act  of  1970,  and 
from  the  President's  Executive  Order  No.  11723  dated  June  13, 
1973,  because  they  will  be  from  a  new  service  offering. 
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Complainants 

To  date,  the  Commission  has  received  five  requests 
for  a  hearing  at  which  a  demonstration  of  the  anticompetitive 
and  noncompensatory  aspects  of  the  company's  proposed  rates 
can  be  presented.   Principal  complainant  has  been  Telecommunications 
Sciences,  Inc.,  Hartsdale,  New  York,  whose  attorneys,  Fassler 
and  Oestricher,  may  have  posed  substantial  basis  for  continuing 
investigation  into  the  appropriate  rates  and  charges  which 
should  be  applied  to  the  new  offerings.   A  copy  of  a  June  8, 
1973  letter  to  the  Commission  which  briefly  depicts  their  initial 
arguments  is  attached,  Attachment  I. 

Additional  complainants  include: 

1.  United  Telecommunications  Corporation 
Colonie,  New  York 

2.  Long  Island  Sound  Systems,  Inc. 
Lindenhurst,  New  York 

3.  Teltronics  Service,  Inc. 
New  York,  New  York 

4.  Litton  Telephone  Systems  Division 
Calverton,  New  York 

Telecommunications  Sciences,  Inc.  was  advised  of  the 
reissued  10  button  Call  Director  rates  on  July  9,  1973.   Its 
attorney,  in  turn,  promised  to  advise  other  complainants  of 
the  revised  rates  and  charges. 

The  company's  complaint  is  continued  despite  the 
July  9  rate  revision. 
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Discussion 

Staff  recognizes  from  Case  26214,  the  Rochester 
Telephone  Corporation  -  Tel  Page  Corporation  -  Paging  Services 
dispute,  the  Commission  would  prefer  not  to  deny  a  desirable 
public  service  for  the  length  of  a  formal  proceeding  on  the 
basis  of  alleged  noncompensatory  and  anticompetitive  pricing. 

Consequently,  Staff  has  extracted  a  proposed  interim 
rate  which  should  avoid  the  possible  danger  of  noncompensatory 
supplemental  service.   To  the  extent  that  it  lessens  the  rate 
differences  with  the  company's  existing  12  button  and  18  button 
services,  it  should  lessen  the  actual  substitution  which  will 
occur. 

The  July  9  development  of  rates  and  charges  for 
10  button  Call  Directors  is  consistent  with  the  generally 
accepted  development  for  all  Supplemental  Service  Items. 

However,  in  light  of  the  complainants  allegations 

"1.   With  Respect  to  Telco's  Statistical  Submission 

2.  With  Respect  to  Scrapping  of  Existing 
Equipment,  and 

3.  With  Respect  to  Telco's  Presentation  on 
a  Per  Station  Basis  Rather  than  on  a 
Per  System  Basis" 

Staff  believes  that  a  formal  proceeding  initiated  by  the 

Commission's  own  motion,  to  provide  a  forum  for  demonstration 

of  the  anticompetitive  and/or  noncompensatory  aspects  of  the 

company's  proposed  rates,  may  be  warranted. 
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Recominendation 
It  is  therefore  recommended: 

1.  That  the  tariff  revisions  listed  above  be 
permitted  to  go  into  effect  July  20,  1973,  on  less  than 
statutory  notice,  as  required, 

2.  That  the  requirement  of  16  NYCRR  Section  630.70 
as  to  newspaper  publication  of  the  proposed  10  button  Call 
Director  rates  be  waived  as  requested  herein, 

3.  That  Clause  four  of  the  Commission's  Suspension 
Order  in  Case  26370  be  waived  as  required  to  provide  these 
new  service  offerings, 

4.  That  a  formal  proceeding  be  initiated  by  the 
Commission  to  permit  further  inquiry  into  the  propriety, 
justness  and  reasonableness  of  the  rates  and  charges  proposed^ 
herein. 

Respectfully  submitted. 


RICHARD  STANNARD 

Chief  of  Communications 

Tariffs  and  Rates 

APPROVED: 


NEIL  A.  SWIFT 

Director  of  Communications  Division 


FJH/jp 
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Exhibit  26. — Letter  Re  Staff  Report  on  Interconnection  of  New  York  State  Purhlio 

Service  Commission 

State  of  New  York  Public  Service  Commission, 

May  9, 1972. 
To  :  The  commission. 
From :  Communications  division. 
Subject :  Staff  report  on  interconnection. 

Much  has  been  written  in  the  past  few  years  about  interconnection  of  cus- 
tomer-owned equipment  to  the  telephone  network.  Most  material  has  been 
written  by  interconnection  advocates  with  their  own  private  interests  or  by  the 
telephone  industry  which  likewise  has  its  own  special  interests.  Little  analysis 
and  comment  from  "neutral  sources"  has  been  presented.  The  Communications 
Division,  therefore,  has  attempted  to  prepare  an  objective  "primer"  on  inter- 
connection, drawing  on  experiences — both  in  Albany  and  Washington — in  formal 
interconnection  proceedings,  informal  disputes,  tariff  proposals,  and  advisory 
committees. 

Based  on  the  sum  of  our  experience  and  observations  to  date,  we  believe 
that  proposals  for  interconnection  have  generated  excessive  opposition  on  the 
part  of  the  regulated  telephone  industry.  Also,  perhaps  because  of  the  aggressive 
promotion  of  interconnection  by  the  FCC,  most  state  regulatory  commissions 
and  the  NARUC  may  have  shown  greater  opposition  to  interconnection  than 
would  otherwise  be  the  case. 

Opponents  of  interconnection  advance  two  basic  arguments:  (1)  degrada- 
tion of  the  quality  of  telephone  service,  and  (2)  increased  rates  for  basic 
telephone  service  resulting  from  the  loss  of  lucrative  terminal  equipment  mar- 
kets. Although  these  concerns  are  legitimate,  they  have  not  been  wll  docu- 
mnted.  The  Communications  Division  has  concluded  that  interconnection, 
carried  out  under  a  program  of  certification  and  inspection  based  on  nation- 
wide guidelines,  but  subject  to  state  regulatory  control,  is  technically  feasible 
and  will  prevent  service  degradation.  While  it  is  too  early  to  tell  with  any 
degree  of  certainty,  it  is  hoped  that  such  a  cetrification  and  inspection  program 
will  be  economically  attractive  to  both  the  telephone  industry  and  intercon- 
nection users  as  compared  to  the  present  requirement  of  connecting  arrange- 
ments. Such  economic  competition  between  methods  of  interconnection  will 
provide  perhaps  the  greatest  incentive  to  improve  interconnection  procedures 
and  hardware  and  ultimately  lower  the  cost  of  both  approaches.  Furthermore, 
there  appear  to  be  substantial  savings  to  telephone  companies  related  to  inter- 
connection which  may  well  offset  revenue  losses  regardless  of  the  method  of 
effecting  the  interconnection.  Even  if  they  do  not,  the  net  effect  upon  the 
regulated  telephone  industry  and  its  ratepayers  likely  will  be  small. 

Respectfully  submitted. 

Neil  A.  Swift,  Director. 

Exhibit  27. — A.T.  &  T.  ''General  Business  Customer  Study"  Excerpts: 
Re  Customer  Complaints  and  Desires 

tf  If  *  *  *  *  * 

Objectives  of  the  Stiidy 

The  objectives  of  this  study  are  : 

1.  To  evaluate  customer  problems  relating  to  communication  system  ca- 
pacities. 

2.  To  determine  a  cross  section  of  existing  and  future  equipment  features 
desired  by  customers. 

3.  To  measure  customer  attitude  towards  various  aspects  of  service,  i.e., 
equipment  space  requirements,  equipment  appearance,  installation  intervals 
and  due  dates,  etc. 

4.  To  determine  current  penertation  of  outside  communication  products  into 
the  market. 

5.  To  evaluate  potential  market  receptivity  to  equipment  of  other  suppliers. 

6.  To  obtain  customer  ideas  for  new  communication  services  and  equipment. 

Research  Methodology 

One  hundred  interviews  were  conducted  with  general  business  customers  in 
each  of  ten  cities — a  total  of  1000  personal  interviews. 
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In  order  to  provide  general  representation  of  tlie  business  market  through- 
out the  Bell  System,  ten  cities  with  wide  geographical  dispersion,  were  selected 
to  reduce  any  geographical  bias.  The  specific  ten  cities  contributing  to  the 
sample  also  increase  the  representation  of  various  types  of  industry,  i.e.,  steel 
in  Cleveland,  Ohio,  autos  in  Detroit,  Michigan,  etc. 

The  cities  are  as  follows  : 


1.  Albany,  New  York 

2.  Atlanta,  Georgia 

3.  Baltimore,  Maryland 

4.  Boston,  Massachusetts 

5.  Chicago,  Illinois 


6.  Cleveland,  Ohio 

7.  Dallas,  Texas 

8.  Denver,  Colorado 

9.  Detroit,  Michigan 

10.  San  Diego,  California 


The  sample  was  obtained   through  the  Telephone  Company  Marketing  De- 
partment in  each  of  the  ten  cities. 


10.  General  Comment  About  Telephone  Service 

The  comments  made  by  customers  at  the  end  of  the  interview  parallel  and 
emphasize  many  of  the  significant  findings  in  the  preceding  discussion.  Three- 
fifth  of  the  respondents  (58%)  have  nothing  negative  to  say.  For  them  tele- 
phone service  appears  to  be  satisfactory. 

However,  those  customers  (42%)  that  do  have  general  complaints  say: 

Servicemen  are  untrained  and  slow  (10%). 

Experience  dialing  delays  (8%). 

Equipment  is  unsatisfactory  (7%). 

Need  more  line  capacity  (6%). 

Want  lower  rates  (0%). 

Say  operators  are  untrained  and  rude  (5%). 

The  complaints  listed  above  are  more  prevalent  from  some  groups  of  cus- 
tomers than  other.  For  instance  : 

Servicemen  untrained  and  slow— CENTREX  (32%). 

Dialing  delays— CENTREX  (20%,). 

Equipment  unsatisfactory — PBX-Manual  (12%). 

Line  capacity— CENTREX  (11%). 

Lower  rates^ — Key  Systems  (9%). 

Operators— Key  Systems  (9%).  PBX-Mannal  (8%). 

The  general  attitude  toward  telephone  service  does  not  suggest  any  problems 
that  require  radical  changes.  Rather,  the  complaints  represent  an  aggregation 
of  small  problems  that  go  together  to  create  a  substantial  level  of  dissatisfac- 
tion. Many  of  these  matters  occur  as  businesses  expand  and  place  increasing 
demands  on  telephone  service. 

The  following  chart  provides  a  review  of  the  comments  : 

GENERAL  COMMENTS  ABOUT  TELEPHONE  SERVICE 


Type  of  telephone  service 

Key 

Key 

system 

sytem 

behind 

mam 

PBX 

PBX- 

PBX- 

Total 

service 

CENTREX 

manual 

dial 

CENTREX 

Base:  lOOpercentequals...  _  _ 

(1046) 

(272) 

(151) 

(120) 

(446) 

(54) 

Positive     comments     about     service 

(percent) 

33 

32 

21 

34 

36 

37 

Like  phone  service  (in  general) 

22 

24 

11 

24 

24 

30 

Phone  service  adequate.. 

4 

2 

8 

3 

5 

2 

Negative  comments  about  service 

42 

43 

13 

44 

46 

72 

Criticize  service  men;  untrained, 

slow _ 

10 

6 

2 

10 

13 

32 

Dialing  sIovk,  can't  get  party 

8 

7 

3 

12 

8 

20 

Equipment  poor,  unsatisfactory.... 

7 

6 

4 

12 

7 

6 

Need  more  line  capacity 

6 

8 

2 

6 

6 

11 

Should  lower  rates 

6 

9 

1 

4 

5 

6 

Criticize    operators;     rude,      un- 

trained..  

5 

9  .. 

8 

4 

2 

Long   distance   service    unsatis- 

factory  

4 

8 

1 

4 

3 

4 

No  comments  offered 

29 

28 

66 

24 

21 

4 
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Conclusions 

This  study  was  purposely  designed  to  be  general  in  nature  and  to  represent 
a  cross-section  of  the  general  business  customer  market.  The  findings  provide 
an  indication  of  customers'  needs  and  desires  for  specific  operating  features 
associated  with  Key  Telephones,  PBX  and  CENTREX  systems.  They  provided 
insight  into  the  attitudes  of  this  group  of  customers  toward  certain  Bell 
System  services,  policies,  practices  and  competition.  Since  a  wide  variety  of 
business  types  were  included  with  a  geographical  dispersion  over  ten  cities, 
the  results  are  indicative  of  business  customers  in  general.  It  should  be  em- 
phasized, however,  that  the  results  are  not  statistically  protectable  to  the 
general  business  market. 

The  findings  should  be  used  as  a  basis  for  evaluating  market  strategy  in  the 
general  business  market.  They  should  also  be  helpful  in  designing  features 
which  customers  desire  and  eliminate  or  alleviate  those  aspects  of  service 
which  are  in  disfavor  with  our  customers. 

Further  research  work  should  be  undertaken  for  the  specific  features  that 
appear  to  have  market  potential  with  emphasis  on  the  price  sensitivity  of  these 
features. 


Exhibit  28. — California  Puhlio  Utilities  Commission  Opinion  Re  Tariffs 
Covering  Hospital  Interphone  System,  Service 

Decision  No.  74618 
Befobe  the  Public  Utilities  Commission  of  the  State  of  California 

FISHER  BERKELEY  CORPORATION,  a  California  corporation.  Complain- 
ant, vs.  PACIFIC  TELEPHONE  AND  TELEGRAPH  CO.,  a  corporation, 
Defendant. 

In  the  Matter  of  the  Suspension  and  Investigation  on  the  Commission's  own 
motion  of  tariffs  covering  the  furnishing  of  Hospital  Interphone  System  Service 
by  The  Pacific  Telephone  and  Telegraph  Companv. 

Case  No.  8662  (Filed  August  3,  1967) 
Ca.se  No.  8663  (Filed  August  4,  1967) 

MoKnight  Brimn,  Helzel,  Leighton,  Brunn  &  Falconer,  for  Fisher  Berkeley 
Corporation,  complainant. 

Robert  E.  Miohalski,  for  Pacific  Telephone  and  Telegraph  Company,  defend- 
ant in  Case  No.  8662  and  respondent  in  Case  No.  8663. 

Warren  R.  Thorpe,  for  Valley  Memorial  Hospital,  interested  party. 

George  A.  Amaroli,  for  the  Commission  staff. 

Opinion 

••***♦* 

Findings  and  Conclusions 
We  find  that : 

16.  Western  Electric  prices  may  be  set  and  charged  without  reference  to 
cost  or  by  arbitrary  modification  of  the  allocation  of  manufacturing  costs, 
reflecting  undisclosed  motives  and  policies  of  management. 


Exhibit  29. — Report  on  Interconnection  and  Competition,  John  R.  Brown, 
Sales  Engineer,  Southern  New  England  Telephone  Co.   (Excerpts) 

Intboduction 

This  report  reviews  eight  areas  of  concern  brought  about  by  interconnection 
and  competition.  It  attempts  to  indicate  the  inerdepartmental  actions — short 
range,  continuous  and  long  range — that  will  be  required  in  order  to  cope  with 
the  future. 
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Chapter  6.  S.N.E.T.  Sales  Force. 

Chapter  7.  Marketing  Information  System  and  Reference  Material. 

Chapter  8.  S.N.E.T.— Internal. 

The  necessity  for  conducting  this  review  proceeds  from  the  fact  that  we 
have  little  direction  coming  from  the  System  regarding  the  expected  impact 
of  interconnection.  A.T.&T.  has  established  an  Interconnection  Committee  to 
give  general  guidance,  but  leaves  many  questions  tot  he  operating  companies 
themselves. 

S.N.E.T.  has  initiated  several  actions  designed  to  meet  competition.  The 
Marketing  Committee  conducted  a  special  session  in  October,  1968  to  explore 
the  ramifications  of  the  then  pending  interconnection  tariffs.  A  two  day  off 
premises  session  was  held  in  February  of  this  year  to  define  the  areas  of  con- 
cern and  to  identify  the  constraints  which  limit  our  ability  to  operate  effec- 
tively in  a  competitive  atmosphere.  Further  meetings  devoted  to  this  subject 
have  been  held  throughout  the  year. 

The  Revenues  Department  has  been  reviewing  new  pricing  concepts  and 
strategies  as  well  as  developing  the  necessary  tariff  filings  for  interconnection. 
The  Engineering  Department  is  evaluating  the  performance  and  features  of 
non-Bell  equipment  for  use  with  our  existing  product  line.  The  Marketing 
Department  has  augmented  its  field  sales  force,  documented  competitive 
activity  for  the  last  eighteen  months,  reviewed  the  adequacy  of  the  product 
line  and  is  developing  a  competitive  training  course. 

This  review  is  an  attempt  to  pull  together  the  areas  of  concern,  to  define 
the  problems  and  to  chart  posible  courses  of  coordinated  action. 

*  ****** 

Chaptee  1. — Product  Line 


The  new  interconnection  policies  will  place  an  unprecedented  strain  on  our 
product  line.  We  no  longer  enjoy  the  monopoly  of  one  year  ago.  This  environ- 
ment, which  permits  the  interconnection  of  just  about  any  competitive  product 
to  our  network,  is  new  to  the  telephone  industry  as  we  have  known  it.  Cus- 
tomers now  have  a  choice  of  products  to  choose  from  and,  in  order  to  remain 
on  top,  we  will  have  to : 

1.  Change  our  traditional  attitudes. 

2.  Take  positive,  dynamic  action  steps  to  protect  old  markets  and  products 
and  to  penetrate  emerging  markets. 

MARKET    DEVELOPMENT 

An  extensive  market  research  effort  is  a  necessity  to  remain  competitive  in 
today's  environment.  S.N.E.T.,  with  support  from  A.T.&T.,  must : 

1.  Define  market  needs. 

2.  Develop  products  to  fill  those  needs. 

3.  Determine  price  sensitivity  levels  for  the  products. 

In  the  past  the  Bell  System  has  been  slow  to  react.  In  a  competitive  environ- 
ment it  is  essential  to  anticipate  the  demands  of  the  marketplace,  act  before 
being  forced  to  react. 

SERVICE   INTERVALS 

Installation  intervals  must  be  shortened.  We  must  provide  service  to  cus- 
tomers when  they  want  it  or  someone  else  will.  Hopefully  the  new  Western 
Electric  facility  in  Denver  will  reduce  system  service  intervals  in  the  PBX 
product  line.  Realistically,  S.N.E.T.  will  probably  have  to  go  to  outside  sup- 
pliers to  fulfill  many  advantages  in  going  to  outside  suppliers  : 

Better  intervals. 

Technically  sound  equipment  to  fill  various  voids  (why  try  to  design  a  prod- 
uct which  is  already  available  on  the  market?). 

We  become  more  competitive  by  marketing  their  products. 
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Prices  often  compare  favorably. 

Quicker  reaction  time  since  they  will  want  to  keep  our  business. 

Less  customer  floor  space  required  in  some  instances. 

S.N.E.T.   installs    (perhaps  less  expensively)    rather  than  Western  Electric. 

FUTURE   NEEDS 

In  the  future  we  must  know  what  products  our  customers  want.  We  ought 
not  to  develop  products  and  then  create  a  market.  Knowing  our  customers' 
desires,  and  either  designing  products  to  meet  these  desires,  or  buying  from 
outside  suppliers  to  fill  the  void,  are  the  keys  to  a  successful  marketing  effort. 
Other  factors  such  as  price,  service  and  salesmanship  also  enter  into  the 
picture,  but  providing  products  to  meet  a  u- ell-researched  market  is  a  necessary 
first  step  in  the  chain. 

Let's  take  a  look  at  four  areas:  PBX/CENTREX,  Station  Equipment.  Data 
and  Basic  Exchange  Service. 

******* 

Chapter  2. — Market  and  Customers 

1.  Define  our  market  needs. 

2.  Develop  products  to  fill  the  needs. 

3.  Develop  price  sensitivity  levels. 

4.  Develop  future  competitive  strategies. 

5.  Determine  our  vulnerable  products  and  services. 

6.  Learn  about  both  our  customers  and  our  competitors. 

Of  course  our  vulnerability  studies  must  be  conducted  continuously.  We 
should  systematize  the  results  of  our  sales  contacts  which  would  give  us  a 
continuous  source  of  market  information.  Computer  printouts  by  UCB  showing 
inward  and  outward  movement  will  give  us  a  quarterly  picture  of  vulnerable 
products  and  services.  (Actually,  we  could  even  get  specific  sorts,  e.g.  steel 
companies  in  Wallingford,  whenever  they  were  needed.) 

industries 

At  this  point  we  have  come  to  certain  conclusions  about  specific  industries. 
In  an  A.T.&T.  report  issued  in  December.  1968,  it  was  reported  that  the  Hotel- 
Motel  industry  would  welcome  the  opportunity  to  purchase  private  systems, 
concluding  that  we  were  most  vulnerable  in  the  area  of  PBX  stations  and  dial 
equipment.  Our  specialists  agree  that  we  are  vulnerable  and  we  recently  lost 
the  Holiday  Inn  account  in  Milford  to  a  private  supplier.  There  is  every  indi- 
cation that  this  is  only  the  first  in  a  series  of  competitive  installations.  A 
nation-wide  study  of  Hotel-Motel  owners  by  a  non-Bell  system  company  stated 
that  52%  of  the  large  owners  and  26%  of  the  small  owners  would  be  interested 
in  purchasing  or  leasing  from  an  outside  supplier  even  if  the  competitor's  price 
was  not  lower  than  Bell  prices. 

The  Retail  industry  was  aLso  considered  vulnerable.  This  segment  of  the 
market  is  highly  competitive  and  has  always  looked  for  ways  to  cut  costs. 
The  estimate  is  that  "we  will  lose  80%  to  90%  of  the  larger  stores,  unless  we 
compete  favorably  on  price."  The  study  mentioned  above  stated  that  16%  of 
the  Department  Stores  would  be  interested  in  competitive  products  if  the  price 
was  the  same  and  80%  would  be  interested  at  a  reduced  price. 

With  low  budgets  and  large  government  grants,  the  Education  industry  would 
be  attracted  by  an  opportunity  to  purchase  their  communications.  Since  many 
already  have  private  intercoms  and  PAX's,  it  is  reasonable  to  assume  that 
they  will  be  receptive  to  interconnection.  The  nation-wide  study  showed  14% 
interested  at  the  same  price  and  54%  interested  at  a  reduced  price. 

The  Hospital  industry  is  also  cost  conscious  and.  therefore,  would  be  willing 
to  listen  to  competitive  proposals.  With  a  fairly  active  consultant  like  David 
Shaw,  we  could  lose  a  few  hospitals.  The  study  results  for  this  industry 
showed  57%  interested  at  the  same  price  and  71%  interested  at  a  reduced 
price. 

The  A.T.&T.  report  further  states  that  the  banking  industry  will  be  sus- 
ceptible in  the  data  area,  but  that  terminal  gear  for  basic  service  will  still  be 
supplied  by  the  Bell  System.  46%  of  the  banks  would  be  interested  at  the  same 
price  and  79%  would  be  interested  at  a  reduced  price  according  to  the  nation- 
wide study. 
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These  industries  are  characterized  by : 

1.  A  high  degree  of  specialization. 

2.  With  the  exception  of  banking,  they  are  generally  not  pro-Bell  System. 
We  must  now  conduct  our  own  studies  rather  than  depending  upon  the  studies 

of  others. 

MARKET   COVERAGE 

True  market  coverage  must  be  analysis  work  with  the  consultant  doing  a  com- 
plete in  depth  study  of  the  accounts  total  communications  setup.  Coverage  must 
not  be  confused  with  production  work  or  servicing.  Consequently  some  accounts 
will  require  continuous  servicing  but  not  essential  market  coverage. 

******* 

Chapter  3.^ — Competitor's  Themselves 

The  character  of  our  future  competitors  is  just  starting  to  evolve.  In  the 
past  we  knew  we  were  vulnerable  in  the  areas  of  intercom  and  private  mobile 
radio,  but  we  also  knew  that  this  was  a  small  portion  of  our  total  business. 
Today  we  are  just  beginning  to  catch  a  glimpse  of  tomorrow's  competitor.  In 
many  instances,  it  will  be  the  relatively  small  intercom  firm  expanding  its 
operation  to  include  the  interconnection  of  PAX  systems  to  our  network,  but, 
because  of  the  revenue  associated  with  communication  sales,  we  will  also  see 
many  large  and  aggressive  companies  entering  our  market  (RCA  marketing 
the  kitachi  is  our  first  example).  Herein  lies  the  danger!  Smaller  firms  such 
as  Royce  Instruments  might  still  be  around,  but,  unless  they  expand  greatly, 
they  will  not  be  our  primary  sources  of  concern. 

These  large  firms  are  already  in  the  communications  business  so  it  is  not 
a  case  of  starting  from  the  bottom.  With  some  2400  independent  telephone 
companies  operating  in  the  United  States,  these  companies  have  had  a  market 
for  years.  Companies  such  as  Stromberg-Carlson,  Northern  Electric,  North 
Electric,  ITT,  Norelco,  General  Electric  and  General  Telephone's  supply  arm. 
Automatic  Electric,  are  perfectly  capable  of  competing  with  us  as  far  as  tech- 
nical ability  and  equipment  is  concerned. 

These  potential  vendors,  however,  do  face  some  problems : 

1.  AVhat  do  they  do  about  maintenance?  This  problem  can  certainly  be  over- 
come, but  not  in  a  short  span  of  time. 

2.  Are  they  financially  ready  to  mount  a  major  marketing  effort?  Some  are 
and  some  are  not.  We  saw  an  initial  hesitancy  on  the  part  of  the  larger  firms, 
but  recent   rumblings   would   seem   to  indicate   greater   involvement   on   their 

3  Do  they  have  an  adequate  sales  force?  Most  do  not.  And  it  is  questionable 
whether  most  would  ever  force  up  to  take  on  the  Bell  System.  Despite  our 
deficiencies,   our   sales  force  must  be  considered   a  most  worthy  foe  in   any 

competitive  battle.  .,.,••       <.v,  <- 

The  potential  for  tremendous  competition  is  already  here.  Actualizing  tnat 
potential  is  another  question. 

A  New  York  Telephone  Company  report,  published  in  February,  poses  an 
interesting  point.  "As  suppliers  of  equipment,  independent  manufacturers  would 
rather  expand  this  function  to  include  the  Bell  System  than  reorganize  to 
supply,  install  and  maintain  total  communications  systems."  This  sounds 
reasonable  since  it  would  take  much  of  the  risk  out  of  the  venture. 

We  (SNET.)  seem  to  be  willing  to  market  non-Western  Electric  equip- 
ment (the  TE  400  is  an  example)  but  there  will  be  many  suppliers,  each  looking 
for  a  piece  of  the  market,  and  we  can  not  accommodate  all  of  them. 

Phase  II  of  the  FCC  investigation  will  define  our  relationship  to  ^\  estern 
Electric  So,  while  vendors  would  like  to  sell  to  operating  companies,  ami 
some  no  doubt  will,  it  seems  reasonable  to  assume  that  those  left  on  the  outside 
will  attempt  to  develop  markets  competing  with  the  Bell  System. 

•  •***♦* 

Chapter  5. — Legal  and  Regulatory  Factors 

The  interconnection  tariffs  have  forced  a  marketplace  orientation.  Basically, 
the  FCC  is  saying  that  "our"  natwork  is  a  national  resource,  and  we  must 
expand  the  opportunities  to  access  it.  Terminal  equipment  and  even  com- 
munications systems  can  now  be  supplied  by  private  vendors.  Since  we  have 
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not  operated  in  this  current  environment,  it  poses  a  challenge  to  our  way  of 
doing  business. 

An  A.T.&T.  working  paper  entitled  "Marketing  in  a  New  Competitive  Climate" 
summarizes  the  history  of  anti-trust  laws  in  this  country  and  suggests  various 
restraints  on  our  corporate  activity  which  evolve  directly  from  these  laws 
and  from  the  increasingly  stringent  interpretation  of  them  as  manifested  by 
the  1956  Consent  Decree  and  the  Carterphone  and  MCI  decisions. 

As  a  matter  of  policy,  the  System  has  not  been  willing  to  test  these  instru- 
ments, out  of  fear  that  the  socialogical  climate  will  force  even  tighter  controls 
if  the  subjects  are  in  any  way  opened.  For  example,  the  Consent  Decree  limits 
Bell  System  Companies  to  the  provision  of  common  carrier  communications 
services  subject  to  regulation.  Legal  interpretation  has  traditionally  placed  a 
"lease  only"  connotation  on  the  phrase  "common  carrier  communications 
services,"  and  there  are  no  indications  of  a  change  in  this  opinion.  This  inter- 
pretation places  outright  sale,  with  or  without  maintenance  contracts,  beyond 
the  scope  of  our  business  and  suggests  that  if  this  new  avenue  were  followed 
it  could  cause  the  Justice  Department  to  reopen  the  Western  Electric  divesti- 
ture proceedings.  Furthermore,  the  System's  1948-1956  case  for  retaining 
ownership  of  Western  rested  in  part  on  the  theory  that  Western's  prices  were 
indirectly  subject  to  review  by  national  and  state  regulatory  bodies.  This  might 
not  be  true  in  an  outright  sale  environment,  and  such  a  situation  therefore 
might  weaken  Bell  System  rationale  for  retaining  a  manufacturing  capability. 

This  position  is  not  commensurate  with  the  concerns  raised  elsewhere  in  this 
report,  and  at  a  special  meeting  of  the  Marketing  Committee  held  earlier  this 
year  the  following  questions  were  posed  : 

What  constraints  are  imposed  by  the  Consent  Decree? 

What  constraints  are  imposed  by  the  Western  Electric  supply  contract? 

What  are  the  anti-trust  aspects  of  possibly  "unhooking"  a  sale? 

If  we  cannot  follow  any  or  all  of  these  roads  as  an  operating  telephone  com- 
pany, could  we  establish  a  subsidiary  corporation  to  engage  in  this  endeavor? 

Final  legal  response  is  incomplete,  but  at  this  point  it  is  problematic  whether 
there  will  be  any  speedy  shift  in  the  System's  position.  It  therefore  would 
seem  that  S.N.E.T.  should  attempt  clarification  through  non-Legal  channels  to 
"195"  or  simply  make  the  decision  to  go-it-alone  within  bounds  of  general 
business  prudence  as  we  see  it  in  Connecticut. 

Our  regulatory  climate  presents  additional  challenges.  We  are  operating 
under  rate  schedules  .set  by  court  order  bather  than  by  the  state  Public  Utili- 
ties Commission.  We  are  surrounded  by  telephone  companies  under  criticism 
for  service  shortcomings.  We  have  been  unable  to  convince  the  PUC  of  our 
current  financial  needs  and  of  the  unsatisfactory  rates  of  return  on  specific 
services  in  which  commissioners  have  expressed  interest. 

A.T.&T.  on  the  other  hand  takes  the  position  that  our  interests  would  be 
best  served  if  more  power  were  relegated  to  the  State's  PUC's.  They  claim 
that  issues  are  more  negotiable  on  a  state  rather  than  a  federal  level.  (Issues 
can  be  more  clearly  defined  when  they  are  limited  to  a  specific  geographical 
locale.)  Our  problem  has  been  that  we  have  not  been  sophisticated  enough  in 
our  approach.  We  do  not  have  a  handle  on  profitability  so  it  is  difficult  to  argue 
each  tariff  on  its  own  merits.  Also,  our  traditional  regulatory  relationship  fixes 
our  prices  as  non-responsive  to  changing  market,  cost,  and  other  competitive 
factors. 


Exhibit  SO.— Study  of  A.T.  &  T.  Headquarters  Personnel 

Study  of  A.T.  &  T.  Headquarters  Personnel 
By  Stanley  Peterfreund  Associates,  Inc. 

1.  EPC  Authorized  Study,  Under  Joint  Sponsorship  of  Personnel/Informa- 
tion Departments,  Of  Management  and  Employee  Viewpoints  At  AT&T  Head- 
quarter Locations.  Our  Report  Today  Will  Be  In  Four  Parts : 

We'll  briefly  review  the  purposes  of  the  study. 

Describe  the  methods  of  the  study,  which  we  had  Stanley  Peterfreund 
Associates  carry  out. 

Describe  the  management  attitudes  as  they  emerged. 

And  submit  for  your  consideration  some  action  recommendations. 
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2.  Purpose  Is  To 

Determine  how  people  in  HQ  organizations  view  the  reality  of  life  at  AT&T. 

Assess  effectiveness  of  efforts  over  past  couple  of  years  to  improve  working 
conditions. 

Identify  opportunities  to  strengthen  HQ's  operating  effectiveness. 

Produce  guidelines,  new  objectives  and  communication/information  programs 
to  support  them. 

3.  Study  Methods  Included 

Lengthy  individual  interviews  with  100  E,  D  and  C  level  managers  (half 
of  whom  were  rotational ) .  Also,  12  AVPs. 

Interviewing  completed  late  in  1971. 

75  below  E  level  also  interviewed  as  basis  for  questionnaire  study  of  lower 
levels,  now  in  process. 

Report  today  will  deal  only  with  views  of  E  level  and  up. 

From  the  outset  it  became  clear  that  these  managers  approached  the  inter- 
views with  extreme  seriousness,  and  welcomed  the  opportunity  to  state  their 
views.  They  were  concerned.  They  want  to  be  part  of  a  vital  organization  that 
know^s,  and  informs  them,  where  it's  going,  and  they  want  to  contribute  more 
significantly  than  they  feel  they  are  able  to  under  existing  conditions. 

4.  Obviously,  The  Very  Fact  We're  Meeting  Today  Reflects  The  Seriousness 
Of  The  Findings. 

Although  the  five-company  study  two  years  ago  revealed  that  management 
in  the  field  views  AT&T  ("195")  as  a  unified  entity,  a  cohesive  corporate  head- 
quarters, this  study  shows  that  the  people  who  are  members  of  the  general 
departments  feel  it  is  anything  but. 

If  an  objective  in  assembling  well-paid,  experienced,  management  people  at 
a  Headquarters  location  is  to  provide  vital  services  and  leadership  to  the  rest 
of  the  system,   the  success  in  achieving  this  is  questioned  by  those  involved. 

If  our  other  objectives  include  the  provision  of  significant,  personal  devel- 
opmental experiences  to  those  who  come  to  HQ,  or  are  in  the  permanent  force 
here,  this  is  happening  only  randomly,  by  chance,  according  to  our  manage- 
ment people. 

If  our  goal  is  to  operate  in  a  productive,  motivational  climate  at  HQ,  the 
perceptions  belie  this;  most  feel  that  they  are  not  making  a  conribution,  most 
feel  that  the  work  itself  (and  this,  remember,  is  E  level  through  AVP)  is  not 
satisfying;  and  most  feel  they  do  not  have  the  needed  authorities  to  do  their 
job. 

5.  A  Variety  of  Factors  Affect  These  Conditions,  Contribute  To  Low  Morale, 
And  Inhibit  Performance,  As  HQ  Management  Sees  It : 

Many  are  upset  by  the  uncertainties  which  make  the  Company's  goals  and 
objectives  appear  unclear.  They  want  clearcut  sailing  orders,  or  at  least  some 
assurance  (not  presently  visible)  that  top  management  is  working  toward 
resolving  the  major  is.sues  of  the  business. 

viz — Is  AT&T  to  be  a  total  communications  service,  or  a  network-focused 
operation  ? 

Is  the  advent  of  competition  to  be  recognized,  or  are  the  vestiges  of  monopoly 
to  be  protected  at  all  cost? 

Is  growth,  per  se,  the  objective,  are  or  there  liabilities  of  size  that  make 
alternate  goals  more  desirable? 

Can  NAP  work  within  the  present  structure  of  the  business?  Has  the  system 
committed  itself  to  NAP  or  not? 

Are  earnings  and  service  still  the  twin  objectives  of  the  system,  or  (as  many 
believe),  has  the  former  finally  triumphed  over  the  latter? 

Greater  exercise  of  centralized  control  is  strongly  favored  by  the  HQ  in- 
cumbents interviewed.  While  local  autonomy  is  advocated  where  "variation  is 
a  virtue,  or  doesn't  matter,"  most  feel  that  the  business  has  changed  to  the 
point  where  the  principal  problems  and  markets  are  now  national  rather  than 
regional  or  local,  and  more  of  a  "Federal   System"  of  operations  is  required. 

Consistent  with  this,  consensus  favors  a  reaffirmation  of  "195"  as  a  viable, 
strong  corporate  headquarters— with  a  forceful,  firm,  decisive  style  of  leader- 
ship at  the  top    (rather  than  what  is  seen  as  a  deliberate,  analytic,  low  pro- 
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file  style  currently),  and  with  greater  authority  (and  accountability)  vested 
in  each  HQ  position,  at  every  level. 

The  present  system  of  rotation  of  managers  is  also  seen  as  contributing  to 
the  problem.  There  is  an  on-loan  attitude,  with  the  man's  eye  and  interest 
focused  on  his  home  company,  that  creates  a  passing-through  climate,  a  difll- 
dence  about  the  job,  and  a  dissipation  of  energy  on  personal  career  considera- 
tions which  results  in  play  it  safe  job  comportment,  and  less  effective  problem 
solving.  Even  some  men  who  come  in  with  the  best  of  intent  say  they  lose 
their  motivation  in  the  present  HQ  environment. 

There  is  little  sense  of  priority,  either  in  individual  jobs  or  with  respect 
to  the  organization  as  a  whole.  It's  unclear  (or  at  least  was  in  late  '71)  who's 
responsible  for  planning,  what  EPC's  role  is,  or  the  Company  presidents'.  The 
feeling  was  also  strongly  expressed  that  top  management  too  often  concerns 
itself  with  matters  that  are  not  basic ;  that  all  managerial  levels  spend  a 
disproportionate  amount  of  time  on  minutia  rather  than  fundamental  issues. 

As  a  correlary,  since  no  overall  battle  plan  is  visible,  the  view  exists  that 
many  problems  are  considered,  and  decisions  are  made  or  programs  launched 
singly,  without  adequate  consideration  of  their  secondary  effects  or  their 
compa lability  with  other  system  requirements,  programs  or  decisions.  (EEO, 
NAP,  etc.) 

People  feel  insulated  in  their  highly  functional  departments  and  assign- 
ments. While  better  communication  (which  is  needed  in  any  instance)  might 
help,  the  basic  solution,  some  feel,  will  come  only  when  a  problem-solving 
orientation  (both  structurally  and  philosophically)  replaces  the  functional 
approach  and  organization. 

Finally,  there's  a  viewpoint  that  AT&T  reacts  too  slowly  when  change  is 
needed,  and  too  seldom  anticipates  these  needs ;  that  the  climate  squelches 
innovation,  that  "The  Good  Soldier"  is  rewarded  rather  than  the  risk-taker 
or  innovator,  and  that  in  view  of  the  cumulative  severity  of  the  system's 
problems,  a  sense  of  urgency  is  lacking  at  HQ — too  much  is  done  on  a  "busi- 
ness as  usual"  basis  in  what  some  believe  to  be  a  time  of  crisis. 

6.  Yet,  There  Are  Brighter  Spots,  Too  : 

The  Headquarters  force  wants  to  help,  wants  to  make  a  greater  contribu- 
tion than  it  feels  enabled  to  make  currently. 

The  program  of  improvement  in  HQ  compensation  policies  has  apparently 
been  working  to  good  effect ;  pay  and  benefits  are  not  generally  an  issue. 

The  programs  underway  to  improve  physical  working  conditions  have  i^ro- 
vided  relief  (or  at  least  a  promise  of  improvement),  and  minimized  adverse 
reaction  on  this  front. 

The  "Work  Itself"  program  has  been  well  accepted  in  sections  where  im- 
plementation has  begun. 

In  short,  the  Headquarters  management  is  ready  for  change,  not  re.sistant 
to  it.  They  feel  intense  concern  about  the  system's  future :  feel  AT&T  is  at  a 
critical  juncture,  and  that  in  action  represents  a  greater  risk  than  taking  bold 
action. 

7.  What  Action  Is  Required? 

Many  steps  are  being  taken  that  are  responsive  to  findings  reported  in  the 
study.  For  instance : 

A  new  indoctrination  program  is  being  prepared  for  managers  joining  the 
HQ  organization. 

A  HQ  Manpower  Inventory  is  near  completion,  and  asystem-wide  inventory 
of  management  personnel  is  being  developed. 

A  HQ  job  evaluation  program  has  been  completed  and  will  be  reported  to 
the  Cabinet  on  May  13th. 

New  management  development  programs  for  HQ  personnel  have  been 
latuiched.  i.e. — An  overwhelming  re.sponse  to  the  PACE  MBA  program.  A  new 
course  in  the  Management  of  Change. 

Expanding  the  Work  Itself  program  to  twice  as  many  HQ  sections. 

Personnel/Controllers  working  together  to  alter  and  liberalize  authorities 
($  expense)  at  every  level. 

Communicating  better  (EPC  article.  TV  tape  on  Competition,  announced 
executive  changes  internally  fir.st.  Basking  Ridge,  etc.). 
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Attitude  survey  of  HQ  personnel  below  E  level  under  way. 

These  and  other  programs  require  no  special  authority  from  EPC.  Much  can 
and  will  be  done  to  respond  through  normal  lines. 

On  two  scores,  EPC  approval  and  endorsement  is  required. 

A  variety  of  studies  (this  one,  job  evaluation,  Operations  Department  study, 
etc.)  show  redundancy,  underutilization  of  personnel.  10-20%  reduction  seems 
possible,  immediately.  Authority  is  requested  to  coordinate  with  all  involved 
to  implement  action  to  eliminate  redundancy  and  strengthen  job  content  of 
remaining  positions. 

Authority  is  also  requested  to  phase  out  the  present  rotational  system  and 
adopt  a  concept  of  more  permanent  assignment  to  HQ. 

Finally,  here  are  some  items  which  the  EPC  may  wish  to  consider ;  the  de- 
cisions with  respect  tothese  can  come  only  from  the  executive  level. 

ReaflSrm  and  clearly  enunciate  the  role  of  corporate  headquarters  as  the 
strong,  command  center  of  the  Bell  System. 

Should  there  be  an  executive-in-charge  of  AT&T  Headquarters? 

Provide  clarification,  definition,  updating  of  AT&T's  (the  corporation's) 
goals  and  objectives.  Issue  clear  sailing  orders  where  possible;  illuminate  the 
issues  where  uncertainty  is  still  the  order  of  the  day. 

HEADQUARTERS    MANAGEMENT   VIEWPOINT 

Presentation 

Purposes  of  study. 
Study  methods. 
Emerging  attitudes. 
Action  recommendations. 

Purpose 

How  life  at  AT&T  is  really  viewed. 
Assess  efforts  to  improve. 
Identify  opportunities  to  strengthen. 
Develop  guidelines  for  action. 

Study  Itself 

By  Stanley  Peterfreund  Associates. 
Lengthy  individual  interviews  finished  in  late  1971. 
100  E,  b,  C,  level  managers  (half  rotational). 
12  AVPs. 

General  Findings 
AT&T  not  a  unified  entity. 

Staff  questions  adequacy  of  service,  leadership  to  field. 
Personal  development  a  matter  of  chance. 
Not  contributing,  lack  of  authorities,  work  not  satisfying. 

Conditions  Affeoting  Morale,  Inhihiting  Performance 
Uncertainty,  objectives  not  clear. 
Insufficient  headquarters  clout. 
Headquarters  not  seen  as  strong,  viable. 
Present  rotational  system. 
Priorities  unclear. 

Single  decisions,  out  of  system  context. 
Insulation  in  functional  departments,  roles. 
Slow  to  change. 

Brighter  Side  of  Life 
They're  anxious  to  help. 
Compen-sation  policies  working  well. 
Physical  environment  seems  under  control. 
"Work  itself"  accepted. 
They're  ready  for  change,  want  action. 
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Exhibit  31. — A.T.  d  T.  Steering  Committee  Report  and  Recom,mendations  Re 
License  Contract  Study  (Excerpts) 

(FCC  Trial  Staff  Exhibit  43a.) 

Steebing   Committee  Report,   License   Contract    Study   A.T.   &   T.   General 

Departments 

March  1973 


conclusions 
Bell  Telephone  Laboratories 

The  general  impression  exists  in  the  Associated  Companies  and  the  AT&T 
General  Departments  that  the  Bell  Laboratories  are  not  as  responsive  to  the 
companies  needs  as  they  should  be  and  are  lacking  strict  controls  and  budgetary 
accountability. 

Supporting  the  latter  concern  is  the  contribtuion  BTL  expenditures  have  been 
making  to  the  total  License  Contract  deficit.  During  the  period  of  rapid  rise 
in  the  deficit— 1961  (08.8  million)  to  1971  ($46.5  million)— BTL  expenses 
charged  to  the  License  Contract  increased  more  than  three  times  (from  $30 
million  to  $96.8  million).  Comparable  figures  for  the  AT&T  General  Depart- 
ments increased  from  $58  million  to  $123.2  million,  or  slightly  more  than 
double. 

The  growth  in  the  deficit  paralleled  a  period  of  high  inflation  and  one  in 
which  there  were  dynamic  changes  in  the  nature  of  telephony.  In  the  years 
following  1960  the  industry  experienced  major  technological  advancements  in 
ESS,  TSPS,  Satellites,  Transistor  application  and  related  fields.  The  result  was 
to  advance  the  funding  needs  of  both  the  Laboratories  and  the  General  Depart- 
ments beyond  revenues  produced  by  the  License  Contract. 

Although  the  Laboratories  charge  fewer  total  dollars  to  the  License  Con- 
tract than  do  the  General  Departments  they  have  a  substantially  larger  overall 
budget.  Their  1971  level  of  spending  was  $505.2  million,  an  increase  of  $201.6 
million  over  1961.  The  General  Departments  total  increase  during  the  com- 
parable period  was  $81.9  million  (from  $64.7  million  to  $146.6  million).  Be- 
cause the  BTL  budgets  are  affected  by  many  of  the  same  factors  that  have  been 
under  study  in  the  License  Contract  Review  of  the  General  Departments  it 
seems  appropriate  to  extend  the  study  to  include  them.  (See  accompanying 
Charts  A.  B,  C,  D) 

*  «  4t  *  *  *  * 

Contents 
[FCC  Docket  No.  19129,  Trial  Staff  Exhibit  No.] 

final  report  and  recommendation — MAJOR  RECOMMENDATIONS'  REFERENCES 

I.  Stronger  AT&T  leadership,  direction  and  control  required. 

II.  Organizational  structure  needs  to  reflect  changing  needs  of  the  business. 

III.  Need  to  develop  more  systematic,  formal  communications. 

IV.  Need  to  strengthen  overall  corporate  management  of  computer  applica- 
tions. 

V.  Need  to  optimize  resources  through  centralization  of  certain  Operating 
Telephone  Company  functions. 

VI.  Better  use  of  manpower  needed. 

VII.  Eliminate  duplication  of  effort. 

VIII.  Eliminate  unnecessary  reports. 

IX.  Discontinue  certain  General  Department  services. 

X.  Establish  priorities  and  provide  resources  for  needed  services. 

XI.  Adopt  improved  budget  and  expense  control  system. 

XII.  Review  areas  recommended  for  study. 

XIII.  Examine  assignment  of  charges  for  Bell  Laboratories  and  AT&T 
services. 

Alternatives  to  Funding  "195"  and  BTL. 
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Exhibit  31a. — Letter  From  McKinsey  d  Co.,  Inc.,  to  A.T.  d  T.  Re  Formal  Report 
for  "Meeting  the  Competitive  Challenge  in  Business  Terminal  Equipment 

FCC  Docket  No.  19129 
Trial  Staff  Exhibit  No.— 

McKinsey  &  Co.,  Inc. 
Islew  York,  N.Y.,  November  1, 1973. 
American  Telephone  &  Telegraph  Co., 
New  York,  N.Y. 

Dear  Sirs  :  At  the  March  Presidents'  Conference,  we  presented  our  recom- 
mended program  to  improve  the  effectiveness  of  the  Bell  System's  sales  forces 
in  the  business  terminal  equipment  (BTE)  market.  With  this  letter,  we  are  sub- 
mitting our  formal  report.  Meeting  the  Competitive  Challenge  in  Business  Termi- 
nal Equipment,  spelling  out  those  recommendations  in  detail. 

The  proix)sed  program  is  extensive,  reflecting  our  conviction — and,  we  believe, 
yours — that  the  action  required  includes  not  only  the  sharpening  of  sales  force 
skills,  but  also  a  major  reshaping  of  the  way  the  System  views  and  manages  this 
important  part  of  the  business  to  reflect  the  changed  ground  rules  and  constraints 
that  have  accompanied  the  introduction  of  competition.  Moreover,  the  program 
calls  for  quick,  decisive  action  to  ensure  that  the  System  starts  now  to  meet  not 
only  the  challenges  of  today's  marketplace,  but  also  those  of  the  future  environ- 
ment— which  are  potentially  much  more  demanding. 

Notwithstanding  the  fact  the  long-term  impact  of  competition  on  telecommuni- 
cations subscribers  is  not  yet  w^U  understood,  regulatory  authorities  show  little 
inclination  to  reverse  these  competitive  trends  and — in  fact — appear  more  in- 
terested in  fostering  them. 

The  recent  appointment  of  an  AT  &  T  Vice  President  in  charge  of  spearheading 
the  System's  program  of  change  and  the  obvious  support  top  management  has 
given  this  appoinment  in  recent  announcements  and  meetings  are  a  very  positive 
sign  of  your  commitment  to  change.  Moreover,  there  appears  to  be  a  real  con- 
cern throughout  the  System  that  significant  change  to  respond  to  the  new  en- 
vironment is  long  overdue.  These  concerns  are  not  limited  to  top  management 
alone.  Our  work  required  that  we  contact  scores  of  195  and  OTC  personnel — field 
and  staff  people — and  the  message  was  frequently  1  he  same :  "We  must  get  mov- 
ing in  meeting  the  competitive  thrust  of  today  and  the  future." 

The  conclusions  and  recommendations  presented  in  this  report  are  the  product 
of  a  joint  AT&T/McKinsey  effort  that  has  spanned  the  last  11  months.  Most  of 
the  analysis  was  carried  out  in  six  operating  companies  and  at  AT&T  head- 
quarters. Two  of  the  study  companies  were  the  primary  focus  of  the  initial 
data  gathering  and  analytic  effort ;  the  remaining  four  were  used  to  test  the 
applicability  of  our  conclusions  and  recommendations.  In  addition,  a  number  of 
Bell  System  employees  worked  as  full-time  members  of  the  study  team. 

The  study  team  conducted  an  extensive  program  of  data  gathering,  analysis, 
and  interviews  both  inside  the  Bell  System  and  in  the  marketplace.  This  program 
included : 

Interviewing  over  .500  lost  customers  to  determine  the  reasons  they  thought 
AT&T  was  losing  cases  to  competition. 

Analyzing  over  4,500  lost  customer  reports  covering  the  entire  Bell  System  to 
gain  additional  insights  into  possible  reasons  for  lost  cases. 

Conducting  surveys  to  determine  how  700  sales  people  and  managers  were 
spending  their  time  and  comparing  our  findings  to  knowledge  gained  from  ex- 
perience in  other  comparable  industrial  situations. 

Profiling  the  communications  and  usage  patterns  of  over  700  customers  in  47 
industries  to  pinpoint  segments  of  the  market  with  different  needs  and  potential. 
The  Chesapeake  and  Potomac  and  Pacific  Companies  provided  extensive  assist- 
ance in  this  data  gathering  effort. 

As  the  results  of  this  work  began  to  crystallize,  they  were  tested  with  all  levels 
of  management  up  to  and  including  the  AT&T  Executive  Policy  Committee  and 
the  top  management  of  the  six  original  study  companies.  Tlius,  we  feel  confident 
that  this  report  fairly  represents  the  challenge  facing  the  System  as  a  whole. 
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SUMMARY    OF    RECOMMENDATIONS 


The  recommendations  contained  in  this  report  represent  the  first  step  toward 
ensurinis:  that  the  Bell  System  remains  as  successful  in  the  new  environment  as 
it  has  been  in  the  old  one.  Specifically,  our  recommendations  cover  four  broad 
areas  of  change. 

1.  Providing  stronger  leadership  from  195. — AT&T  management's  first  priority 
is  to  reorganize  195  to  provide  stronger  centralized  leadership.  This  will  require 
the  establishment  of  a  new  marketing  function  (i.e.,  market  management),  the 
strengthening  of  several  old  ones  (e.g.,  marketing  research),  and  the  consolida- 
tion of  all  marketing  activities  under  a  senior  AT&T  executive.  With  these 
changes.  195  will  be  able  to  develop  the  competitive  marketing  skills  required 
to  assume  a  leadership  role  in  devehjpiug  System  strategies  and  assisting  the 
OTCs  in  their  implementation. 

2.  Making  the  System  more  responsive  to  the  needs  of  individual  market  seg- 
ments.—Competition  has  not  chosen  to  fight  the  Bell  System  across  the  board, 
but  has  attacked  in  market  segments  where  the  'System  appears  to  be  vulnerable 
and  potential  profits  are  high.  With  the  entrance  of  more  and  stronger  com- 
panies into  the  marketplace,  this  pattern  will  persist  and  become  increasingly 
diflicult  to  deal  with.  To  halt  these  competitive  inroads,  the  Bell  Sy.stem  must 
develop  the  capability  to  determine  for  it.self  the  unique  requirements  of  indi- 
vidual market  segments  and  gear  its  entire  marketing  effort — product  line,  sales 
force,  and  advertising  and  promotion— to  satisfying  these  requirements.  This 
will  require  developing  product/market  strategies  that  are  tailored  to  the  distinct 
needs  of  each  market  segment. 

3.  Dramatically  upgrading  the  effectiveness  of  the  sales  force. — Adapting  to 
the  new  environment  will  require  the  Bell  System  to  transform  its  sales  force 
from  a  heavily  demand-oriented  group  to  a  truly  professional  sales  organization. 
The  current  sales  force — even  after  making  allowances  for  the  need  for  more 
flexible  pricing  and  certain  gaps  in  the  product  line — has  had  difficulty  compet- 
ing head-to-head  with  competition.  Without  question,  the  quality  of  competitors' 
selling  efforts  will  increase  as  existing  competitors  gain  experience,  and  larger 
companies  with  already  well-developed  marketing,  sales,  and  service  capabilities 
enter  the  picture.  This  underlines  the  critical  importance  of  beginning  now  to 
upgrade  the  quality  of  the  Bell  System's  sales  force,  since  experience  tells  us 
that  such  an  effort  will  take  several  years  to  bear  fruit.  The  changes  we  recom- 
mend cover  all  aspects  of  sales  operations— the  way  the  field  sales  effort  should 
be  organized  and  managed,  the  way  sales  people  and  managers  spend  their  time, 
and  the  programs  and  tools  needed  to  support  the  sales  force. 

4.  Evolving  and  implementing  a  new  BTE  strategy. — The  preceding  recom- 
mendations are  aimed  at  immediate  improvements  in  BTE  marketing.  These 
actions — particularly  the  development  of  product/market  strategies — should  lead 
the  System  to  evolve  and  implement  a  comprehensive  BTE  business  strategy. 
The  development  of  a  business  strategy  is  imperative  if  the  System  is  to  be  a 
successful  BTE  competitor  over  the  long  run.  First  and  foremost,  AT&T  man- 
agement must  decide  on  the  necessary  strategic  action  to  make  the  BTE  product 
line  more  fully  competitive  in  all  market  segements.  This  will  probably  mean 
certain  departures  from  traditional  policies.  Whatever  strategic  direction  is  se- 
lected, the  product  line  must  be  kept  competitive  if  the  rest  of  the  proposed 
program  of  change  is  to  have  significant  impact. 

Management  will  also  need  to  decide  on  the  basis  that  will  be  used  to  measure 
performance  at  all  levels  of  the  organization— the  total  System,  individual  OTCs, 
and  individual  market  segments— and  set  short-  and  long-term  performance  ob- 
jectives. In  our  judgment,  profitability  must  become  the  primary  performance 
measure  for  the  BTE  busine.ss  if  AT&T  is  to  compete  effectively  in  the  new 
environment. 

Finally,  organizational  changes  will  eventually  be  required  to  upgrade  the 
implementation  capability  of  the  OTCs.  And  over  time,  new  management  proc- 
esses and  systems  wil  Ihave  to  be  developed  to  reflect  the  new  directions  being 
taken. 

Taking  the  foregoing  actions  may  present  the  Bell  System  with  addtional 
opportunities  in   the  future,  particularly  as  you  develop  your  capabilities  to 
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identify  the  needs  of  the  competitive  marketplace  and  learn  how  best  to  respond 
to  those  needs.  These  opportunities  may  require  additional  action  by  the  System. 
For  example,  it  may  become  desirable  at  some  point  to  expand  the  product  line 
to  include  a  wider  range  of  business  terminal  equipment.  The  System  may  also 
have  to  determine  whether  further  changes  in  the  relationship  between  BTL, 
WBCO,  and  AT&T  beyond  the  Denver  operation  will  be  necessary  to  enable 
BTL  to  become  more  responsive  to  the  needs  of  the  marketplace,  particularly  if 
the  product  line  is  expanded. 

The  Bell  System  has  entered  a  period  of  transition  that  is  likely  to  be  char- 
acterized by  the  problems  that  normally  accompany  major  change.  There  is  no 
question  that  there  are  risks  involved  and  that  the  eventual  outcome  cannot  be 
exactly  foreseen  at  this  time.  The  real  danger,  however,  is  not  that  the  System 
will  make  some  mistakes  and  pay  some  penalties  as  it  makes  this  transition^ 
it  is  certain  to  do  so  if  it  acts  decisively.  Rather,  the  history  of  American  busi- 
ness clearly  shows  that  the  greatest  danger  to  a  major  enterprise  confronted 
with  a  changing  environment  is  reluctance  to  adapt. 

Experience  with  similar  situations  in  other  major  corporations  tells  us  that 
AT&T  top  management  will  have  to  exert  major  pressure  if  real  change  is  going 
to  take  place.  The  changes  being  recommended  are  not  mechanistic  or  procedural ; 
they  require  a  significant  shift  in  the  attitudes,  value  systems,  management 
styles,  and  decision-making  techniques  of  a  very  large  group  of  people.  Over- 
coming the  natural  tendency  to  resist  change  of  this  magnitude  will  require  195 
and  OTO  top  management  not  only  to  commit  to  the  program  and  communicate 
this  commitment  throughout  the  organization,  but  also  to  become  actively  in- 
volved in  implementation. 

iSuccessful  implementation  will  require,  for  example,  that  top  management 
review  and  approve  implementation  plans,  participate  actively  in  resolving  key 
product  line  issues  (especially  working  with  regulatory  authorities  in  revising 
the  rate  structure),  step  in  to  remove  inevitable  "bottlenecks"  during  imple- 
mentation, monitor  implementation  progress  frequently,  and  begin  measuring 
managers  in  profit  terms  as  soon  as  possible.  Even  with  such  commitment  and 
involvement,  we  believe  it  will  take  4  or  5  years  of  concerted  management  action 
before  managers  at  all  levels  really  change  the  way  they  go  about  making  de- 
cisions and  managing  the  business. 

PEOPOSED     NEXT     STEP 

You  have,  of  course,  already  begun  moving  in  the  direction  of  the  recommenda- 
tions presented  in  this  report,  and  an  overall  program  for  implementation  is 
included  in  Chapter  5.  To  maintain  momentum  in  the  near  term,  however,  we 
believe  an  additional  step  should  be  taken.  The  new  Vice  President,  Mr.  Whalen, 
should  determine  the  best  way  of  getting  the  input  and  commitment  of  top 
AT&T  and  OTC  management  to  the  new  program  as  it  evolves.  One  possible 
approach  would  be  for  him  to  lead  sessions  at  several  Presidents'  Conferences 
over  the  coming  months  to  present  major  parts  of  his  program.  We  expect  that 
the  early  sessions  would  be  concentrated  on  product/market  strategy  and  organi- 
zational topics  and  later  sessions  on  sales  operations. 

The  Bell  System  is  currently  in  one  of  the  most  challenging  periods  in  the 
company's  history.  As  top  management  has  stated  many  times,  the  Bell  System 
is  strongly  committed  to  ensure  that  all  telecommunications  users  continue  to 
receive  the  highest  quality  service  in  the  world  while  at  the  same  time  modify- 
ing your  management  approach  to  reflect  the  differing  requirements  of  the  new 
competitive  environment.  The  success  of  the  company  to  date,  its  considerable 
resources  and  management  talent,  and  the  steps  you  have  already  taken  suggest 
that  you  will  successfully  meet  these  challenges.  We  have  enjoyed  assisting  you 
in  shaping  this  important  program  of  change  and  stand  ready  to  provide  addi- 
tional assistance  as  needed. 

Respectfully  submitted, 

McKiNSEY  &  Co.,  Inc. 
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7 

developments  not  being 

that  future  U8A  developments  are 

standardized  for  use  of  all 

analyzed  by  AT8T  8  BTL  for 

OTC's.     (Page  7-9) 

possible  standardization  6 
application  by  other  OTC's. 
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Exhibit  32. — Submitted  Statement  of  Mr.  Simon 
Statement  of  Norton  Simon,  Los  Angeles,  Calif. 

I  appreciate  the  opportunity  to  submit  testimony  to  this  Committee  con- 
cerning the  proposed  restructuring  of  the  telephone  industry.  My  statement 
comes  at  this  date  because,  as  I  considered  this  issue,  I  felt  an  increasing 
obligation  to  look  further  into  the  facts  before  testifying.  I  have  reviewed 
the  testimony  of  other  witnesses  and  have  initiated  my  own  independent 
inquiries  to  presidents  of  telephone  companies  and  to  various  economists. 

I  have  concluded  that,  while  I  have  no  quarrel  with  the  intention  of  these 
hearings,  it  is  questionable  that  the  Committee  should  be  focusing  as  much 
of  its  attention  at  this  time  on  American  Telephone  and  Telegraph,  a  publicly 
owned  company  which  by  any  comparison,  has  demonstrated  reasonably  good 
management  practices  and  creativity.  This  is  not  to  say  that  American  Tele- 
phone could  not  do  more  to  provide  better  service.  Although  I  am  basically 
in  favor  of  increased  competition,  I  feel  that  dissolution  or  divestiture  of  the 
AVestern  Electric  subsidiary  and/or  institution  of  more  competition  in  this 
particular  industry,  even  in  peripheral  equipment  areas,  would  reduce  Ameri- 
can Telephone's  income  and  adversely  affect  its  ability  to  raise  capital  during 
this  critical  period.  Such  action  would  ultimately  mean  higher  rates  and  less 
progressive  developments  for  consumers  and  would  not,  therefore,  serve  the 
public  interest.  This  also  would  threaten  an  important  part  of  the  income 
of  over  3  million  stockholders  as  well  as  pension  funds  affecting  millions  of 
others  who  depend  upon  the  dividends  of  American  Telephone  and  Telegraph 
Company. 

In  my  review  of  the  testimony  I  was  particularly  struck  by  some  of  Mr. 
Robert  Nathan's  remarks.  His  testimony  on  page  44  summarizes  much  of  my 
own  viewpoint : 

"Certainly  any  moves  toward  increased  competition  must  be  subject  to  two 
conditions.  The  first  is  that  whatever  services  may  be  open  to  competition, 
the  Bell  System  and  other  telephone  companies  must  be  allowed  to  compete 
freely  by  adjustment  of  services  or  rates,  as  long  as  they  do  not  engage  in 
predatory  competition  or  noncompensatory  pricing.  The  second  condition  is 
that  competition  should  not  be  imposed  in  the  regulated  telephone  system 
simply  for  the  sake  of  competition,  but  only  after  careful  consideration  of  the 
effects  and  side-effects  on  the  regulated  system  and  only  after  finding  that 
competition  will  result  in  a  better  telecommunications  system,  not  merely  a 
more  segmented  one." 

I  feel  that  there  are  several  vital  economic  problems  which  urgently  demand 
the  attention  of  this  Committee.  In  my  view  the  efforts  of  legislators  are 
being  diverted  by  this  inquiry  from  the  more  critical  task  of  investigating 
corporations  which  are  genuinely  in  need  of  scrutiny.  Certain  auto  manufac- 
turers, for  example,  while  supposedly  operating  in  an  atmosphere  of  "free 
competition,"  have  contradicted  the  basic  principle  of  supply  and  demand  by 
raising  prices  during  a  period  of  decreasing  demand.  Surely  these  current 
practices,  as  well  as  much  of  its  past  behavior,  give  evidence  of  an  industry 
which  functions  as  a  non-restrained  oligoply.  As  a  result,  the  U.S.  has  lost 
much  of  its  share  of  the  international  auto  market  as  well  as  its  capacity  to 
contribute  creatively  toward  technological  advances.  The  lack  of  competition 
is  reflected  by  increases  in  foreign  manufacturers'  sales  in  the  U.S.  and 
abriad  in  recent  years,  and  by  foreign  manufacturers  outdistancing  us  in 
many  elements  of  design,  new  engine  technology  and  smog  control  devices. 

Another  area  of  great  concern  is  the  airlines  industry,  where  the  problems 
are  severe  and  rapidly  worsening.  Pan  Am,  for  example,  hampered  by  many 
problems  and  threatened  by  possible  bankruptcy,  may  now  only  be  able  to 
survive  through  subsidy  or  forced  merger  with  another  airline.  However,  as  a 
result  of  route  and  rate  structure  inequities  and  other  conflicts  between  regu- 
lation and  competition.  Pan  Am  may  not  in  the  future  prove  to  be  the  only 
carrier  in  such  serious  circumstances.  It  is  my  belief  that,  generally  speaking, 
regulation  and  competition  create  severe  operational  diflSculties  and  wherever 
possible  should  be  avoided.  While  feasible  in  specific  instances,  it  has  become 
obvious  that  this  is  where  many  of  the  greatest  problems  lie. 

The  railroad  industry  provides  another  clear  example  of  certainly  a  severe 
conflict  between  regulation  and  competition.  Here,  not  only  has  service  broken 
down,  but  the  industry  continues  to  violate  anti-trust  laws  and  the  Elkins 
Act  while  supposedly  functioning  under  the  jurisdiction  of  the  ICC.  Conflicts 
of  interest  and  unseen  benefits  to  shippers  exist  more  frequently  than  not. 
The  effectiveness  of  the  regulating  agency  has  been  subverted  by  the  fact  that 
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it  has  in  many  instances  become  a  virtual  captive  of  the  so-called  competitive 
industry  it  is  obliged  to  regulate.  Because  the  industry  provides  an  illusion  of 
competition,  the  Congress  does  not  insist  on  as  strong  a  regulation  as  it  would 
require  if  the  industry  were  an  obvious  monopoly.  In  this  respect,  the  people 
must  be  made  aware  that  free  competition  is  costly,  impractical  and  un- 
necessary in  the  railroad,  airline  and  telephone  systems,  and  that  regulation 
must  be  less  political  and  more  enlightened. 

I  am  reluctantly  coming  to  the  conclusion  that,  if  I  were  asked  to  prescribe 
a  workable  solution  to  the  problems  of  the  airlines,  railroads  and  telephone 
companies,  I  would  recommend  that  they  be  publicly  owned  and  subject 
to  sophisticated  and  strong  regulation.  By  publicly  owned  I  do  not  mean 
nationalization,  but  rather  a  wide  distribution  of  stock  in  the  hands  of  the 
public,  as  exists  in  the  case  of  American  Telephone  and  Telegraph.  In  other 
industries,  such  as  automobile  or  steel  manufacturing,  where  there  is  undue 
concentration  of  power  but  where  operational  dependency  on  integral  national 
systems  does  not  exist,  Congress  long  ago  should  have  acted  to  dissolve  such 
concentrations  and  increase  competition  in  the  traditional  sense  of  free  enter- 
prise— not  for  the  sake  of  competitive  pricing  alone,  but  also  for  competitive 
creativity. 

If  the  manner  in  which  I  have  presented  this  summary  of  my  views  appears 
simplistic,  I  will  have  succeeded  in  my  intent.  I  have  reached  one  final  con- 
clusion— that  if  we  are  going  to  curb  inflation,  experts  and  laymen  must  learn 
to  communicate  betted  and  begin  to  simplify  these  economic  concepts  if  the 
nation  as  a  whole  is  to  reach  some  common  understanding  and  agreement  on 
how  capitalism  and  free  enterprise  really  can  work  in  a  country  of  200  million 
people.  Only  then  can  we  feel  at  ease  in  leaving  elaboration  to  expert  econo- 
mists and  implementation  to  government,  business  and  labor. 

There  is  urgent  work  for  this  Committee.  I  respectfully  suggest,  however, 
that  this  current  area  of  inquiry  represents  a  situation  where  restructuring 
could  serve  to  diminish  the  productivity  of  an  industry.  There  is  the  possibility, 
however  remote,  that  in  spite  of  its  better  oijerational  history,  we  could  turn 
American  Telephone  and  Telegraph  into  a  national  version  of  the  Consolidated 
Edison  disaster.  There  are  many  of  us,  for  example,  who  remember  when 
Consolidated  Edison  was  a  fairly  effective  utility.  I  urge  this  Committee,  there- 
fore, to  direct  these  important  industrial  reorganization  efforts  toward  the 
several  vital  industries  in  need  of  immediate  attention. 

Exhibit  33. — AT.,  d  T.  Document  Re  Policy  Regarding  Supplying  of  Information 

Needed  by  Commissions 

It  has  always  been  the  policy  of  New  York  Telephone  to  cooperate  fully  with 
the  New  York  Public  Service  Commission  (and  the  Federal  Communications 
Commission),  including  the  supplying  of  all  information  needed  by  them. 

The  letter  from  Chairman  Swidler,  Attachment  1  hereto,  must  be  read  in  the 
context  of  contemporary  events.  New  York  Telephone  had  just  undergone  a 
seven-month  strike  of  its  plant  employees,  which  put  an  extraordinary  burden 
on  all  management  employees  simply  to  continue  the  Company's  telephone 
service.  Many  of  the  Company's  staff  employees,  for  instance,  were  transferred 
into  the  field  to  perform  operating  functions,  and  it  is  generally  the  Company's 
staff  which  provides  information  to  the  Commission.  The  entire  period  of  sev- 
eral previous  years  was  also  a  time  of  recovery  from  service  problems,  which 
also  occupied  the  undivided  attention  of  management.  It  should  also  be  noted 
that  Chairman  Swidler's  letter  cites  instances  of  delay,  rather  than  refusal  to 
supply  information. 

In  any  event,  Mr.  EUinghaus,  President  of  New  York  Telephone,  promptly 
re-emphasized  to  the  Company's  officers  and  employees  the  Company's  policy 
to  cooperate  fully  with  the  Commission.  See  Attachment  2  hereto. 

State  of  New  Y'ork, 
Public  Service  Commission, 

Albany,  April  17,  1972.      . 
Mr.  William  Ellinghaus, 
President,  New  York  Telephone  Co., 
New  York,  N.Y. 

Dear  Mr.  Ellinghaus  :  It  has  been  brought  to  my  attention  that  our  staff  is 
having  increasing  difficulties  in  obtaining  candid  and  expeditious  responses  in 
its  dealings  with  your  company.  These  difficulties  appear  to  cut  across  organi- 
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zational  lines,  both  yours  and  ours.  It  further  appears  that  the  bottleneck  may 
be  related  to  a  relatively  new  organizational  component  of  your  company.  As 
I  understand  it,  your  Executive  Policy  Steering  Committee  reviews  all  matters 
of  major  concern  and  impact  to  the  company  regardless  of  whether  such  matters 
have  any  direct  bearing  on  company-regulatory  relations.  At  least  to  the  extent 
that  this  committee  reviews  matters  of  current  concern  to  our  staff,  a  substan- 
tial delay,  and  to  some  extent,  added  resistance  and  rigidity  is  being  introduced 
which  was  not  present  heretofore.  Frankly,  the  delays  and  resistance  have  made 
it  impossible  for  staff  to  fulfill  several  recent  directives  by  the  Commission  to 
conduct  studies  and  investigations  which  the  Commission  believes  necessary  to 
carry  out  its  regulatory  obligations.  The  present  situation  cannot  be  tolerated. 

I  am  setting  forth  below  several  illustrations  of  the  company's  delaying  tactics 
which  staff  has  experienced  recently.  Each  area  of  difficulty  apjiears  to  stem 
directly  from  vour  company's  new  organizational  set-up. 

On  February  17,  the  Commission  directed  staff  to  ascertain  the  implications 
of  extending  Basic  Budget  Service.  Several  staff  contacts,  as  recent  as  April  5, 
failed  to  produce  the  company's  "final"  position  even  though  company  repre- 
sentatives were  scheduled  to  provide  Commissioner  Jones  similar  information  on 
March  31. 

Several  months  ago  staff  initiated  an  investigation  into  company  implementa- 
tion of  revised  tariff  rules  for  credits  for  service  interrujjtions  because  the 
company  was  delinquent  in  notifying  the  public  of  the  change  and  because  of 
poor  performance  in  giving  credit  where  due.  This  investigation  has  lagged  be- 
cause the  company  has  been  slow  in  supplying  staff  with  information.  A  recent 
information  request  for  Plant  Department  training  material  and  performance 
audits  was  to  be  met  by  March  31.  On  April  6,  company  representatives  in- 
formed staff  that  the  Eexecutive  Policy  'Steering  Committee  would  have  to  ap- 
prove release  of  the  requested  information  and  would  not  be  able  to  meet  for 
that  purpose  before  April  11. 

In  1971,  during  the  months  of  March  and  June,  the  Communications  Division  s 
staff  met'  with  representatives  from  the  Brooklyn  and  Manhattan  territories 
to  review  service  levels  and  company  programs  to  improve  them. 

Some  of  the  items  discussed  in  those  meetings  were  : 

1.  The  status  of  the  construction  program  and  when  office  relief  would  be 
forthcoming. 

2.  Dial  tone  speeds. 

3.  Trouble  report  rates. 

4.  Operator  answer  times. 

5.  Coin  telephone  service. 

6.  PSC  complaint  procedure  within  the  company. 

Both  meetings  proved  to  be  valuable  to  the  staff  and  subsequently  to  the  Com- 
mission. The  staff  did  not  request  such  meeting  during  the  recent  strike  in  order 
to  avoid  diverting  your  resources  from  the  job  of  meeting  service  requirements. 
Now,  I  have  been  informed  that  a  similar  meeting  was  scheduled  for  March  29, 
but  was  canceled  by  the  company  on  March  28.  The  staff  made  further  attempts 
to  reschedule  this  meeting,  the  latest  being  April  6,  only  to  be  informed  that  such 
a  meeting  had  to  be  approved  by  Mr.  Segall  who  was  leaving  town  and  would 
not  be  available  until  April  11. 

On  February  9,  1972,  an  order  instituting  what  I  have  termed  publicly  a 
"historic"  investigation  into  construction  policies  and  practices  in  Case  25290 
was  served  on  your  company.  The  order  appears  to  be  quite  clear  in  its  intent 
and,  for  the  most  part,  the  request  information  should  be  readily  available  within 
the  company.  Nevertheless,  the  schedule  of  the  company  for  supplying  informa- 
tion is  so  extended  as  to  rai.se  the  question  either  of  deliberate  dilatory  tactics 
or  of  the  small  degree  of  importance  that  the  company  attaches  to  the  matter. 

Information  for  mv  monthly  report  to  the  Governor  was  over  a  week  late  last 
month.  It  came  just  as  I  was  preparing  to  inform  the  Governor  that  I  would  be 
unable  to  report  on  time  due  to  your  delay. 

Results  for  quality  of  service  data  for  23  cities  are  normally  expected  by  about 
the  20th  of  the  month  following  but  January  1972  data  has  not  yet  arrived. 

Basic  Service  Index  results,  originally  promised  for  March  17,  were  not  fully 
in  hand  until  April  14,  even  though  staff  read  about  the  results  in  company 

publications  dated  March  23.  .       ,      ^.      x-         i.  4.i     /-.^  , 

In  early  January  the  company  was  placed  on  notice,  by  direction  of  the  Com- 
mission, regarding  certain  staff  approval  requirements  for  the  extention  of  Cen- 
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trex  service.  Responses  to  these  requirements  have  been  presented  with  only 
ordinary  speed  at  best,  yet  each  response  lias  been  presented  with  a  plea  for 
immediate  action  by  our  staff. 

I  am  deeply  troubled  by  these  and  other  recent  instances  of  resistance  and 
delay  which  indicate  an  apparent  recent  change  in  attitude  toward  the  Commis- 
sion and  our  staff.  It  is  essential  to  the  Commission  that  a  free  flow  of  informa- 
tion to  staff  (and  ultimately  the  Commission)  be  maintained.  I  fully  understand 
the  desire  of  the  company's  top  management  to  keep  its  finger  on  matters  in 
progress  between  its  representatives  and  our  staff.  I  would  be  disappointed  if  top 
management  were  not  vitally  concerned  with  such  matters.  However,  your  com- 
pany is  not  measuring  up  to  its  own  past  performance  in  dealing  with  staff,  nor 
does  it  compare  favorably  with  most  other  telephone,  electric,  gas  and  water 
companies  with  which  we  deal. 

In  view  of  the  serious  difficulties  which  have  arisen  as  a  result  of  the  above- 
mentioned  reorganization,  I  request  that  you  issue  prompt  instructions,  with 
copy  to  me,  that  all  company  officials  and  staff  groups  including  the  Executive 
Policy  Steering  Committee  cooperate  promptly  and  fully  with  the  Commission 
and  its  staff. 

Sincerely, 

Joseph   C.    Swidleb, 


Attachment  2 


Chairman. 


April  21,   1972. 


To  all  officers: 

The  Public  Service  Commission  is  empowered  and  obligated  to  regulate  this 
and  other  utilities.  In  fulfilling  this  responsibility  the  Commission  and  its  Staff 
must  conduct  studies  and  investigations  and  obtain  information  from  the 
Company. 

It  is  essential  from  a  Commission  and  a  Company  standpoint  that  all  requests 
received  from  the  Commission  and  its  Staff  be  handled  in  a  thorough  and  ex- 
peditious manner.  I  want  to  make  certain  that  all  Company  oflScials  and  all  staff 
groups  cooperate  promptly  and  fully  with  the  Commis.sion  and  its  Staff.  Mr.  Flint 
and  Mr.  Billingsley  are  assigned  the  responsibility  to  assure  that  this  is  ac- 
complished. 

If  requests  are  received  from  the  Staff  of  the  Commission  which  cannot  be 
met  or  which  involve  what  you  believe  is  undue  expense  or  difficulty,  tho.se  mat- 
ters should  be  taken  up  promptly  with  Mr.  Flint  or  Mr.  Billingsley  and  they  will 
discuss  them  with  the  appropriate  people  at  the  Commission  to  see  if  a  better 
solution  can  be  worked  out. 

I  want  to  add  that  the  Commission  has  a  difficult  and  often  unpopular  function 
to  fulfill.  I  believe  that  they  have  been  carrying  on  their  functions  with  a  realistic 
grasp  of  the  requirements  in  providing  service  to  the  public  and  of  the  need  for 
strong  and  effective  companies  to  provide  that  service. 

Will  you  please  send  a  copy  of  this  letter  to  all  members  of  your  staff  who 
work  on  Commission  matters. 

Wm.  Ellinghaus, 

President. 


Exhibit  34. — Rhode  Island  PVC  Report  and  Order  Re  Tariff  Filings  Made 

ly  N.E.T.  d  T. 

State  of  Rhode  Island  and  Providence  Plantations  Public  Utilities 
Commission,   Providence,   Rhode   Island 

In  Re:  Tariff  Filing  Made  by  the  New  England  Telephone  and  Telegraph 
Company   on  April  16,  1971— Docket  No.   1092 

SUPPLEMENTARY   REPORT   AND   ORDER      PURSUANT   TO   DECISION    OF   THE   RHODE   ISLAND 
SUPREME    COURT,    DATED    MARCH    2  8,     1973 

On  April  16,  1971  the  New  England  Telephone  and  Telegraph  Company  ("the 
Company")  filed  with  this  Commission  a  revised  telephone  tariff  designed  to 
add  approximately  $14,800,000  to  its  annual  revenue.  The  proposed  tariff  was 
suspended  by  the  Commission  while  a  thorough  investigation  was  made  and 
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extensive  public  hearings  were  held  on  the  propriety  of  the  proposed  tariff 
changes.  On  May  4,  1972  we  rendered  our  report  rejecting  the  Company's  request 
for  $14,800,000  additional  annual  income  but  allowing  the  Company  to  file  a 
modified  rate  schedule  structured  to  increase  revenues  by  only  approximately 
$7,989,000.  From  this  Order  both  the  Consumers'  Council  and  the  Company 
appealed  by  separate  certiorari  proceedings  in  the  Rhode  Island  Supreme  Court. 
On  March  28,  1973  the  Supreme  Court  rendered  its  opinion  by  which  it  directed 
this  Commission  to  reconsider  our  earlier  Order  based  upon  the  prior  record 
together  with  such  further  testimony  rate  relief  than  it  sought,  and  even  assum- 
ing we  have  the  power  to  do  so,  we  have  no  intention  of  doing  it  in  this  case. 
This  Supplemental  Order  will,  therefore,  allow  the  Company  to  place  in  effect 
its  tariffs  filed  April  16,  1971,  but  will  authorize  no  additional  rate  increases 
beyond  that  amount.  We  are  satisfied  that  increased  rates  in  the  allowed  amount 
are  consistent  with  Phase  III  criteria  of  the  Cost  of  Living  Council,  if  those 
criteria  have  any  present  significance.  The  effective  date  of  the  allowed  rates 
is,  of  course,  postponed  by  the  Phase  IV  Order  to  August  12,  1973  and  if  at  or 
before  that  date  further  utility  rate  freezes  are  ordered  by  competent  govern- 
mental authority  the  effective  date  of  this  Supplemental  Order  will  thereby  be 
further  postponed  or  modified  in  accordance  with  such  order. 

8.  Rate  structure 

The  Supreme  Court  directed  that  we  clarify  and  expand  upon  our  reasons  for 
finding  the  Company's  "value  of  service"  approach  to  structuring  its  tariff 
"legally  unacceptable".  Actually,  while  we  have  been  and  continue  to  be  critical 
of  the  value  of  service  approach,  we  recognize  that  it  has  been  used  in  this  and 
virtually  every  other  jurisdiction  in  the  construction  of  telephone  tariffs  at  least 
for  more  than  four  decades.  We  also  are  aware  that  the  Public  Utility  Com- 
missions of  other  states  are  following  the  lead  of  this  Commission  in  pressing 
the  Bell  System  to  come  up  with  cost  procedures  so  that  we  might  have  more 
tangible  facts  available  to  us  when  considering  a  telephone  rate  structure  to  go 
along  with  the  hoary  but  still  useful  value  of  service  considerations.  Under  the 
present  state  of  the  art,  however,  and  on  this  record,  we  must  deal  with  the 
proposed  tariff  on  the  traditional  basis.  Witness  Stewart  provided  full  justifica- 
tion for  it  on  that  basis  and  there  was  no  contradictory  evidence,  his  evidence 
being  criticized  only  on  the  ground  that  he  had  not  used  non-existent  cost  studies 
in  arriving  at  his  schedule. 

While  once  more,  then,  we  are  virtually  forced  to  accept  the  value  of  service 
approach,  we  again  press  the  Company  to  exert  every  reasonable  effort  to  pro- 
duce more  detailed  cost  information  for  individual  services  than  it  has  been 
able  to  produce  to  date.  It  is  important  that  this  Commission,  in  evaluating  any 
utility's  rate  structure,  have  before  it  every  type  of  pertinent  and  relevant 
evidence  which  can  possibly  be  made  available  so  that  we  can  be  certain  that 
the  structure  is  as  reasonable  and  equitable  as  it  can  be.  The  Company  will  be 
expected  to  continue  its  efforts  to  develop  .such  costs  and  to  keep  the  Commission 
informed  of  its  progress  on  a  periodic  basis.  If  this  informal  approach  does  not 
prove  to  be  satisfactory,  the  Commission  may  at  a  later  date  consider  under- 
taking a  formal  investigation  on  the  subject. 

ORDEB 

Accordingly,  it  is 
(3867)  ORDERED  :  (1)  That  the  tariff  filing  made  by  New  England  Telephone 
and  Telegraph  Company  on  April  16, 1971,  designed  in  a  manner  to  provide  annual 
revenues  of  $14,800,000  additional  to  those  then  being  received  is  hereby  allowed, 
its  inception  to  be  as  soon  as  the  legal  impediments  to  its  effectiveness  are  re- 
moved or  expire. 

(2)  That  the  portions  of  Order  8783  entered  on  May  4,  1972  precluding  in- 
creases in  rates  in  the  Hopkinton  and  Richmond  area  and  providing  a  special 
rate  for  persons  65  years  of  age  or  over  be  and  the  same  are  hereby  made 
inoperative,  null,  void  and  of  no  effect. 

(3)  That  all  motions  consistent  with  the  findings  and  conclusions  hereinabove 
stated  are  hereby  granted  and  all  those  inconsistent  herewith  are  hereby  denied. 

Dated  and  effective  at  Providence,  this  20th  day  of  July,  1973. 

Archie  Smith, 

Chairman. 
John  J.  Werner, 

Commissioner. 
Edward  W.  Burman, 

Commissioner. 
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Exhibit  35. — A.T.d  T.  Letter  Re  Key  Telephone  Systems — Modular  Panels 

Mr.  A.  E.  Spencek, 

Director,  Custmner  ^Switching  Laboratovy,  Bell  Telephone  Laboratories, 

Denver,  Colo. 

Dear  Mr.  Spencer  :  Bell  Laboratories  estimated  prices  for  modular  panels  and 
associated  power  supplies  were  covered  in  Mr.  W.  J.  McKelvey's  memorandum 
of  April  12,  1972.  Based  on  these  prices,  estimates  of  savings  per  line  for  installa- 
tions of  given  line  sizes  were  calculated  as  well  as  total  savings  that  might  result 
from  the  implementation  of  the  modular  panel  program. 

Although  we  have  received  nothing,  normally  regarding  Western's  prices  for 
modular  panels  and  power  supplies  we  have  heard  that  at  the  present  time  the 
price  of  the  line  panel  (420A)  is  likely  to  be  as  [Indicates  a  price  approximately 
40%  higher  than  the  Bell  Laboratories  estimated  price.] 

Based  on  this  informal  pricing  information  it  is  requested  that  immediate  steps 
be  taken  to  verify  this  pricing  information  and  that  the  studies  of  savings  to 
the  Bell  System  be  updated  to  reflect  the  latest  prices.  This  information  is 
urgently  needed  to  provide  economic  support  with  respect  to  the  introduction  of 
modular  panels.  We  would  appreciate  your  furnishing  us  this  information  with 
your  development  letter  covering  the  modular  panel  program. 
Yours  very  truly, 

C.  J.  NiCKELSEN. 

Exhibit  36. — Bell  Labs  Memo  Re  Short  Range  Customer  Switching  Study  Final 

Report 

Bell  Laboratories, 

April  16, 1911. 
Transmittal  of  "Short  Range  Customer 
Switching  Study  Final  Report" — File  31005-6Y 

Attached  is  a  copy  of  the  report  of  a  joint  AT&T-BTL  task  force  organized 
to  meet  with  selected  TELCOs  on  the  subject  of  customer  switching  systems. 
This  report  contains  customer  switching  system  information  concerning  TELCO 
operations  and  procedures,  problems  facing  the  TELCOs  today,  and  the  TELCOs 
view  of  current  and  future  AT&T-BTL  plans.  The  contents  of  this  report  are 
intended  to  consolidate  and  reflect  what  was  said  at  the  individual  meetings. 
This  report  reflects  the  status  of  the  business  as  of  October,  1970,  and  the 
situation  in  the  TELCOs  may  have  changed  since. 

D.  G.  Patyk. 

VIEW    OF    PROPOSED   PRODUCT   LINE 

Each  TELCO  was  asked  to  comment  on  the  AT&T  PBX  planning  letter  B, 
which  described  the  proposed  801A,  805A,  810A,  and  growable  network  800A 
PBXs,  and  presented  plans  for  rerating  the  701B,  756A,  and  757A  PBXs  A&M- 
only.  The  TELCOs  felt  that  it  would  be  a  mistake  to  A&M  the  700-series  PBXs 
because  the  800-series  PBXs  were  more  expensive.  Not  all  TELCOs  were  com- 
pletely familiar  with  the  proposed  product  line  and  the  comments  on  it  were 
generally  sketchy.  Having  been  burned  too  often,  the  TELCOs  simply  do  not 
believe  AT&T/BTL  price  and  availability  estimates.  This  credibility  gap  re- 
sulted in  little  attention  being  paid  to  the  aforementioned  planning  letter  and 
therefore  a  lack  of  familiarity  with  the  proposed  product  line. 

SUMMARY   OF   PORTION   OF   CUSTOMER  PRODUCTS   COUNCIL   MEETING  OF  JULY   29,    1971 

Mr.  Kretzmer  reviewed  the  results  of  comparisons  made  between  Bell  data 
sets  and  those  of  our  leading  competitors.  These  include  ICC  Milgo ;  UBC  Rixon ; 
IBM ;  and  Ultronics.  Modex  and  Tuck  data  set.s  were  also  included  because  they 
represent  unique  aspects  although  they  are  not  strong  competitions  at  this  time. 
The  overall  comparison  showed  that  competitors  have  gained  advantages  in  all 
areas,  i.e.,  cost,  size  and  features.  Their  aggressiveness  in  technology,  service, 
marketing,  and  pricing  is  surpassing  our  own  current  efforts. 
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Exhibit  37. — Letter  from  Ben   Wiggins   Transmitting  Materials  Re  Keeping 
Telephone  Rates  in  Economic  Reach  of  Individual  Users 

National  Association  of  Regulatoey  Utility  Commissioners, 

Washington,  D.C.,  July  30,  1974. 
Hon.  Philip  A.  Hakt, 

Chairman,  Senate  Subcommittee  on  Antitrust  and  Monopoly, 
Washington,  D.C. 

Deab  Senator  :  I  have  noted  with  interest  and  with  deep  concern  that  many 
of  the  questions  which  have  been  discussed  in  recent  hearings  before  your  Com- 
mittee could  have  a  serious  impact  on  the  telephone-using  public  of  this  country. 

As  Chairman  of  the  Georgia  Public  Service  Commission,  President  of  the  Na- 
tional Association  of  Regulatory  Utility  Commissioners,  and  a  member  and  for- 
mer chairman  of  its  Committee  on  Communications,  my  primary  interest  is  in 
keeping  local  telephone  rates  within  the  economic  reach  of  every  household  in 

this  country. 

Consequently,  I  must  view  with  apprehension  the  statements  of  those  who,  in 
their  zeal  for  the  advocacy  of  competition,  have  not  considered  the  ultimate  effect 
of  competition  in  telecommunications  upon  the  average  American  citizen.  For 
this  reason,  I  would  appreciate  it  very  much  if  you  would  cause  to  be  inserted  in 
the  record  of  your  committee's  proceedings  the  following  documents,  copies  of 
which  are  attached. 

1  The  May  15,  1974  Report  of  the  NARUC  Committee  on  Communications 
of  AN  INVESTIGATION  INTO  THE  ECONOMIC  AND  QUALITY-OF-SERV- 
ICE  IMPACT  ON  TELEPHONE  SUBSCRIBERS  RESULTING  FROM  THE 
INTERCONNECTION  OF  SUBSCRIBER-PROVIDED  EQUIPMENT  TO  THE 
PUBLIC  SWITCHED  TELEPHONE  NETWORK,  AND  FROM  COMPETI- 
TION BY  THE  SPECIALIZED  COMMON  CARRIERS  IN  THE  PROVISION 
OF    TELECOMMUNICATION    SERVICES, 

2.  A  Bill,  S.  3580,  the  "Home  Telephone  Act"  which  was  introduced  by  Senator 
Magnuson  on  June  4,  1974,  at  the  request  of  the  National  Association  of  Regula- 
tory Commissioners,  and 

3.  An  address  entitled,  "A  Regulator  Looks  at  Interconnection"  which  I  am 
delivering  on  Friday,  August  2,  1974  at  the  NARUC  Annual  Regulatory  Studies 
Program  at  Michigan  State  University. 

Sincerely, 

Ben  T.  Wiggins. 

Attachments  (3). 

Attachment  1 
For  attachment  1,  Report  of  NARUC,  see  exhibit  9,  supra. 

Attachment  2 

A  Bill  To  Amend  the  Communications  Act  of  1934  a  Proposed 
By  Senator  Magnuson 

iSection  1.  This  Act  may  be  cited  as  the  "Home  Telephone  Act." 

Sec.  2.  Section  1  of  the  Communications  Act  of  1934,  as  amended  (47  U.S.C, 
Sec.  151),  is  hereby  further  amended  by  inserting  "(a)"  after  "Sec.  1"  and  by 
adding  at  the  end  a  new  subsection  to  read  as  follows  : 

(b)  It  is  hereby  declared  to  be  the  national  communications  policy  of  the 
Congress  that  the'  regulation  of  interstae  and  foreign  communication  by  wire 
or  radio  should  be  exercised  in  such  manner  as  to  encouraged,  so  far  as  possible 
the  establishment  and  maintenance  of  rates  for  telephone  exchange  service 
which  are  within  the  economic  reach  of  every  household  in  the  United  States  for 
the  purpose  of  providing  the  members  thereof  with  the  means  of  promptly 
summoning  medical  a.ssistance  and  fire  and  iwlice  protection,  and  participating 
more  fully  in  the  business  and  social  life  of  their  communities.  To  this  end,  the 
Commission  shall,  through  the  use  of  the  Federal-State  Joint  Board  prescribed 
in  Section  410  ( c )  of  the  Act : 

( 1 )  Adopt  and  apply  such  procedures,  formulae  or  criteria  as  are  appropriate 
to  share  the  economies  of  interstate  and  foreign  communication  with  telephone 
exchange  service  users  by  prescribing  rates  for  interstate  and  foreign  communica- 
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tion  users  in  using  telephone  exchange  plant  to  be  paid  to  common  carriers 
furnishing  same  for  the  purpose  of  reducing  the  cost  of  providing  residential 
telephone  exchange  service ; 

(2)  Include  in  every  proposal,  policy  statement,  report  or  order,  which  may 
liave  a  significant  impact  on  increasing  the  rates  for  telephone  exchange  service 
in  the  future,  a  detailed  statement  of  such  anticipated  impact,  and ; 

(3)  Reevaluate  within  two  years  from  the  effective  date  of  this  Act,  each 
existing  policy  statement,  report  or  order,  whose  continuation  may  have  have 
a  significant  impact  on  increasing  the  rates  for  telephoie  exchange  ser\'ice  in 
the  future,  and  prepare  thereon  a  detailed  statement  of  such  impact,  both  present 
and  anticipated. 

Nothing  in  this  subsection  shall  impair  or  diminish  the  powers  of  any  State 
commission. 

Address  by  Ben  T.  Wiggins  NARUC  1974  Annual  Regui.atory  Studies 
Program,  East  Lansing,  Mich.  August  2,  1974 

I  am  genuinely  pleased  and  proud  to  be  here  with  you  today.  Pleased  that 
our  regulatory  studies  program  has  been  so  successful  and  proud  because  it  was 
first  organized  by  one  of  my  most  valued  staff  members,  Bob  Alford,  who,  alas, 
retired  last  month. 

Now  after  nearly  two  weeks  of  concentrated  lectures  and  discussions  on  the 
techniques  of  regulation,  I'm  certain  that  you're  eager  to  return  to  your  desks, 
which  are  undoubtedly  piled  high  with  the  work  your  colleagues  have  left  as 
a  kind  of  homecoming  present.  I  will  take  but  a  few  moments  more  of  your 
time. 

I  trust  that  this  program  has  been  worthwhile  and  that  it  has  broadened  your 
horizons  to  some  extent.  Since  there  are  no  formal  examinations  given  here,  we 
must  take  it  on  faith  that  the  course  has  been  informative  and  educational. 
Our  fondest  wish  is  that  you  are  not  like  the  student,  who  when  asked  to  sign  a 
pledge  that  there  was  no  cheating,  replied :  "I  didn't  get  any  help  from  anyone, 
and  the  Lord  knows  I  couldn't  give  any."  In  today's  regulatory  climate,  we  must 
have  informed  people  or  we  are  in  serious  trouble. 

So  today  I  will  not  discuss  with  you  the  technical  side  of  regulation — you've 
had  enough  of  that  these  past  days.  Instead,  I  hope  to  sharpen  your  perception 
of  a  subject  of  broad  public  interest — the  subject  of  competition  in  the  regulated 
telecommunications  industry. 

Given  the  existing  structure  of  the  telecommunications  industry — and  I  em- 
phasize the  word  existing — a  natural  monopoly  operating  under  pervasive  gov- 
ernment surveillance — regulators  at  the  State  level  can  help  assure  the  adequacy 
of  convenient  and  economical  communications  service  by  shaping  regulatory 
processes  that  are  relevant  both  to  the  needs  of  the  public  and  the  requirements 
of  the  industry. 

There  are  those  who  would  say  that  the  industry  should  no  longer  exi.st  solely 
as  a  natural  monopoly,  but  rather  should  be  opened  to  competition.  Competition 
after  all,  they  would  argue,  is  the  backbone  of  the  free  enterprise  system. 

I  can  hardly  question  the  truth  of  that  statement — nor  will  I.  Competition  is 
indeed  "the  American  way,"  so  to  speak.  But  when  dealing  with  public  utilities, 
there  emerges  another  term  of  equal  importance — public  interest.  Public  utilities 
are  firms  vested  with  a  public  interest  and  are,  in  all  respects,  creatures  of  the 
public  they  serve.  Although  they  enjoy  a  captive  market,  they  are  also  captives 
of  that  market.  They  may  serve  no  other,  nor  may  they  abandon  their  service 
obligation  even  though  faced  with  financial  ruin. 

Consequently,  we  should  not  view  the  industry  as  the  enemy  and  ourselves  as 
knights  in  shining  armor  sworn  to  protect  the  fragile  virginity  of  that  most 
capricious  of  maidens,  the  general  public. 

We  interpret  our  charge  as  deriving  from  the  sometimes  unpopular  responsi- 
bility we  share  with  the  industries  we  regulate :  Namely,  to  maintain  the  health 
of  those  industries  that  form  the  basic  infrastructure  of  the  national  economy. 
We  must  somehow  balance  the  public  interest  which  we  interpret  to  be  good 
service  at  reasonable  cost  with  the  financial  well-being  of  the  enterprise,  which 
must  be  interpreted  to  mean  a  fair  return  to  the  investors  supplying  the  capital. 
I  submit  that  it  is  entirely  consistent  with  the  public  interest  that  we  so  interpret 
our  duty. 
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I  do  not  know,  however,  how  we  state  regulators  will  be  able  to  safeguard  the 
public's  interest  in  the  availability  of  high-quality  communications  service  at 
reasonable  cost  in  the  brave  new  world  of  competition  that  is  foreshadowed  by 
several  regulatory  decisions  that  have  been  made  over  the  past  few  years  by  the 
Federal  Communications  Commission. 

To  put  it  bluntly,  it  is  my  belief  that  those  decisions  could  very  well  erode  the 
ability  of  the  telecommunications  industry  to  perform  its  basic  function  as  the 
leading  edge  of  economic  progress. 

I  do  not  suggest  that  it  was  or  is  the  intent  of  the  people  who  framed  those 
decisions  to  sabotage  the  communications  industry.  But  I  foresee  that  to  be  pre- 
cisely the  result  of  regulatory  trends — initiated  on  the  mere  assertion  of  the  ben- 
efits of  laissez  faire  economics  in  an  abstract,  sterile  way — that  would  force 
competition  in  an  industry  where  experience  as  well  as  theory  teach  us  that  com- 
petition cannot  be  trusted  to  do  the  job  of  regulation  in  promoting  and  protecting 
the  public  interest. 

Some  proponents  of  competition  would  have  you  believe  that  what  I  and  my 
colleagues  on  the  NAUUC  Committee  on  communications  have  been  saying  is  the 
reaction  of  hysterical  conservatives  anxious  to  protect  their  piece  of  the  action, 
it  is  nothing  of  the  sort.  It  is  the  product  of  exhaustive  studies  on  the  part  of  state 
regulatory  commissions  and  the  NARUC— studies  of  the  impact  of  competition  on 
the  quality  and  cost  of  communications  service  in  the  United  States. 

I  realize  that  the  position  we  have  adopted  on  this  issue — the  cause  we  pursue, 
in  order  words — is  highly  suspect.  It  is  not  an  easy  task  convincing  people  that 
monopolies,  regulatory  commissions  and  rate  increases  are  good  for  them,  but  it 
is  one  I  cannot  in  good  conscience  shirk. 

What,  then,  is  at  stake  if  competition  is  allowed  to  proliferate  in  the  tele- 
communications industry?  Simply  answered,  the  entire  structure  of  the  in- 
dustry— and  the  concepts  that  have  made  its  development  possible — would  be 
radically  altered. 

These  concepts,  as  I  envision  them,  are  three :  The  concept  of  a  natural  monop- 
oly, regulated  by  public  commissions  at  all  levels  of  operation  ;  the  concept  of  uni- 
versal service;  and  the  concept  of  value  of  service  pricing  and  nationwide  and 
statewide  averaging.  A  brief  examination  of  each  might  be  helpful. 

In  1848  John  Stuart  Mill  developed  the  principle  of  natural  monopoly  when 
he  observed  that  gas  and  water  service  in  London  could  be  supplied  at  lower 
cost  if  the  duplication  of  facilities  by  competitive  firms  were  avoided.  It  took 
no  great  stretch  of  imagination  to  extend  that  philosophy  to  any  enterprise 
engaged  in  the  provision  of  essential  public  services. 

Assuredly,  however,  some  safeguard  was  neede<l  to  prevent  the  potential  for 
abuse  of  power  inherent  in  all  monopolies,  even  those  most  natural  and  most 
benignly  motivated.  Thus,  in  1877,  the  United  States  Supreme  Court  determined 
that  States  had  the  right  to  regulate  prices  charged  by  businesses  "affected  with 
a  public  interest."  In  1910.  the  Mann-Elkins  Act  delegated  to  the  Interstate 
Commerce  Commission  board  regulatory  powers  over  the  interstate  and  foreign 
telephone,  telegraph  and  cable  services. 

Regulation  of  telecommunications  came  full  bloom  in  1934  with  the  passage 
by  Congress  of  the  Communications  Act.  It  called  for  the  creation  of  a  seven- 
member  commission  "for  the  purpose  of  regulating  interstate  and  foreign  com- 
merce in  communications  by  wire  and  radio  so  as  to  make  available,  so  far  as 
possible,  to  all  people  of  the  United  iStates  a  rapid,  efiicient  nationwide  and 
worldwide  wire  and  radio  communications  service  with  adequate  facilities  at 
reasonable  cost."  Congress  specified,  however,  that  "nothing  in  this  act  shall 
be  construed  to  apply  or  give  the  Commission  jurisdiction  with  respect  to 
charges,  classifications,  practices,  service,  facilities  or  regulations  for  or  in 
connection  with  intrastate  communications.  .  .  ." 

The  key  words  in  the  communications  act,  it  seems  to  me,  are  "Service  Avail- 
able To  All  At  Reasonable  Cost."  This  has  been  construed  by  those  charged 
with  providing  the  service  and  those  responsible  for  regulating  its  provision 
as  meaning  universal  service.  The  current  level  of  communications  development 
in  this  country  is  proof  that  the  system  works. 

To  achieve  universal  service  it  was  both  a  social  as  well  as  an  economic 
imperative  to  set  a  threshold  price  that  would  put  the  service  within  reach 
of  the  great  majority  of  Americans.  Thus,  with  regulatory  approval,  the  concept 
of  "Value  of  Service"  was  applied  to  the  establishment  of  rates  for  basic  ex- 
change service,  while  nationwide  and  statewide  rate-averaging  was  used  to 
calculate  charges  for  long-distance  or  toll  calls. 
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In  essence,  value  of  service  pricing  held  that  service  was  inherently  more 
valuable  to  the  urban  dweller  than  to  the  rural  customer  because  the  urban 
dweller  could  reach  more  people  in  his  local  calling  area.  Similarly,  the  busi- 
ness customer  derives  more  value  from  his  service  than  the  residence  customer 
because  he  uses  it  more  and  because  it  influences  the  profitability  of  his 
enterprise. 

On  toll  calls,  it  was  decided  that  mileage  rather  than  destination  would  be 
the  prime  determinant  of  prices.  Rates  were  averaged  by  distance,  thus  avoid- 
ing the  sort  of  geographical  discrimination  that  could  have  developed  had 
prices  been  keyed  exclusively  to  the  cost  of  providing  service  in  various  parts 
of  the  coimtry. 

The  concepts  I  have  just  discussed  have  allowed  the  country's  more  than  1,700 
common  carriers  to  build  and  maintain  the  best  communications  system  in  the 
world. 

Why,  then,  is  a  system  that  has  worked  so  well  now  being  so  sorely  challenged  V 

I  submit  that  only  people  sitting  in  Washington,  D.C.,  can  give  you  answers 
to  that  and  other  questions. 

I  submit,  too,  that  the  answers  they  might  give  you  probably  would  be  in- 
sufliciently  grounded  either  in  fact  or  experience. 

And  I  submit  further  that  if  their  answers  were  to  go  to  the  point  that  they 
are  simply  trying  to  oiien  the  telecommunications  industry  to  fair  and  healthy 
competition,  then  only  by  yoga-like  exercises  in  double-think  can  recent  pro- 
nouncements by  the  FCC  staff  on  competition  in  the  private  line  market  be  con- 
strued as  being  even  minimally  consistent  with  the  tenets  of  free  enterprise 
economics. 

Competition  is  not  new  to  telecommunications.  It  was  tried  in  the  early  part 
of  this  century  and  it  has  been  essayed  more  recently  in  Europe.  In  neither  case 
has  it  worked. 

In  point  of  fact,  the  telecommunications  industry  in  the  United  States  is  the 
model — in  terms  of  structure  and  performance — that  other  nations  increasingly 
attempt  to  emulate. 

Despite  the  impressive  record  of  achievement  of  the  telecommunications  in- 
dustry, a  number  of  regulatory  decisions  have  been  made  on  the  Federal  level 
that  disregard  the  proven  benefits  of  regulated  monopoly  in  favor  of  experi- 
ments in  competition.  Let  me  focus  on  two  areas  in  which  competition  is  being 
promoted,  neither  of  which  in  my  opinion  serves  the  public  interest. 

Within  the  last  five  years,  the  FCC  has  opened  the  way  for  customers  to 
furnish  their  own  equipment.  The  kind  of  equipment  I  am  referring  to  is  mainly 
switchboards,  telephones  with  buttons  and  lamps  and  automatic  answering  de- 
vices. Under  current  tariffs,  protective  devices  or  "interfaces"  are  required  to 
prevent  customer-provided  equipment  from  causing  service  problems  for  other 
customers. 

Further,  I  have  seen  no  evidence  that  those  who  would  supply  customer-owned 
equipment  have  seriously  addressed  these  public  interest  questions,  but  instead 
would  use  the  regulatory  process  only  to  further  their  own  interests. 

A  recent  and  blatant  example  of  this  is  quoted  in  the  July  23,  1974  order  ( de- 
cision No.  83162)  of  the  California  Public  Utilities  Commission,  which  stated 
that  an  intervening  interconnect  supplier  advocated  an  increase  of  about  50% 
in  the  Pacific  Telephone  Company's  rates  for  key  telephone  sets,  recognizing 
(and  I  quote  from  the  order — page  91)  "that  such  an  increase  would  be  in- 
tolerable for  many  businesses  and  suggests  that  the  increase  be  made  in  two 
steps,  one  half  the  first  year  and  one  half  the  following  year." 

The  order  further  states  (page  92)  that  this  interconnect  supplier,  "in  its 
brief  actually  asserts  that  based  upon  its  witnesses'  testimony  (such)  reve- 
nues should  be  increased  over  $110  million  .  .  ."  and  that  this  supplier  "would 
have  us  order  Pacific  to  make  incredibly  complex  studies  taking  years  to  com- 
plete, yet  at  the  same  time  would  have  us  raise  rates  .  .  .  based  on  the  testi- 
mony of  one  telephone  installer.  This  we  will  not  do." 

It  is  interesting  to  note,  too,  that  the  California  Commission,  in  its  finding 
No.  20  stated : 

"The  total  cost  of  providing  a  basic  exchange  telephone,  including  the  costs  of 
local  usage,  averages  $15  a  telephone  a  month.  The  total  revenue  received  from  an 
average  residence  telephone,  including  revenues  from  toll  and  MMU  service,  is 
$8.03  in  the  case  of  lifeline  service  and  $15.69  for  flat  rate  residence  .service." 

And  in  finding  No.  21 : 
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"Each  basic  exchange  service  is  being  provided  substantially  below  cost,  and 
will  continue  to  be  at  tlie  rates  autliorized  by  this  decision." 

This  being  so,  how  can  it  be  in  the  public  interest  to  permit  unregulated  firms 
to  provide  the  more  profitable  items  of  equipment  which  play  such  a  large  part 
in  keeping  basic  rates  at  the  lowest  reasonable  level  ? 

The  second  area  of  the  telecommunications  industry  in  which  the  Federal 
Communications  Commission  has  mandated  competition  is  in  the  provision  by 
specialized  common  carriers  of  private  line  services — private  lines  along  inter- 
state routes  that  are  already  adequately  served  by  common  carriers. 

First,  the  question  of  connecting  customer-provided  equipment  to  the  telecom- 
munications networli.  You  are  undoubtedly  familiar  with  the  term  '•certification." 

Certification  is  a  process  whereby  a  presumably  independent  organization 
would  evaluate  the  technical  characteristics  and  performance  of  communications 
equipment  manufactured  by  non-common  carriers  and,  based  on  its  evaluation, 
determine  whether  the  equipment  should  be  certified  for  direct  electrical  connec- 
tion to  the  network  without  the  protective  connecting  device  that  is  now  required. 

There  would  appear  to  be  nothing  wrong  with  that.  But  there  is. 

The  nationwide  telecommunications  network  consists  of  billions  of  individual 
parts,  any  two  pieces  of  which  must  be  required  to  work  together.  It  is  the  basic 
"inter-connectedness"  of  the  network  that  makes  it  logically  a  single  entity.  The 
more  you  split  the  responsibility  for  designing  and  manufacturing  and  installing 
and  maintaining  "pieces"  of  the  network,  the  more  you  increase  the  risk  that  the 
performance  of  the  network  will  succumb  to  the  tyranny  of  numbers.  My  col- 
leagues in  engineering  would  describe  this  perhaps  irreversible  process  as 
"rampart  entropy." 

In  their  zeal  to  enhance  widespread  customer  ownership  of  telephone  terminal 
equipment,  those  who  are  promoting  competition  have  failed  to  look  to  the  future. 
They  have  failed  to  recognize  that  all  telephone  equipment,  no  matter  how  well 
made,  must  ultimately  wear  out.  And  no  unregulated  supplier  or  independent 
servicing  company  is  obliged  to  stay  in  business.  Indeed,  many  have  already 
failed  and  left  their  customers  high  and  dry.  More  certainly  will. 

Who,  then,  assumes  the  obligation  of  providing  the  service  lawfully  required 
of  the  regulated  telephone  companies?  I  suggest  that  you  ask  yourselves  this 
question.  So  far,  I  have  not  heard  one  answer  from  anyone  that  coincides  with 
the  public  interest. 

One  now  expects  the  telephone  industry  to  be  responsible  for  completing  every 
call  made.  But  if  the  industry  cannot  control  the  instruments  needed  to  make 
the  call,  how  can  any  reasonable  man  hold  them  responsible  for  ensuring  that 
the  instruments  indeed  work.  And  if  they  are  not  responsible  who  is? 

Let  me  turn  now  to  the  effect  on  common  carriers  and  telephone  customers  of 
competition  in  the  intercity  private  line  field. 

As  you  know,  private  line  service  provides  a  customer  with  a  communica- 
tions channel  fur  continuous  and  exclusive  use  between  two  or  more  locations. 
The  FCC  has  granted  the  specialized  carriers  an  open-ended  license  to  pick 
and  choose  those  routes  they  elect  to  serve.  The  common  carriers,  on  the  other 
hand,  serve  all  routes,  however  profitable  or  marginally  profitable  they  might 
be.  Not  unnaturally,  the  specialized  carriers  are  providing  service  along  routes 
where  profits  are  high  and  costs  low. 

On  other  routes,  where  there  ar^  few  customers  and  relatively  low  volumes 
of  communications  traffic,  the  costs  usually  are  higher.  Again  not  unnaturally, 
the  sijecialized  carriers  have  little  interest  except  on  the  high-volume,  low-cost 
routes  where  they  can  underprice  existing  common  carriers. 

On  the  other  routes,  where  there  are  few  customers  and  relatively  low 
volumes  of  communications  traffic,  the  costs  usually  are  higher.  Again  not 
unnaturally,  the  specialized  carriers  have  little  interest  in  serving  the  low- 
volume  high-cost  routes.  They  concentrate  instead  on  the  high-volume,  low-cost 
routes  where  they  can  underprice  existing  common  carriers. 

To  the  extent  that  the  specialized  carriers  attract  customers  who  would 
normally  use  regular  long  distance  service,  the  telephone  companies  stand  to 
lose  revenues  and  the  majority  of  their  customers  stand  to  pay  more  for  service. 

Today,  the  average  revenue  from  an  interstate  call  is  approximately  $2.00. 
Of  that  amount,  more  than  50  cents  goes  to  cover  the  costs  of  the  local  tele- 
plione  facilities  used  to  complete  the  call.  Therefore,  for  every  interstate  call 
lost  to  competition,  the  local  telephone  company  would  lose  the  50-odd  cents 
and  that  money  would  have  to  be  recouped  elsewhere,  probably  by  increasing 
the  price  of  basic  telephone  service. 
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So  there  you  have  it  in  a  nutshell.  The  revenues  common  carriers  lose  to  the 
sort  of  comi)etition  I  have  been  discussing  will  cause  a  shift  in  revenue  require- 
ments from  interstate  to  intrastate  operations.  The  exi>enses  avoided  as  custom- 
ers are  lost  will  not  be  commensurate  with  the  revenue  that  would  otherwise 
have  accrued  to  the  common  carriers. 

"So  what?"  one  might  asli.  The  telephone  companies  are  well  established  now 
and  can  stand  a  little  competition. 

But  that  is  not  the  point.  In  an  environment  of  Government-sponsored  competi- 
tion, it  is  almost  axiomatic  to  say  that  for  every  winner  there  must  be  a  loser. 
In  this  case,  I  fear  the  losers  will  be  the  rate-paying  public  and  the  smaller 
common  carriers. 

The  smaller  common  carriers  might  be  content  to  allow  the  Bell  System  and  the 
larger  independents  to  carry  the  load  of  convincing  the  public  tliat  competition  is 
not  in  its  best  interest.  But  a  corix)ration  the  size  of  AT&T,  however  just  its 
cause,  does  not  easily  overcome  the  suspicion  that  what  motivates  its  concern  is 
not  so  much  the  pubic  interest  as  its  private  purse. — It  is  sad  but  true  that  the 
public  is  unlilvely  to  accept  the  negative  statements  on  competition  issued  by  a 
natural  monopoly  wliose  net  income  last  year  rounded  to  three  billion  dollars. 

If  the  smaller  telephone  companies  think  that  they  will  not  be  affected  by 
competition,  they  are  wrong.  Indeed,  I  would  say  that  theirs  is  a  vulnerability 
greater  then  the  Bell  System's  or  General  Telephone's. 

The  assault  on  telephone  revenues  is  a  pincer  movement.  In  small  towns  where 
perhaps  only  one  large  industry  provides  a  major  source  of  telephone  revenue,  a 
competitor  sooner  or  later  will  appear  to  make  that  small  telephone  company's 
best  customer  the  proverbial  offer  he  will  not  be  able  to  refuse.  The  competitor 
does  not  have  the  responsibility  to  the  general  public  that  the  common  carrier 
has.  If  he  is  .successful  in  his  sale,  the  phone  company's  revenues  go  down  only 
to  be  made  up  by  the  general  rate  payer.  The  alternative  for  the  independent  is 
to  fold  up  shop. 

And  as  more  customer-provided  terminal  gear  is  attached  to  the  telephone 
system — within  the  small  independent's  area — the  sharper  his  loss  of  contribution 
to  the  cost  of  providing  basic  service,  and  the  greater  the  need  to  make  up  that 
lo.ss  by  increasing  basic  rates. 

You  will  forgive  me  an  awkward  turn  of  phrase,  but  despite  the  long  litany 
of  concerns  I  have  recited  here  today  and  elsewhere — perhaps,  in  some  small 
way,  because  of  it — I  see  light  at  the  end  of  the  tunnel. 

First,  you  may  recall  reading  that  the  public  hearings  on  these  issues  that  the 
common  carriers  and  several  state  regulatory  commissions  have  been  seeking 
will  be  held.  With  the  establishment  of  FCC  Docket  20003,  I  hope  that  a  careful 
determination  will  be  made  of  the  economic  and  social  impact  on  the  average 
telephone  customer  of  competition  in  the  telecommunications  industry.  I  fear, 
though,  that  unless  both  Federal  and  State  regulators  are  appointed  to  a  joint 
board  to  study  the  program,  the  docket's  number  might  well  correspond  to  the 
year  in  which  the  issue  tinally  is  resolved. 

Perhaps  more  importantly,  in  mid-May  a  Federal  court— In  a  matter  different 
only  in  degree  from  the  issues  I  have  discussed  today — ruled  that  it  was,  and  I 
quote,  "all  too  embarrasingly  clear  that  the  commission"  (namely  the  FCC)  "has 
been  thinking  of  competition,  not  in  terms  primarily  as  to  its  benefit  to  the  public, 
but  specifically  with  the  objective  of  equalizing  competition  among  competitors." 
The  court  further  said  that  the  FCC  "has  done  little  more  than  assume  competi- 
tion is  likely  to  be  advantageous.  The  'evidence'  that  is  proffered  by  the  commis- 
sion to  support  this  assumption  is  not  conclusive  or  even  relevant." 

Despite  this,  consider  the  recommendation  of  the  FCC  trial  staff  on  July  18 
regarding  the  revised  private  line  rate  structure  put  into  effect  by  AT&T  to 
compete  with  specialized  carriers  prompts  me  to  ask  one  question :  What  exactly 
is  the  FCC  promoting  on  behalf  of  the  public  interest? 

If  one  considers  the  establishment  of  a  cost-based  rate  structure  a  viable  re- 
sponse to  competitive  inroads  made  by  specialized  carriers,  how  thn  must  one 
view  the  pronouncement  by  the  FCC  staff  that  those  rates  should  not  be  allowed 
and  any  competitive  response  by  the  common  carrier  must  follow  FCC  guidelines? 
I  submit  that  this  is  illogical  and  totally  inconsistent  with  prior  claims  that 
common  carriers  would  be  permitted  to  compete  fully  and  fairly.  I  would  ask  you 
to  consider  the  premise  that  this  form  of  contrived  or  Government-sponsored 
competition  is  what  the  FCC  has  been  aiming  at  from  the  beginning— an  arbi- 
trary allocation  of  the  market  without  due  examination  of  the  benefits  to  the 
public  such  a  policy  purportedly  would  have. 
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If  you  will  bear  with  me  one  short  moment  longer,  I  would  like  to  summarize 
my  position,  both  as  chairman  of  the  Georgia  Public  Service  Commission  and  as 
president  of  the  National  Association  of  Regulatory  Utility  Commissioners. 

First,  I  am  not  saying  that  there  is  absolutely  no  room  for  competition  in  the 
telecommunications  industry,  but  I  am  saying  that  the  consequences  of  comi^eti- 
tion  should  be  known  to  the  public  and  weighed  carefully  by  all  of  us  in 
regulation. 

Second,  competition  and  regulation  generally  do  not  mix.  They  do  not  in  trans- 
president  of  the  National  Association  of  Regulatory  Utility  Commissioners. 

Third,  the  policy  decisions  promoting  competition  do  not  have  the  support  of 
all  regulators.  Many  State  commissions  have  followed  the  lead  of  the  North 
Carolina  and  Nebraska  Commissions  in  challenging  certain  decisions  made  at 
the  Federal  level  as  preempting  the  prerogatives  of  the  States. 

It  is  on  the  State  level  that  the  true  impact  of  competition  will  be  felt  if  for 
no  other  reason  than  that  more  then  90  percent  of  telephone  calls  made  in  the 
United  States  each  day  take  place  wholly  within  the  individual  State. 

Fourth,  the  establishment  of  FCC  Docket  20003  is  only  a  first  step.  What  is 
needed  is  the  appointment  of  a  joint  board  of  Federal  and  State  regulators  to 
investigate  the  issues  and  to  make  a  decision  that  will  be  viable  over  the  long 
term.  When  the  issues  are  well  defiqed  and  have  been  exhaustively  discussed, 
only  then  can  the  public  interest  be  determined. 


Exhibit  38. — Statement  of  Computer  Industry  Association 

Statement  of  the  Computer  Industry  Association  by 
A.  G.  W.  BiDDLE,  Executive  Director 

The  Computer  Industry  Association  appreciates  the  opportunity  to  submit 
comments  to  the  Subcommittee  as  to  the  interaction  between  computers  and 
communications  and  the  problems  facing  our  Nation  as  a  result  of  this 
interaction. 

The  Computer  Industry  Association  represents  thirty-eight  member  companies 
with  combined  revenues  in  excess  of  .$1.5  billion  dollars  annually  and  employ- 
ing more  than  40,000  persons.  Our  member  firms  range  in  size  from  under  a 
million  dollars  in  annual  sales  to  something  in  excess  of  $200  million.  Their 
products  cover  the  full  spectrum  of  goods  and  services  associated  with  com- 
puters and  data  processing— mainframes,  memories,  tape  drives,  disc  drives, 
printers,  data  entry  devices,  terminals,  software,  and  services  such  as  leasing 
and  systems  consulting.  ,. .      .       ^v,  j 

The  Association  was  formed  two  years  ago  this  month.  Its  objective  then  and 
now  is  to  endeavor  to  bring  about  free  and  open  competition  within  the  com- 
puter and  data  processing  industry— an  industry  that  has,  since  its  inception, 
been  dominated  and  controlled  by  one  company.  ^       ^       ^         ,    ^ 

In  a  sense,  the  Association  was  born  out  of  frustation.  Its  founders  had 
come  to  realize  that  no  matter  how  superior  their  technology,  or  how  good  their 
product,  their  existence  as  viable  companies  is  at  the  sufferance  of  the  industry 
giant  They  realized  that  efforts  to  build  an  enterprise  on  industry,  skill,  and 
foresight  could  be  thwarted  by  the  mere  announcement  of  a  planned  new  product ; 
or  by  the  change  of  a  hardware  or  software  interface  ;  or  by  some  other  change  in 
the  rules  of  the  game— and  that  they  could  do  little  or  nothing  about  it. 

Their  frustrations  ran  even  deeper.  They  had  lived  through  one  federal 
antimonopoly  suit  against  the  giant,  only  to  see  it  result  in  a  consent  decree 
that  did  little  to  reduce  the  defendant's  market  share  or  power.  Although  an- 
other suit  was  filed  on  the  last  day  of  the  Johnson  administration,  for  more 
than  three  vears  nothing  had  happened  to  bring  it  to  trial. 

Out  of  this  frustration  came  a  plea— a  plea  that  is  gaining  support  across  the 
breadth  of  America.  Are  we  going  to  allow  ,as  a  conscious  decision  of  public  policy, 
an  ever  increasing  concentration  of  economic,  market  and  ix)litical  power  among 
fewer  and  fewer  large  institutions,  or  are  we  as  a  nation  going  to  return  to  the 
philosophy  of  free  enterprise  and  pluralism?  If  the  answer  is  a  reasoned  deci- 
sion that  monopoly  is  the  wave  of  the  future,  we  only  ask  that  the  rules  of  the 
game  be  made  clear.  Only  then  can  our  member  chief  executives  make  those 
decisions  that  serve  the  interests  of  their  customers,  employees  and  shareholders. 

If  on  the  other  hand,  we  as  a  nation  believe  in  the  benefits  of  competition  and 
the  products  of  a  free  enterprise  system,  then  we  must  take  steps  to  make  that 
system  work.  The  legislative  mandate  must  be  clarified  and  the  enforcement 
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machiner  ymodernized  and  streamlined.  The  rules  of  the  game  must  be  set  out  for 
all  to  understand.  The  entrepreneur  mu.st  be  able,  once  again,  to  succeed,  or 
fail  on  his  own  merits.  He  should  not  be  kept  in  business  thru  the  regulatory 
process  if  his  activity  is  not  providing  economic  benefit — nor  should  he  be  put 
out  of  business  by  a  monopolist  when  his  existence  benefits  the  consumer  and 
the  nation. 

We  believe  that  free  and  open  competition  between  near  equals  is  good  for 
producers,  consumers  and  our  nation.  That  others  share  this  belief  is  borne  out, 
in  part,  by  the  fact  that  our  membership  has  increased  by  a  factor  of  five  since 
we  last  appeared  before  this  committee  one  year  ago. 

At  that  time  we  considered  one  giant — IBM — to  be  enough.  Since  then  we 
have  found  that  the  survival  of  an  independent  computer  and  data  processing 
equipment  industry  is  subject  to  not  just  one,  but  two  monopolies — IBM  and 
AT&T.  It  is  the  latter  tliat  we  would  like  to  addre.ss  today. 

The  key  points  that  we  would  like  to  make  are  as  follows  : 

1.  Computers  and  communications  are  becoming  increasingly  interdependent. 

2.  The  efficient  utilization  of  computers  requires  access  to  the  switched  tele- 
phone network. 

3.  Competition  with  AT&T  from  independent  companies  in  the  specialized  com- 
mon carrier,  data  modem,  and  terminal  fields  is  in  the  national  interest. 

4.  AT'&T  is  using  its  political,  economic  and  market  power  to  block  the  de- 
velopment of  legitimate  competition. 

5.  Cross-subsidized  competition  from  Western  Electric,  the  manufacturing 
arm  of  AT&T,  threatens  the  existence  of  a  substantial  segment  of  the  computer 
industry. 

6.  Whereas  a  natural  monopoly  may  have  existed  in  the  communications 
field  at  one  time,  competitive  markets  are  now  feasible,  and  it  is  not  in  the  pub- 
lic interest  to  permit  a  continuation  of  monopoly  in  this  vital  field. 

7.  The  vertical  and  horizontal  integration  that  has  been  permitted  to  take 
place  in  the  communications  industry  (in  spite  of  the  antitrust  laws)  is  counter 
to  the  public  interest. 

8.  legislation  should  be  enacted  to  restructure  the  telephone  indusrty  so  as 
to  separate  local  telephone  service  monopolies  from  long  line  common  carriers, 
and  equipment  and  supply  producing  companies. 

9.  The  Federal  Communications  Commission  should  be  divided  into  two 
commissions — one  with  responsibility  for  radio  and  television  (The  Federal 
Broadcast  Commission),  and  the  other  with  responsibility  for  telephone  and 
related  communications. 

The  reasoning  underlying  these  conclusions  follows. 

Computers  and  Communications 

During  the  1950"s  and  1960"s,  the  computer  was  enshrined  in  a  well  lighted 
air-conditioned  cocoon  (the  data  processing  center),  where  it  was  protected 
from  dust  particles  and  people.  Data  was  carried  to  it  for  processing  by  hand, 
in  push-carts,  and  by  truck.  The  answers  that  the  computer  printed  out  were 
in  turn  distributed  back  to  the  originator  for  action.  Although  this  approach 
made  the  most  efficient  use  of  the  computer's  processing  capabilities,  it  inevitably 
caused  delays  and  increased  waste  of  human  resources. 

Advances  in  technology  (.semiconductors,  rotating  memories  and  other  de- 
vices) have  tended  to  lower  the  cost  per  unit  of  computing  power  while  inflation 
and  other  factors  have  raised  the  cost  of  human  labor  and  the  economic  value 
of  the  data  itself. 

In  part  because  of  these  shifts  in  economics,  in  part  because  of  the  increased 
experience  and  sophistication  of  the  user,  we  are  witnessing  a  revolution  in  the 
use  of  computers.  In  many  cases  information  is  input  to  the  computer  by  the 
person  viho  first  captures  or  originates  the  data — wherever  he  or  she  may  be  lo- 
cated. Some  or  all  of  the  information  contained  in  the  computer's  memory  can  be 
almost  instantly  transmitted  to  another  computer  in  another  city,  or  to  a  termi- 
nal half-way  around  the  world.  As  each  day  goes  by,  we  see  more  and  more  cases 
where  ordinary  people  work  intimately  with  a  computer — a  computer  they  may 
never  see.  It's  happening  in  grocery  stores,  banks,  service  stations  and  ham- 
burger stands,  as  well  as  in  high  schools  and  colleges,  law  and  medical  oflBces, 
and  factories. 

Much  of  this  improvement  in  the  use  and  effectiveness  of  computers  has  been 
made  possible  because  of  the  capability  of  our  national  telephone  network  to 
provide  interconnection  between  virtually  any  two  points  in  the  United  States. 
The  sophistication  and  efficiency  of  airline  reservations  systems,  credit  card  sys- 
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terns,  bank  clearings  and  Wall  Street  transactions  would  not  be  possible  were 
it  not  for  the  ability  to  quickly  transmit  data  over  the  telephone  system. 

This  dependence  will  increase  substantially  during  the  remainder  of  the 
seventies.  Some  forecasters  are  already  predicting  a  "computer  terminal  in  every 
liome" — a  device  that  could  access  sophisticated  computers  and  permit  the  user 
to  do  everything  from  balancing  his  checkbook,  to  purchasing  supplies  and  serv- 
ices. The  realization  of  these  predictions  obviously  depends  upon  free  access 
to  the  telecommunications  network. 

The  number  of  data  terminals  interconnected  to  computers  has  been  increasing 
at  a  rate  of  more  than  30%  per  year  since  1970.  This  rather  phenominal  growth 
rate  is  expected  to  further  accelerate  during  the  1975-1980  time  span. 

Obviously,  growth  of  this  magnitude  has  attracted  a  lot  of  interest — literally 
dozens  of  new  companies  have  come  into  being ;  each  endeavoring  to  satisfy  the 
user's  needs  as  he  perceives  them ;  each  seeking  to  exploit  new  technologies.  The 
entrepreneur  with  the  right  combination  of  foresight,  skill  and  capital  has 
prospered,  while  those  lacking  these  qualities  have  failed.  The  user  has  benefited 
from  lower  prices,  better  products  and  a  wide  choice  among  suppliers. 

The  development  of  competition  and  the  realization  of  its  inherent  benefits  has 
not  been  limited  just  to  data  terminals.  A  similar  pattern  to  that  described  above 
has  also  developed  in  the  design,  manufacture  and  marketing  of  data  modems  , 
and  the  provision  of  intermediate  and  long  distance  transmission  of  data  by  the 
Specialized  Common  Carriers. 
Competition  In  A  Monopoly  Environment 

Exploitation  of  the  combined  capabilities  of  the  computer  and  our  nation's 
communications  network  has  blossomed  since  the  now  famous  Garterplume  deci- 
sion. Prior  to  that  time,  interconnection  with  the  telephone  system  was  virtually 
impossible. 

Prior  to  the  Carterphone  decison  the  telephone  industry  had  done  little  if  any- 
thing to  improve  the  system's  ability  to  handle  computer  data  ;  modems  were  rela- 
tively slow  and  quite  expensive  and  transmission  costs  were  high. 

The  FCC  apparently  recognized  the  failure  of  the  Common  Carriers  to  keep 
abreast  of  the  requirements  of  the  marketplace,  and  held  fast  to  the  pro-com- 
petitive intent  of  the  Carterphone  decision.  This  was  further  reinforced  by  the 
Specialized  Common  Carrier  decision  that  allowed  the  entry  of  companies,  like 
MCI  and  Datran,  who  were  willing  and  able  to  develop  and  provided  computer 
oriented  data  transmission  capabilities,  and  low  cost  private  line  services. 

These  moves  all  served  to  benefit  the  user  of  computers  through  improved  prod- 
ucts and  services  and  lower  costs.  Perhaps  of  greater  long  term  significance,  they 
served  to  awaken  the  sleeping  giant — AT&T. 

AT&T  has  responded  with  a  vengeance  to  the  development  of  competition.  Its 
Chairman,  John  D.  deButts  has  publicly  stated  that  they  will  use  all  of  their 
available  resources  to  resist  further  erosion  of  AT&T's  end-to-end  service  re- 
sponsibility. Clearly,  his  edict  is  being  implemented  throughout  the  Bell  System. 
For  example : 
— AT&T  and  its  operating  companies  have  launched  massive  media  advertising 
campaigns  which  question  the  integrity,  competence  and  viability  of  those 
companies  offering  equipment  or  services  in  competition  with  the  Bell  System. 
— The  mandatory  use  of  an  interconnect  device  for  all  "foreign  attachments" 
(which  is  rented  from  Bell  by  the  user),  gives  Western  Electric  a  service  and 
cost  advantage  over  non-Bell  competitors. 
— When  a  competitor  has  identified  a  prospective  customer  requirement  and 
then  contacts  the  appropriate  Bell  operating  company  to  coordinate  installa- 
tion, the  Bell  marketing  force  is  immediately  informed  and  sent  out  to  "save 
the  account." 
— Various  retaliatory  measures  have  been  taken  to  put  economic  pressure  on 
customers  who  have  selected  competitive  equipment  or  services  in  preference 
to  AT&T  offerings. 
— ^The  viability  of  competitors  is  bieng  threatened  by  ensnaring  them  in  time- 
consuming  and  costly  hearings  before  the  FCC  as  well  as  in  litigation.  Not 
only  does  this  pit  the  almost  unlimited  legal  resources  of  AT&T  against  the 
smaller  company,  but  it  effectively  restricts  the  ability  of  the  smaller  com- 
pany's management  to  manage  day  to  day  operations,  thus  stifling  its  growth. 


1  A  modem  Is  the  device  that  converts  a  digital  signal  from  a  computer  to  an  analog 
signal  that  can  be  carried  over  the  telephone  network,  or  vice  versa. 
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— 'By  seeking  to  induce  tlie  individual  states  to  overturn  the  Carterphone  deci- 
sion, AT&T  forces  its  smaller  competitors  to  retain  counsel  and  seek  certifi- 
cates of  public  convenience  and  necessity  in  many  separate  jurisdictions.  Ttie 
costs  involved  are  prohibitive  for  the  small  company  and  thus  serves  to  erect 
one  additional  barrier  to  entry. 

A    formidable   competitor 

Needless  to  say,  AT&T  is,  by  any  standard  of  comparison,  a  very  formidable 
competitor.  AT&T,  with  revenues  of  more  that  $24  billion  dollars,  is  one  of  the 
largest  companies  in  the  world,  w^hile  its  manufacturing  subsidiary,  Western 
Electric,  consistently  ranks  among  Fortune's  top  10  industrials.  The  Bell  System 
accounts  for  some  90%  of  all  long  distance  services  in  the  U.IS.  Western  Electric, 
with  revenues  of  almost  $7  billion,  accounts  for  more  than  80%  of  the  domestic 
telephone  equipment  market. 

The  combined  economic  and  political  power  of  AT&T  is  probably  second  to 
none  in  America  today.  Although  an  admittedly  biased  work,  "Monopoly",  by 
Joseph  C.  Goulden,  amply  documents  how  ineffectual  the  Congress  and  the  FCC 
have  been  in  their  efforts  to  regulate  and  control  this,  the  largest  of  all  monop- 
olies. If  AT&T  can  persistently  act  against  the  clear  intent  of  FCC  orders,  as  it 
has  in  interconnect  situations  ;  and  can  delay  the  implementation  of  rulings  made 
in  the  public  interest  through  protracted  litigation  and  appeal — how  can  a  com- 
petitor even  hoi)e  to  have  a  chance  to  succeed  in  any  contest  with  this  well  estab- 
lished monopoly? 

Vertical  integration 

Given  the  utility— supplier  tie-in  that  exists  between  the  Bell  System  operating 
companies  and  Western  Electric,  opportunities  and  incentives  for  market  entry 
are  severely  limited.  Under  present  conditions,  a  new  supplier  is  forced  to  ap- 
proach Western  Electric  (which  performs  the  purchasing/ technical  approval 
activity  for  most  of  the  operating  companies )  with  hat  in  hand  in  order  to  sell 
to  the  Bell  operating  companies.  Western  is  then  in  the  position  to  balance  its 
interests  (and  AT&T's)  against  those  of  outside  suppliers.  Decisions  involving 
billions  of  dollars  are  made  in  a  forum  that  is  inherently  laden  with  conflict  of 
interest  and  largely  beyond  scrutiny  by  the  Federal  or  State  regulators  respon- 
sible for  protecting  the  public  interest. 

A  case  in  point 

To  illustrate  the  dangers  of  the  existing  vertical  relationship  between  an  un- 
regulated supply  company  and  a  regulated  utility,  it  is  informative  to  examine 
recent  developments  in  the  computer  terminal  field. 

The  forerunner  to  the  sophisticated  computer  terminal  we  know  today  was  "the 
printing  telegraph  machine",  first  introduced  in  1849,  and  used  to  transmit 
messages  between  New  York  and  Philadelphia.  The  first  commercial  sale  of  the 
Teletype  machine  was  made  in  1910.  Until  1931,  this  equipment  was  used  exclu- 
sively on  private-line  serAice. 

In  1931,  Western  Electric,  having  joined  the  Bell  System  the  previous  year, 
purchased  all  rights  to  the  Teletype  machine  from  its  inventor.  Otto  Klein- 
schmidt,  for  $38  million. 

From  1931  until  1965  the  Teletype  machine  remained  basically  the  same,  with 
minor  innovations  in  transmission  speed  and  cosmetic  improvements.  The  first 
major  innovation  in  teletype  equipment  took  place  in  1965,  when  the  Baudot 
code  (developed  in  1876  by  an  oflicer  of  the  French  Telegraph  Service)  was  re- 
placed by  the  American  Standard  Code  for  Information  Interchange  (ASCII). 
The  new  code  allowed  an  expanded  character  set  (128  as  opposed  to  64  for 
the  Baudot  code),  including  an  expanded  set  of  control  characters  that  increases 
the  utility  of  the  code.  At  the  same  time,  speeds  increased  from  60  to  100  w.p.m. 

Clearly,  AT&T,  with  a  captive  market  for  its  teletype  and  no  meaningful  com- 
petition, had  little  incentive  to  effect  significant  product  improvements  over  a 
period  of  more  than  thirty  years. 

In  the  late  1950's,  the  computer  industry  was  experiencing  its  first  period  of 
rapid  growth.  Industry  research  and  development  was  primarily  devoted  to  main- 
frame and  peripheral  equipment  innovation,  with  only  limited  resources  avail- 
able for  the  development  of  remote  processing  ( terminal )  equipment.  As  a  result, 
users  who  needed  this  capabiltiy  turned  to  Teletype  for  their  low  speed,  un- 
sophisticated remote  processing  requirements. 
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An  industry  is  horn 

In  the  late  1960's  the  computer  industry  recognized  that  Teletype  equipment 
simply  could  not  effectively  fulfill  the  requirements  of  the  modern  data  process- 
ing function.  A  sub-industry,  the  terminal  and  low-speed  printer  segment,  was 
born.  It  rapidly  proliferated  with  many  companies,  both  established  and  new, 
entering  the  field.  They  offered  a  variety  of  more  effective  high  speed  terminals 
to  replace  the  out-dated  Teletype  equipment.  Speeds  of  300  words  per  minute 
to  more  than  1,500  words  per  minute  became  commonplace. 

Computer  applications  that  had  not  previously  been  feasible  proliferated,  costs 
dropped  and  user  choice  increased  significantly,  and  the  sleeping  giant  awoke. 

AT&T  responds 

In  late  1972,  Teletype  announced  its  new  Dataspeed  40 — a  sophisticated  1,200 
words  per  minute  terminal  designed  for,  as  AT&T  coined  it,  "Computercations". 
A  far  cry  from  the  Teletype  machine.  The  Dataspeed  40  provides  a  key  board, 
a  CRT  display  monitor,  a  medium  speed  300  line  per  minute  printer,  memory 
options,  and  a  variety  of  other  features  to  facilitate  its  use  as  a  computer  termi- 
nal. All  at  a  price  substantially  below  any  comparable  devices  in  the  marketplace 
or  even  on  the  drawing  boards. 

The  members  of  the  computer  terminal  and  printer  industry  immediately 
saw  a  major  threat  to  their  survival.  They  asked,  "how  is  this  price  possible V". 
They  were  utilizing  the  glass  envelopes  for  their  CRT  displays  that  were  being 
produced  by  the  millions  for  the  television  industry.  AT&T  had  developed  and 
were  using  their  own  in  limited  quantities. 

The  independent  producers  were  using  semiconductors  and  IC's  (integrated 
circuits),  that  were  off  the  shelf  low  cost  computer  components,  AT&T  had 
develoijed  and  was  producing  their  own  in  limited  quantities.  Assembly  labor 
was  not  a  significant  cost  item  to  either  AT&T  or  to  the  independents.  If  ma- 
terial and  labor  costs  were  comparable,  how  then,  could  AT&T  offer  the  device 
at  less  than  one-half  the  price  of  even  the  largest  producer  in  our  industry — 
IBM? 

We  do  not  see  answers  to  these  questions  in  any  economies  of  scale  inherent 
to  the  Teletype  subsidiary  of  Western  Electric — a  wholly  owned  subsidiary  of 
AT&T.  We  can  see  answers  in  the  ties  and  opportunities  for  cross-subsidization 
that  exist  between  the  utility  and  its  supplier. 
For  example : 
— Teletype,  with  a  massive  captive  market  within  the  Bell  System  companies, 
can  commit  to  production  quantities  and  invest  in  tooling  with  full  knowl- 
edge that  its  huge  customer  base  is  insulated  from  effective  competition. 
After  all,  its  parent,  Western  Electric,  approves  and  purchases  the  operat- 
ing equipment  utilized  within  the  Bell  System.  It  is  in  their  self-interest 
to  "standardize"  on  products  of  their  own  manufacture. 
— The  independent  terminal  manufacturer  must  invest  huge  sums  of  money 
in  the  recruiting,  training  and  support  of  an  effective  field  service  organiza- 
tion. Teletype    has  no  comparable  expense  since  its  products  are  maintained 
by  telephone  operating  company  employees.  The  expense  of  hiring,  training 
and  supporting  this  service  organization  is  borne  largely  by  the  telephone 
rate  payer — not  by  the  user  of  the  Teletype  terminal. 
— The  independent  terminal  producer  must  include  the  expense  of  marketing 
his  product  in  the  price  he  charges.  Insofar  as  Teletype's  own  bookkeeping 
is  concerned,  it  can  sell  literally  thousands  of  terminals  to  the  Bell  operat- 
ing companies  with  little  or  no  sales  effort  or  expense. 
— AT&T's  insulation  from  real  world  competitive  pressures  permits  them  to 
write  off  their  investment  in  R&D,   tooling,   and  equipment  at  totally 
unrealistic  rates.  The  pace  of  technology  in  electronics  and  computers,  and 
now  in  terminals,  is  moving  rapidly.  We  su.spect,  although  to  our  knowledge 
no  information  exists  tvutside  AT&T's  files  to  confirm  it,  that  the  depre- 
ciation schedules  used  by  AT&T  for  its  Dataspeed  40  program  are  wholly 
unrealistic  except  within  the  context  of  a  supplier  that  has  absolute  control 
over  its  customer's  access  to  equipment  utilizing  advanced  technology. 
Needless  to  say.   we — and   our  member  companies — -are  concerned  with   the 
ability  of  AT&T  Teletype  to  lock  out  competition  by  a  combination  of  purchas- 
ing policy  and  unrealistic  pricing  and  in  the  process,  threaten  the  existence  of  one 
of  the  few — if  not  the  only — highly  competitive  segments  of  the  overall  com- 
puter Industry. 
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AT&T  as  an  OEM  competitor 

Our  industry  has  been  forced  into  an  unwilling  acceptance  of  the  barriers  to 
entry  that  exist  in  the  telecommunications  marketplace  because  of  Bell's  monop- 
oly of  both  supply  and  service. 

We  find  it  even  less  easy  to  accept  that  AT&T,  operating  from  a  protected 
monopoly  position,  can  enter  the  computer  market  place  and  sell  its  products 
with  impunity.  As  noted  earlier,  Teletype  benefits  from  numerous  advantages 
over  competitors  that  stem  directly  from  its  relationship  with  the  Bell  System. 
These  advantages  include  a  large  protected  market,  access  to  the  R&D  capa- 
bilities of  Bell  Labs  and  Western  Electric,  a  "free"  nationwide  sales  and  service 
organization  and  access  to  capital  on  the  most  favorable  terms  in  America  today. 

As  a  consequence,  their  recent  decision  to  market  the  Uataspeed  40,  in  whole 
or  in  part,  to  entities  outside  of  the  Bell  System  threatens  the  existence  of  the 
established  manufacturers  of  terminals,  low  and  medium  speed  printers  and 
information  display  devices.  This  threat  does  not  emanate  from  just  another 
company  that  has  simply  built  a  better  product :  but,  we  believe,  from  the  abil- 
ity of  America's  largest  protected  monopoly  to  use  the  telephone  rate  payer  to 
subsidize  his  product,  both  directly  and  indirectly. 

By  way  of  illustration,  we  were  recently  told  that  a  Teletype  vice-president 
has  said  "If  that  (expletive  deleted)  C.I. A.  (Computer  Industry  Association), 
doesn't  stop  complaining,  AT&T  will  get  mad  and  spin  Teletype  off."  When  in- 
formed of  this,  the  Chief  P]xecutives  of  even  our  smallest  member  companies 
responded  that  they  would  welcome  an  opportunity  to  compete  on  such  a  basis. 
Teletype,  as  a  separate  corporation  : 

— would  have  access  to  capital  at  interest  rates  commensurate  with  its  own 
business  prospects. 

— would  not  have  a  guaranteed  captive  market  of  literally  thousands  of  ma- 
chines. 

— would  be  able  to  draw  on  the  technical  resources  of  Bell  Labs  only  on  the 
same  terms  and  conditions  as  other  suppliers  to  the  nation's  telephone  sys- 
tems. 

— would  have  to  price  its  products  to  recover  a  fair  return. 

— would  have  to  make  business  decisions  and  to  writeoff  its  investments  in  the 
light  of  a  truly  competitive  marketplace,  and 

— would  have  to  recruit,  train  and  support  a  field  service  organization  and 
marketing  organization  just  like  any  other  "real  world"  company. 

In  our  view,  and  that  of  our  member  companies,  this  is  what  competition  is 
all  about. 

AT&T's  monopoly  position  is  no  longer  justified 

Technology  has  come  a  long  way  since  bare  copper  wire  was  strung  on  crude 
poles  beside  a  railroad  track.  Long  lines  communications  has  been  supplanted 
and  enhanced  by  microwave  transmission,  satellite  systems  and  other  tech- 
niques. The  original  premise  underlying  the  grant  of  monopoly  control  over  80% 
or  more  of  our  nation's  telephone  service  is  no  longer  valid. 

The  state  of  the  art  in  telephones,  modems,  terminals,  PBX's,  and  other  ele- 
ments of  the  overall  communications  system  has  advanced  rapidly — perhaps  far 
more  rapidly  than  AT&T  and  its  auditors  care  to  admit.  Developments  in  the 
electronics  and  computer  industries  have  clearly  demonstrated  that  others,  beside 
W^estern  Electric,  can  de.sign  and  build  u.seful,  reliable,  and  cost  effective  devices 
to  enhance  our  national  communications  capacity. 

AT&T  continues  to  insist  otherwise.  Public  statements  imply  that  the  nation  is 
overrun  with  individuals  and  companie.s,  who  in  their  hunger  for  profits,  are  per- 
fectly capable  of  destroying  the  nation's  telephone  system.  AT&T,  rather  than 
cooperatively  developing  interface  standards  and  the  other  operating  rules  re- 
quired to  bring  about  a  functional  multivendor  system,  raises  the  .spector  of  a 
telephone  repairman  in  some  remote  part  of  America  being  elec-trocuted  because  a 
non-Bell  computer  terminal  was  attached  to  the  telephone  network  in  Miami — or 
that  some  telephone  subscriber,  perhaps,  in  Bell's  characterization,  a  low-inc<)me 
member  of  minority  group,  will  be  unable  to  summon  needed  medical  assistance, 
as  a  result  of  a  motel  installing  a  purchased  PBX  from  Stromberg  Carlson  rather 
than  renting  from  Ma  Bell. 

AT&T  may  not  yet  be  capable  of  admitting  it,  but  there  are  companies  capable 
of  offering  superior  products — and  there  are  customers  who  wish  to  acquire  them. 
Furthermore,  the  needs  of  the  marketplace  can  be  satisfied  at  a  substantial  sav- 
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ings,  without  jeopardizing  our  national  communications  network,  through  the 
workings  of  our  traditional  free  enterprise  system. 

Close  examination  will,  we  believe,  demonstrate  that  a  so  called  natural  mo- 
nopoly exists  in  only  one  area — the  local  area  switched  network.  Competition  is 
feasible  and,  we  believe,  in  the  national  interest  in  all  other  areas :  including  the 
provision  of  terminal  equipment,  long  lines  transmission  of  voice  and  data,  and 
the  supply  of  switchgear,  wire,  cable  and  supplies. 

Were  the  true  facts  available,  we  suspect  that  they  would  prove  that  the  public 
is  paying  a  far  higher  price  than  necessary  for  its  telephone  service.  For  this 
reason,  we  believe  that  the  horizontal  and  vertical  integration  that  now  exists  in 
our  nation's  telecommunications  industry  is  no  longer  justified  or  appropriate. 

Several  alternative  solutions  appear  possible 

Although  the  FCC  is  showing  increased  concern  about  both  the  economics  of 
and  the  quality  of  service  in  the  telephone  industry,  the  consensus  appears  to  be 
that  the  heart  of  the  problem  is  beyond  their  reach.  Using  the  holding  company 
device,  AT&T  has  effectively  placed  the  vertical  relationship  between  the  regu- 
lated operating  companies  and  the  unregulated  supply  company  beyond  the  scope 
of  effective  FCC  authority. 

Therefore,  it  would  appear  that  a  resolution  of  the  problem  lies  with  the  Con- 
gress. As  we  see  it,  there  are  at  least  three  possible  approaches  to  the  problem. 

1.  The  Congress  could  amend  the  charter  of  the  FCC,  clearly  mandating  the 
Commission  to  require  open  competitive  bidding  in  the  purchase  of  all  equipment 
and  supplies  used  by  the  regulated  common  carriers. 

Similar  competitive  bidding  requirements  exist  in  other  regulated  industries — 
e.g.  interstate  freight  transportation  and  railroads.  The  most  recent  and  directly 
related  instance  is  in  the  Communications  Satellite  Act  which  requires  free  and 
open  competitive  bidding  on  all  significant  procurements. 

This  approach  has  certain  drawbacks,  as  pointed  out  by  Judge  Pence  in  his 
decision  in  the  ITT-GH?  &  E  case.  Factors  pointed  out  by  Judge  Pence  included : 
adherence  to  system  standards ;  long  established  personal  and  corporate  rela- 
tionships ;  the  economies  of  scale  inherent  in  always  having  had  the  business  ;  and 
other  equally  effective  barriers  to  entry  of  new  suppliers.  For  this  reason  the 
judge  ordered  a  complete  horizontal  and  vertical  restructuring,  in  order  to  ensure 
restoration  of  competition. 

2.  The  Congress  could  increase  the  resources  available  to  the  Antitrust  Divi- 
sion of  the  Department  of  Justice  so  that  they  could  bring  cases  of  this  size 
and  complexity  to  trial  on  behalf  of  the  public.  It  is  unlikely  that  we  will  see 
effective  application  of  our  nation's  antitrust  laws  to  many  major  concentrated 
industries  as  long  as  corporate  defendants  still  can  amass  legal  staffs  10  and  20 
times  the  size  of  the  trial  staff  seeking  to  protect  the  public  interest. 

As  it  now  stands,  AT&T  could  bury  the  Antitrust  Division  under  lawyers — 
just  as  IBM  is  now  doing  in  their  antitrust  case. 

A  similar  situation  also  exists  within  the  FCC.  The  resources  of  the  Commission 
in  the  current  Phase  II  rate  proceeding  are  woefully  inadequate  by  comparison 
to  those  of  AT&T.  As  a  consequence,  they  are  overly  dependent  upon  AT&T  for 
the  necessary  economic  studies,  cost  data  and  factual  information.  Combine  this 
with  the  cloak  of  secrecy  that  is  being  maintained  over  the  evidentiary  material 
that  is  crucial  to  a  valid  determination  of  facts  and  issues  and  it  is  little  wonder 
that  America  is  losing  faith  in  its  judicial  system  and  its  regulatory  agencies. 

3.  The  third,  and  we  believe  feasible  and  more  effective,  solution  to  the  prob- 
lem of  unwarranted  monopoly  of  telecommunications  service  and  supply  would 
be  to  amend  15  U.S.C.  §  79  the  Public  Utility  Holding  Companies  Act,  to  include 
telephone  holding  companies. 

If  we  were  to  follow  the  approaches  of  that  Act  in  the  telecommunications  in- 
dustry, we  would  create  locally  owned  and  operated  telephone  company  switching 
systems ;  connected  by  several  competitive  "long-lines"  or  intercity  transmission 
systems  ;  supplied  by  independent,  competitive  equipment  companies. 

This  approach  might  need  extension  to  deal  with  further  division  of  Western 
Electric  Co. — as,  for  example,  by  the  spin-off  of  Teletype — to  create  relatively 
balanced,  unconcentrated  competition  in  telephone  equipment  supply  markets. 

Many  of  the  findings  of  the  Congress  that  led  to  the  enactment  of  this  important 
legislation  in  1935  are  equally  applicable  to  the  telephone  industry  today : 

— the  claimed  economies  of  scale  are  in  many  cases  illusory  ; 

— the  ingredients  of  a  natural  monopoly  no  longer  exist ;  and 

— the  public  is  paying  an  excessive  price  relative  to  the  value  received. 
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The  history  of  our  nation's  gas  and  electric  utilities  amply  illustrates  that  the 
consumer  has  benefitted  from  the  elimination  of  service  and  supply  tying  ar- 
rangements and  the  restoration  of  competition.  The  same  would  be  true  in  the 
case  of  the  telephone  industry. 

The  FCC's  role 

Our  Association  has  only  recently  become  directly  involved  with  the  tele- 
communications industry  and  the  Federal  Communications  Commission.  We 
have  been  forced  into  involvement  by  the  growing  interdependence  of  computers 
and  communications. 

To  date,  we  have  been  favorably  impressed  with  the  people  with  whom  we  have 
worked  at  the  FCC— they  seem  to  be  dedicated  to  the  public  interest  and  to  be 
earnestly  striving  to  insure  that  the  nation  receives  the  economic  and  service 
benefits  that  stem  from  valid  competitive  activity. 

However,  as  laymen  and  citizens  we  have  been  shocked  to  find  the  relative 
imbalance  in  emphasis  between  regulation  of  the  radio  and  television  industry 
versus  regulation  of  the  telecommunications  industry. 

Should  the  Congress,  as  we  hope  it  will,  mandate  a  restructuring  of  this  indus- 
try, much  of  the  burden  now  on  the  FCC  would  be  eliminated.  However,  much 
would  still  need  to  be  done  to  insure  the  maintenance  of  a  sound  and  responsive 
telephone  system :  equipment  certification  requirements  and  procedures  would  be 
needed  ;  interstate  tariffs  would  have  to  be  approved  and  monitored  and  steps 
taken  to  help  insure  the  competitive  development  of  the  newly  restructured 
market. 

For  this  reason,  it  would  seem  desirable  to  separate  the  FCC  into  two  commis- 
sions— much  as  the  FCC  was  at  one  time  separated  out  from  the  IOC.  The  new 
"Federal  Communications  Commission"  would  have  t^verall  responsibility  for  the 
growth  and  development  of  our  nation's  communications  system,  while  the  newly 
created  "Federal  Broadcasting  Commission"  would  assume  responsibility  for 
regulation  of  the  Radio  and  Television  Broadcasting  industries. 

This  separation  would  permit  the  appointment  of  Commissioners  with  the 
necessary  background  and  experience  in  their  respective  areas  of  responsibility. 
It  would  allow  equal  emphasis  on  these  two  very  important  fields  and  would, 
over  time,  allow  the  development  of  the  expertise  required  to  "regulate  in  the 
public  interest".  Today,  it  is  too  easy  to  question  who  is  the  regulator  and  who 
is  the  regulated. 

We  appreciate  this  opportunity  to  provide  your  Committee  with  our  thoughts 
on  this  important  subject.  The  marriage  between  computers  and  communications 
is  only  in  its  first  years.  Together,  they  can  bring  untold  benefits  to  our  economy 
and  to  our  citizenry.  Increasingly  compact  and  powerful  computing  capacity, 
packaged  for  a  wide  variety  of  uses,  working  with  multiplied  communications 
channels  now  technically  available,  can  afford  another  order-of-magnitude  step 
forward  in  realising  our  peoples'  constant  ambition  to  bring  the  world  to  every- 
man's  doorstep. 

However,  to  realize  these  benefits  we  must  be  free  to  exploit  new  technologies 
and  to  capitalize  upon  the  innovations  inherent  in  the  free  enterprise  system. 
Today  two  giants  guard  the  gates  to  this  land  of  opportunity— AT&T  and  IBM. 
The  Congress  will  ultimately  have  to  decide  the  fate  of  both :  and  in  the  process 
Congress  will  aflBrm  or  deny  whether  competition  and  pluralism  are  the  wave 
of  the  future  in  America,  or  whether  we  will  entrust  more  and  more  of  our 
nation's  economic  and  political  power  to  fewer  and  fewer  decision  makers. 

Thank  you. 


Exhibit  39.— A. 7.  d  T.  Letter  Re  Numher  of  PBX's  in  Service 

American   Telephone  and  Telegraph   Co., 

Washington,  D.C.,  July  8,  1974. 
Hon  Gerald  Hellerman, 

Special  Financial  Adviser,   Senate  Subcommittee  on  Antitrust   and  Monopoly 
Legislation,  Washington,  D.C. 
Dear  Mr.  Hellerman  :  In  response  to  your  request  of  .lune  26,  1974,  the  num- 
ber of  770  PBX's  in  service  by  Southern  Bell  on  April  1974  was  823. 
Very  truly  yours, 

Douglas   McFadden, 
Executive  Assistant   and  Attorney. 


APPENDIX 

Letters  and  Statements  Subsequently  Received  fok  the  Record 

House  of  Representatives, 

THE  State  of  Colorado, 

Denver,  June  12,  1974. 
Mr.  Gerald  Hellerman, 

Special  Financial  Adviser,  United  States  Senate, 
Committee  on  the  Judiciary, 
Subcommittee  on  Antitrust  and  Monopoly, 
Washington,  D.C. 

Dear  Mr.  Hellerman  :  I  vpould  like  to  submit  the  following  statement  in 
connection  with  my  efforts  in  the  field  of  communications  and  the  efforts  of 
the  Mountain  Bell  lobbyists  as  concernetl  with  the  tSate  of  Colorado. 

I  have  a  bachelors  degree  in  physics  (Colorado  College  1951)  and  have 
completed  some  20  hours  of  graduate  work  at  the  University  of  Colorado  in 
telecommunications  and  acoustics  during  the  past  three  years.  I  am  a  registered 
professional  engineer. 

I  believe  a  very  brief  review  of  communications  in  the  State  of  Colorado 
would  be  in  order  so  that  the  committee  can  better  relate  to  the  total  situation. 

Mounain  Bell  now  bills  the  State  of  Colorado  over  $6,000,000  per  year. 
During  recent  years  there  has  been  about  an  annual  10%  increase,  and  if  the 
Colorado  PUC  grants  the  increase  now  requested  by  Mountain  Bell,  the  amount 
will  be  nearly  20%  for  this  one  year. 

Communications,  other  than  "land  line"  in  Colorado  grew  from  the  needs 
of  the  Highway  Patrol  and  the  Department  of  Highways.  During  WW-II  I  first 
worked  with  the  Highway  Patrol  as  a  technician.  At  this  time  the  patrol  was 
dispatched  through  local  police  or  in  a  few  cases  through  their  own  equip- 
ment. The  Highway  Patrol  expanded  through  the  years  and  in  1956  established 
a  state  wide  micro-wave  system  that  permitted  central  dispatching  and  truly 
gave  the  patrol  a  system  that  would  work  when  "land  lines"  were  out  of  service. 
The  highway  department  also  used  the  system  for  internal  control.  Other 
departments  began  to  use  the  system  such  as  revenue,  fish  and  game,  etc.  The 
system  also  carries  crime  computer  data  now. 

It  became  apparent  to  the  legislature  in  1968  that  there  should  be  a  "Di- 
vision of  Communications"  and  this  should  be  separated  from  the  highway 
department  and  be  a  part  of  administration.  Then  it  could  be  used  by  all 
state  agencies.  This  statute  was  enacted  during  my  second  term  in  the  legis- 
lature. The  new  division  had  great  difllculty  in  getting  underway,  the  biggest 
reason  was  the  reluctance  of  the  highway  patrol  to  give  up  their  control.  A 
second  and  equally  large  factor  was  that  all  departments  would  have  to  order 
their  telephone  equipment  through  this  new  division.  However,  it  was  a  statute 
and  by  great  effort  it  was  made  effective  18  months  after  it  was  passed.  There 
was  a  great  effort  to  reduce  the  power  of  this  new  division  during  the  "short 
session"  after  the  law  was  passed  but  this  effort  failed.  It  also  became  appar- 
ent at  that  time  that  the  new  division  of  communications  would  like  to  ex- 
pand the  micro-wave  system  and  to  consider  the  use  of  other  than  Bell 
equipment  for  various  state  agencies. 

Starting  with  my  third  term  I  could  see  the  need  of  expansion  of  the  micro- 
wave system,  not  only  for  law  enforcement,  but  also  for  educational  TV,  i.e. 
to  bring  the  professors  to  the  teacliers  and  students  in  remote  parts  of  the 
state.  I  had  been  aware  of  Bell's  lobbying  efforts  during-  my  first  four  years 
and  had  paid  litle  attention  to  them.  Mountain  Bell  at  that  time  had  two  full 
time  lobbyists  who  were  always  present  at  the  Capital  and  always  present 
at  any  lunch  or  party.  Since  I  had  owned  a  radio  station  for  17  years  and 
had  Muzak  for  10  years,  I  had  more  than  my  share  of  problems  with  Bell.  I 
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had  only  crossed  the  path  of  Bell  Lobbyists  once  during  that  first  four  years 
when  Representative  Braden  and  I  released  a  public  statement  that  showed 
Bell's  lack  of  preparedness  for  an  emergency  that  arose  affecting  our  two 
districts.  At  that  time  Representative  Braden  told  me,  after  the  release,  that 
he  sure  caught  hell  from  the  Bell  boys. 

In  spite  of  all  this,  Bell  always  invited  me  to  their  annual  summer  party 
at  the  Imperial  Hotel  in  Cripple  Creek,  Colorado  for  the  melodrama.  Bell 
would  hire  a  bus,  invite  all  the  legislators  and  their  wives  plus  the  Bell  lobby- 
ists and  managers  from  the  local  offices  for  this  day.  The  bus  would  leave 
Colorado  Springs  around  4:30  PM  and  return  after  the  melodrama.  Since  I 
had  expressed  strong  feelings  about  the  phone  company,  I  never  accepted. 
The  past  year  I  was  not  invited.  I  would  estimate  that  it  cost  about  $40.00 
per  person,  depending  upon  how  much  they  would  drink.  No  other  utility  in 
Colorado  has  ever  done  anything  like  this  during  my  term. 

As  noted  above  I  was  now  much  involved  in  expanding  the  state  micro-wave 
system.  During  my  fifth  year  I  was  able  to  get  this  funded  in  the  Republican 
house  caucus,  and  just  barely,  and  then  I  lost  the  expanded  system  in  the 
Senate.  I  now  realized  it  was  the  Bell  lobbyists  who  stopped  the  expansion. 
I  did  get  a  $25,000  study  and  this  was  so  controlled  by  Bell  that  it  was 
ineffective. 

During  my  seventh  year,  and  from  this  study,  Senator  Less  Fowler  and  I 
introduced  a  bill  for  2.1  million  dollars  that  would  expand  the  system  and 
include  ETV  to  the  front  range  of  the  state.  This  bill  barely  got  out  of  the 
Senate  education  committee  because  of  the  Bell  lobbyists  and  did  not  have 
one  vote  in  the  Senate  Finance  Committee.  The  argument  was,  "this  would  be 
against  private  enterprise". 

I  was  able  to  get  an  ETV  study,  but  only  after  I  promised  not  to  permit 
the  study  to  in  any  way  investigate  telephone  type  communications.  The  final 
results  of  this  study  were  to  use  Mountain  Bell  micro- wave  for  an  intercon- 
nect system  between  the  major  campuses  on  the  front  range  (University  of 
Colorado  at  Boulder,  Denver  Medical,  Denver  Center,  Colorado  Springs,  Uni- 
versity of  Northern  Colorado,  Colorado  State  University,  and  Southern  Colo- 
rado State  College).  The  committee  voted  for  this  in  spite  of  the  fact  that 
several  of  the  Universities  had  testified  they  were  not  ready  to  use  such 
service.  I  did  not  introduce  the  bill  because  I  could  not  support  such  a  bill 
with  the  facts  presented.  The  Bell  charges  would  have  been  slightly  over  a 
quarter  million  per  year  with  a  five  year  minimum  and  limited  strictly  to 
ETV  with  no  other  use.  The  state  system  that  was  proposed  to  the  same  com- 
mittee at  the  same  time  would  have  been  built  just  to  the  needs  of  this  time 
and  expanded  as  the  other  Universities  had  the  requirement.  At  the  same  time, 
the  state  system  would  have  had  several  subcarriers  for  educational  computer 
use,  stereo  transmission  of  musical  programs,  etc.  The  cost  for  the  first  three 
years  was  nearly  the  same  for  either  Bell  or  the  state  system.  After  three 
years  the  state's  system  was  much  less  expensive.  Incidently,  this  was  the  first 
time  we  had  even  gotten  a  firm  price  from  Mountain  Bell  in  four  years  of 
asking. 

Three  other  items  should  be  of  interest  to  the  committee. 

Two  years  ago.  because  of  a  ruling  by  the  Colorado  Public  Utilities  Com- 
mission, it  was  necessary  to  pass  a  special  statute  to  permit  the  phone  com- 
pany to  give  their  employees  special  rates.  It  should  be  noted  that  at  the  time 
of  introduction,  there  were  enough  co-sponsors  in  both  House  and  Senate  to 
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easily  pass  the  bill.  The  courts  of  Colorado  were  authorized  to  put  in  a  com- 
puter system  to  keep  track  of  dockets,  jurors,  etc.  This  involved  a  number 
of  Colorado  communities.  With  the  statute  on  the  books  and  Bell  in  full 
knowledge  of  the  division  of  communications  the  entire  network  was  setup 
without  the  division  being  consulted. 

During  the  past  short  session,  a  suggestion  was  made  that  each  member  of 
the  legislature  have  a  phone  at  his  desk.  This  was  to  be  discussed  at  a  Re- 
publican caucus.  No  effort  was  made  to  contact  the  division  of  communica- 
tions and  no  effort  was  made,  until  I  interceded  to  have  bids  from  Bell 
competitors.  The  Bell  lobbyists  held  a  breakfast  for  members  on  the  morning 
of  the  caucus.  During  the  caucus,  after  the  competitors  had  spoken,  the  Bell 
lobbyists  simply  said,  "whatever  you  want,  you  can  have".  And  that  was  Bells 
statement. 

No  matter  what  legislation,  from  land  use  to  noise  abatement,  the  effect  and 
the  presence  of  the  Bell  lobbyists  is  always  there.  Colorado's  Sunshine  law 
requires  all  lobbyists  to  register  and  while  there  are  usually  only  two  full 
time  Bell  lobbyists,  the  records  indicate  there  are  seven. 

If  I  can  be  of  further  service  to  the  committee  I  would  be  most  pleased  to 
be  of  such  service. 

Sincerely  yours, 

C.  M.  Edmonds. 


Submitted  Statement  on  behalf  of  Data  Transmission  Co.  on  S.  1167, 
THE  Industrial  Reorganization  Act 

Data  Transmission  Company  (DATRAN)  is  privileged  to  submit  a  statement 
to  this  Senate  Subcommittee  regarding  S.  1167,  the  Industrial  Reorganization 
Act. 

The  hearings  held  to  date  on  S.  1167  have  been  a  source  of  encouragement 
to  DATRAN  as  it  has  sought  to  establish  itself  as  a  participant  in  the  Nation's 
telecommunications  industry.  Whether  or  not  DATRAN  ever  firmly  achieves 
such  status  may  well  depend  upon  the  measures  taken  by  this  Subcommittee 
with  regard  to  S.  1167  or  other  similar  legislation  which  may  be  introduced 
in  Congress. 

While  it  might  appear  callous  or  even  perverse  to  so  state,  DATRAN  has 
realized  a  certain  degree  of  satisfaction  in  learning  of  the  other  small  entities 
which  have  been  confronted,  as  it  has.  with  Bell  System  policies  and  practices 
designed  to  preserve  and  maintain  Bell's  virtual  monopoly  grasp  upon  the 
domestic  telecommunications  industry.  Such  satisfaction  emanates  from  a 
realization  that  DATRAN  does  not  stand  alone  in  its  attempt  to  make  avail- 
able superior  communications  services  to  the  American  public.  Heretofore, 
DATRAN  was  comforted  by  its  knowledge  that  it  could  provide  such  superior 
communications  services  if  it  were  provided  a  reasonable  opportunity  to 
compete  against  an  overwhelming  economic  power.  Now  it  is  comforted  addi- 
tionally by  the  fact  that  there  exists  a  great  number  of  small  entities  who 
likewise  believe  that,  if  they  are  provided  an  opportunity  to  compete  against 
an  organizaion  capable  of  crushing  competition  from  any  source,  the  American 
public  will  be  better  served. 

DATRAN  was  organized  in  1968  specifically  to  provide  communications 
services  to  data  processing  entities  and  organizations  whose  computing  needs 
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were  becoming  increasingly  reliant  upon  communications  channels  and  facili- 
ties. Existing  channels  and  facilities  offered  by  established  communications 
common  carriers  had  been  designed  to  satisfy  voice,  rather  than  data,  needs 
and  were  basically  incompatible  with  the  emerging  data  transmission  needs 
of  modern  business.  The  inherent  physical  shortcomings  of  existing  commu- 
nications channels  and  facilities  were  compounded  further  by  established 
carrier  rates  and  practices  designed  for  voice  communications.  These  rates 
and  practices,  when  structured  into  tariffs  having  the  force  and  effect  of  law, 
were  wholly  inadequate  to  satisfy  the  needs  of  the  data  processors.  In  terms 
of  both  cost  and  efficiency,  therefore,  there  existed  a  widening  void  between 
the  needs  of  data  processors  and  the  availability  of  communications  services. 

In  November  1969,  DATRAN  filed  a  series  of  applications  with  the  Federal 
Communications  Commission  (Commission)  for  authorization  to  construct  a 
nationwide  network  of  microwave  radio  facilities  designed  to  provide  digital 
transmission  services  to  data  processing  entities  and  organizations.  Essentially, 
the  proposed  facilities  would  permit  data  processors  to  link  their  digital 
computing  networks  to  compatible  communications  facilities  to  achieve  cost 
and  performance  levels  that  could  not  be  realized  over  the  existing  voice 
network.  As  DATRAN's  proposed  services  were  intended  specifically  to  satisfy 
data  processing  needs,  DATRAN's  applications  for  authorization  promised 
tariff  rates  and  classifications  fully  responsive  to  the  unique  requirements  of 
data  processors. 

DATRAN's  applications  subsequently  were  granted  by  the  Commission 
which  accorded  DATRAN  recognition  as  a  "special"  common  carrier  by  virtue 
of  the  unique  "digital"  nature  of  its  proposed  service  offerings.  The  Com- 
mission noted  that  DATRAN's  proposed  network  was  "markedly  different" 
from  those  proposed  by  other  so-called  specialized  common  carriers.  DATRAN 
"alone"  had  proposed  a  switched,  all  digital  exclusively  for  data  transmission. 
See  Specialized  Common  Carrier  Services,  29  F.C.C.  2d  870,  at  907,  924  (1971). 
Significantly,  Commission  authorizations  were  premised  upon  a  finding  that 
DATRAN  proposed  services  were  premised  upon  a  finding  that  DATRAN 
proposed  services  would  further  the  public  interest,  convenience  and  necessity. 

DATRAN  presently  is  providing  digital  services  between  Houston  and  St. 
Louis.  A  further  link  (to  Chicago)  is  expected  to  become  operational  in  Sep- 
tember, 1974.  To  date,  DATRAN  has  invested  more  than  $60  million  in  seek- 
ing to  reduce  to  reality  its  objective  of  satisfying  unmet  user  needs.  Substan- 
tial amounts  of  additional  capital  will  be  necessary  in  order  to  fulfill  this 
objective. 

A   NEED   FOB   CONGRESSIONAL  ACTION 

In  view  of  affirmative,  indeed  vehement.  Bell  Systems  efforts  to  impede  the 
introduction  of  innovative  DATRAN  services,  this  Subcommittee  should  have 
cause  to  refiect  seriously  upon  whether  the  National  interest  in  efficient  com- 
munications would  be  served  best  were  the  Congress,  by  statute,  to  define  or 
limit  specifically  the  parameters  of  Bell  System  participation  in  domestic 
telecommunications.  The  Commission,  an  arm  of  the  Congress,  has  sought  to 
establish  certain  broad  parameters  in  this  regard,  but  it  has  been  unable  to 
restrain  Bell  System  forces  otherwise  committed  to  a  contrary  course. 

For  example,  the  Commission,  having  concluded  that  the  public  interest  lay 
in  the  fostering  and  maintenance  of  a  competitive  environment  within  which 
so-called  private  line  services  might  be  offered,  and  having  reaffirmed  con- 
sistently such  conclusion,  is  obliged  to  deal  with  a  recalcitrant  organization 
unable  and  unwilling  to  accept  the  Commission's  definition  of  the  public 
interest.  Accordingly,  Bell  has  arrogated  to  itself  the  determination  of  what 
befits  the  public  interest  and  unilaterally  has  concluded  that  such  interest 
lies  in  the  monopoly  provision  of  all  domestic  communications  services.  Clearly, 
Bell  has  so  confused  the  public  interest  with  its  own  corporate  interest  that 
it  is  unable  to  distinguish  between  the  two. 

To  date,  DATRAN,  a  budding  new  company  with  hardly  any  revenue  income, 
necessarily  has  expended  in  excess  of  $2  million  merely  to  establish  and  main- 
tain its  legal  right  to  provide  unique  communications  services  and,  further,  to 
defend  the  Commission's  public  interest  finding  that  DATRAN  should  be 
afforded  the  opportunity  to  provide  such  services  against  relentless  Bell 
attacks.  Unlike  Bell,  DATRAN  does  not  offer,  nor  does  it  intend  to  offer, 
"monopoly"    communications    services    and,    therefore,    DATRAN    cannot    pass 
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these  costs  along  to  ratepayers,  an  overwhelming  number  of  which,  in  Bell's 
case,  are  captives  of  its  monopoly  services. 

This  Subcommittee  must  realize  that  UATRAN's  raison  d'etre  arose,  in  the 
first  instance,  from  the  unwillingness  and  inability  of  Bell  to  serve  a  signifi- 
cant and  growing  segment  of  the  communications  market — data  processors — 
with  communications  services  designed  to  meet  their  particular  needs.  It  must 
further  be  recognized,  as  a  matter  of  logic,  that  no  individual  and  no  organiza- 
tion would  dare  to  "take  on"  Bell  were  there  lacking  persuasive  reasons  for 
so  doing.  By  mere  attrition.  Bell  can  wear  down  opponents  and  force  them 
into  oblivion  without  there  resulting  even  a  trace  of  impact  upon  Bell's 
financial  position.  DATRAN  submits,  and  various  records  of  Commission 
proceedings  demonstrate  conclusively,  that  DATRAN's  attempted  entry  into 
the  comuumications  marketplace  in  1968  was  not  only  justified  but,  indeed, 
was  welcomed.  There  was  no  basis  to  conclude  at  that  time  that  proposed 
DATRAN  offerings  were  not  complementary  to  public  needs,  and  that  such 
factor  would  not  obtain  measurable  benefits  for  the  public. 

All  this  has  been  altered,  however,  to  the  extent  that  Bell,  with  some  suc- 
cess, has  undertaken  a  comprehensive  and  co-ordinated  "public  relations" 
program  designed  to  convince  the  general  public  that  DATRAN  is  committed, 
in  the  name  of  corporate  profit,  to  undermine  the  National  telecommunications 
network.  As  OTP  Director  Whitehead  has  indicated  before  this  Subcommittee, 
Bell  is  gambling  its  stature  in  seeking  to  destroy  competition  and  would-be 
competitors  in  the  private  line  market,  in  which  Bell  revenues,  it  is  signifi- 
cant, constituted  a  mere  4.7  percent  of  its  total  revenues  of  $21.4  billion  in 
1972.  To  accomplish  its  objective,  Bell  has  manufactured  a  digest  of  arguments, 
most  of  which  are  based  upon  the  manipulation  of  theory,  statistics,  and  other 
data  in  Bell's  exclusive  possession.  It  has  painted  DATRAN,  among  others, 
as  "entrepreneurs,"  the  connotation  of  which  leaves  little  doubt  as  to  suggested 
ill-motives.  Yet,  it  is  "entrepreneurs"  like  DATRAN,  which  historically  have 
brought  innovative  communications  services  to  users  neglected  by  Bell's  lack 
of  entrepreneural  fervor. 

It  is  alleged  that  DATRAN,  among  others,  is  "cream  skimming"  in  terms 
of  the  nature  and  location  of  markets  DATRAN  proposes  to  serve.  Yet,  these 
same  markets  were  virtually  ignored  by  Bell  five  years  ago. 

Aspersions  are  cast  upon  the  technical  capabilities  of  DATRAN.  among 
others,  and  it  is  alleged  that  "harm"  will  befall  the  National  telecommunica- 
tions network  if  facility  interconnections  are  tolerated.  Yet,  Bell  has  been 
unable  to  provide  any  persuasive  element  of  proof  to  support  such  allegations 
despite  repeated  invitations  by  the  Commission  to  do  so.  Moreover,  Bell  has 
never  explained  satisfactorily  the  absence  of  such  "harm"  despite  extensive 
interconnection  with  independent  telephone  companies,  Western  Union,  RCA 
Global,  Western  Union  International.  ITT  WorldCom,  Bell  Canada,  the  Mexi- 
can Telephone  Company,  and  farmers  co-operatives.  Further,  in  respect  of 
technical  capabilities.  Bell  should  be  reminded,  if  only  to  avoid  future 
repetition,  of  the  unprecedented  service  breakdowns  that  plagued  the  metro- 
politan New  York  City  area  in  the  late  1960's.  and  presently  are  impacting 
the  Houston,  Texas  service  area.  Finally,  Bell  is  reminded  that  DATRAN 
has  been  granted  two  significant  U.S.  patents  covering  the  digital  system  it 
has  designed  and  presently  is  putting  in  place. 

Bell  consistently  has  cast  .specialized  common  carriers,  including  DATRAN, 
into  the  "villain's  role"  through  allegations  that  effective  competition  within 
the  private  line  market  will  lead  to,  and  ultimately  result  in,  higher  rates  for 
consumers  of  residential  telephone  service.  Bell  has  publicized  ad  auseam 
that  "the  benefits  competition  will  bring  to  a  few  will  be  achieved  at  a  cost 
to  many."  DATRAN  submits  that  such  allegations  must  fail  for  lack  of  proof 
and.  further,  that  these  indeed  must  fail  because  there  is  persuasive  evidence 
that  private  line  competition  will  achieve  the  opposite  result :  a  lowering  of 
the  cost  of  telephone  service  to  residential  consumers.  The  most  recent  study 
prepared  by  Bell  respecting  its  rate  of  return  by  service  offering  indicates  that 
interstate  private  line  telephone  grade  services  produce  a  rate  of  return  on 
investment  of  4.5  percent.  The  rate  of  return  for  Telpak.  a  discriminatory 
bulk  discount  private  line  offering  introduced  by  Bell  some  15  years  ago.  is 
only  4.9  percent.  On  the  other  hand,  the  rate  of  return  for  MTS.  Bell's  major 
interstate  monopoly   service,   is   8.2  percent.    In   effect.   Bell's   MTS   service  is 
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utilized  to  bring  the  overall  interstate  rate  of  return  up  to  7.7  percent.  Clearly, 
were  Bell  to  eliminate  its  burdensome  private  line  offerings,  lower  MTS 
rates  could,  in  the  long  run,  be  achieved.  Further,  common  Bell  plant  and 
facilities  dedicated  to  both  private  line  and  MTS  service  could  be  dedicated 
exclusively  to  MTS  which  continues  to  grow  at  a  rapid  pace.  Thus,  increas- 
ingly costly  Bell  construction  programs  which  result  in  higher  charges  to 
users  of  monopoly  services  could  be  curtailed. 

Bell's  specious  contention  that  competition  in  the  private  line  market  will  be 
detrimental  to  the  residential  consumer  of  telephone  service  clearly  is  intended 
to  marshall  the  force  and  effect  of  public  opinion  against  DATRAN  and  other 
specialized  common  carriers.  It  is  significant  to  note  in  this  regard  that  the 
burden  of  financial  risk  in  a  competitive  market  properly  should  be  borne  by 
a  competing  company's  shareholders  and  not  its  customers.  To  the  extent  that 
Bell  might  experience  a  diminution  in  revenue  growth  due  to  the  success  of 
specialized  common  carriers,  such  diminution  properly  should  be  reflected  in 
Bell  profits  and,  accordingly,  in  dividend  payments  passed  to  its  shareholders. 
There  is  simply  no  basis  to  contend  that  profit  levels  must  be  maintained  or 
furthered  by  offsetting  any  reduction  in  private  line  revenues  with  increased 
prices  to  Bell's  captive  users  of  its  monopoly  services. 

Bell's  stepped-up  anti-competitive  behavior  in  recent  years  is  neither  sur- 
prising nor  lacking  in  precedent.  Even  a  cursory  examination  of  the  history  of 
the  Bell  System  reveals  a  penchant  toward  conduct  inimical  to  the  prevailing 
economic  philosophy  in  the  United  States. 

A   CENTUKY   OF    MONOPOLY 

The  early  years 

In  1979,  we  shall  witness  the  100th  anniversary  of  the  Bell  System  telecom- 
munications monopoly  in  the  United  States.  In  reviewing  developments  during 
the  past  century,  it  is  altogether  appropriate  and,  indeed,  enlightening  to  re- 
flect upon  how  this  monopoly  was  founded  and  nurtured  and  how,  in  fact,  it 
was  neither  "natural"  nor  based  upon  the  laws  of  economics. 

Essential  to  any  understanding  of  the  development  of  the  Bell  System  during 
its  infant  years  is  the  1938  prepared  by  the  Federal  Communications  Com- 
mission staff  and  Commissioner  Walker,  often  referred  to  as  the  "Walker 
Report."  *  Such  Report  is  significant  not  only  by  virtue  of  what  it  poses  but, 
also,  by  virtue  of  the  fact  that  the  motives  of  those  who  auhored  it  are  beyond 
question  or  challenge. 

The  Walker  Report  noted  that  the  early  years  of  the  Bell  System  were  com- 
prised of  a  series  of  distinct  periods.  During  one  of  the  earliest  of  these 
periods,  there  was  no  competition  in  telecommunications  because  the  Bell 
System  maintained  exclusive  patents  on  telephone  and  related  equipment.  This 
was  a  period  marked  with  few  benefits  to  consumers,  as  Bell  served  only 
urban  areas,  charged  high  prices,  and  made  little  effort  to  encourage  the 
growth  of  the  telephone  system. 

In  1893,  a  large  number  of  competitors  entered  the  telecommunications  field. 
And,  while  Bell  would  contend  that  this  period  of  competition  was  detrimental 
to  the  development  of  domestic  communications,  the  Walker  Report  perceived 
the  situation  quite  differently  : 

"The  most  important  effects  of  the  period  of  free  competition  in  the  telephone 
field  during  the  period  1894-1913,  were  the  following:  expansion  and  populari- 
zation of  telephone  use;  improvement  in  technical  developments;  stimulation 
of  long-distance  telephony  ;  inauguration  of  rural  .service ;  reduction  in  rates ; 
and  duplication  of  facilities."  (Walker  Report,  at  147). 

Clearly,  this  period  of  free  competition  did  not  have,  as  Bell  consistently 
maintains,  a  deliterious  effect  on  the  development  of  telecommunications.  In- 
deed, Commission  statistics  demonstrate  that  this  period  of  free  competition 
was  characterized  by  large-scale  growth  in  the  telephone  industry,  the  expan- 
sion by  independents  into  rural  areas  of  the  Nation,  and  by  rapid  innova- 
tion— all,  characteristics  not  typical  of  the  industry  during  the  period  of  Belli 
System  patent  controls. 

The  period  of  free  competition  in  the  telephone  industry  did  not  long  endure 
as  Bell  early  concluded  that  competition  was  inimical  to  its  corporate  in- 
terests,  both   long  and   short-term.    Its   initial    "competitive   response"    was   to 
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generate  rapid  development  so  as  to  extend  its  grasp,  as  quickly  as  possible, 
into  new  markets  and  thereby  blunt  the  sword  of  competition.  The  Commis- 
sion noted  that : 

"The  Bell  System  resorted  to  a  variety  of  practices  to  supplement  its  policy 
of  expansion  in  meeting  the  competition  of  the  independents  during  the  period 
1894-1906,  inclusive.  These  were:  1.  an  active  propaganda  campaign  against 
independents ;  2.  refusal  to  connect  with  certain  independent  companies  or 
classes  of  companies;  3.  refusal  to  sell  telephone  instruments  to  non-Bell  com- 
panies or  on  the  open  market;  and  4.  attempts  to  control  independent  manu- 
facturers of  telephone  apparatus  and  equipment."    (Walker  Report,  at  152). 

It  is  indeed  remarkable  that  Bell's  turn-of-the-century  "game  plan"  remains 
operational  in  1974  in  its  current  attempt  to  derive  an  identical  competitive 
result. 

After  1907,  the  policy  of  the  Bell  System  w-as  modified  to  curtail  internal 
growth  and  expansion.  Emphasis  instead  was  shifted  toward  an  aggressive 
absorption  of  independent  telephone  companies.  One  of  the  methods  utilized 
by  the  Bell  System  to  accomplish  this  end  was  to  cause  its  financial  backers 
to  flex  their  considerable  muscle  to  prevent  larger  independent  telephone 
companies  from  obtaining  financing  necessary  to  achieve  needed  expansion. 
As  the  Walker  Report  stated  : 

"The  method  was  more  effective  by  bringing  financial  pressure  to  bear 
through  the  Maker-Morgan  group  controlling  the  Bell  System,  upon  other  finan- 
cial organizations  and  institutions  to  which  appeals  were  made  by  various 
independent  organizations  for  adequate  financing.  The  result  was  that  large 
sources  of  investment  capital  in  this  country  were  made  unavailable  to  inde- 
pendents. The  larger  the  independents  became,  the  more  impossible  it  was 
for  them  to  obtain  capital  in  the  large  amounts  required.  This  slow  financial 
strangulation  of  attempts  to  develop  large  competing  Independent  systems  was 
an  important  factor  in  retaining  for  the  Bell  System  its  former  position  of 
monopoly  in  the  telephone  field."  Walker  Report,  at  155.   (Emphasis  added.) 

This  Bell  System  practice  was  effective  as  statistics  demonstrate.  In  1907, 
independents  provided  one-half  million  more  telephone  stations  than  did  the 
Bell  System.  By  1912,  a  scant  five  years  later,  the  Bell  System  was  providing 
1.5  million  more  stations  than  were  independents.  (Census  of  Electrical  In- 
dustries— Telephones,  Bureau  of  the  Census.  1932.) 

It  must  not  be  assumed  that  independents  were  absorbed  quietly  or  willingly 
by  the  Bell  System.  Pressure  was  brought  to  bear  upon  U.S.  Attorney  General 
George  Wickersham  to  halt  Bell's  anticompetitive  practices.  As  a  result  of 
numerous  complaints,  AT&T  vice-president  N.  C.  Kingsbury  met  with  the 
Attorney  General  and,  in  1913,  there  was  established  what  has  come  to  be 
known  as  the  "Kingsbury  Commitment."  Under  such  Commitment,  Bell  agreed 
not  to  seek  to  acqnire  control  over  any  competing  independent  telephone  com- 
pany, and  it  further  agreed  to  connect  its  network  to  those  of  independents 
subject,  of  cour.se,  to  Bell's  own  equipment  standards.  Bell  was  not  precluded 
from  acquiring  non-competing  independent  telephone  companies  at  that  time 
and  it  continued  to  do  so. 

The  effect  of  Bell's  actions  should  immediately  be  apparent.  Bell  mono- 
polized the  denser  and  more  profitable  portions  of  the  Nation  and  abandoned 
rural  and  less  profitable  areas  to  the  independents.  As  the  Walker  Report  has 
noted : 

"The  Bell  System  has  fostered  control  of  the  telephone  industry  through 
the  successful  elimination  of  effective  competition.  Today  the  independent  tele- 
phone companies,  both  operating  and  manufacturing,  on  the  whole  are  weak. 
With  few  exceptions,  they  own  exchanges  in  the  smaller  towns  and  com- 
munities which  are  not  considered  profitable  bv  the  Bell  Sv.stem."  (Walker 
Report,  at  134.) 

In  Bells'  lexicon,  its  own  practices  can  only  be  viewed  as  "cream-skimming" — 
a  charge  it  often  levels  at  those  who  are  seeking  to  compete  against  it. 

There  can  be  little  doubt  that  Bell's  present  attitude  toward  competition 
clo.sely  parallels  its  historical  view.  A  Bell  System  spokesman  was  quoted  as 
stating : 

"A  primary  purpose  of  the  American  Telephone  &  Telepgraph  Company  is 
the  defense  and  maintenance  of  its  position  in  the  telephone  field  in  the  United 
States.  Undertakings  and  policies  must  be  madt  to  conform  to  the  accom- 
plishment of  this  purpo.se.  The  American  Telephone  &  Telegraph  Co.  is  sur- 
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rounded  by  potentially  competitive  interests  which  may  in  some  manner  or 
degree  intrude  upon  the  telephone  field.  The  problem  is  to  prevent  this  in- 
trusion." (Walker  Report,  at  235-236,  quoting  J.  E.  Otterson.) 

The  thrust  of  this  statement  of  corporate  philosophy  is  virtually  indistinguish- 
able from  that  offered  by  AT&T's  Board  Chairman  in  September,  1973,  when 
he  issued  a  public  call "  against  competitive  forces  threatening  to  "intrude 
upon  Bell's  "position  in  the  telephone  field  in  the  United  States." 

The  later  years 

The  Bell  System's  predatory  tactics  against  potential  competition  did  not 
end  with  the  "Kingsbury  Commitment."  Although  a  monopoly  position  was 
virtually  assured  Bell  in  telephony,  telecommunications  progress  resulted  in 
the  development  of  new  areas  in  which  potential  competition  to  Bell  became 
a  likelihood.  For  instance,  there  arose  during  the  late  1940's  an  increasing 
need  for  video  carriage  services  as  television  came  into  vogue.  As  this  was 
a  new  and  rapidly  developing  field,  various  entities  sought  to  gain  entry  to 
provide  such  services.  One  would-be  entrant,  Philso,  unfortunately  was  reliant 
upon  Bell  for  interconnection  in  order  to  provide  end-to-end  coverage.  Bell 
arbitrarily  refused  to  interconnect  with  Philco  during  one  video  transmission 
of  an  NBC  program,  originating  in  Philadelphia,  to  provide  carriage  from 
New  York  to  Boston.  Such  action,  and  the  threat  of  similar  future  actions 
by  Bell,  effectively  forced  Philco  to  withdraw  from  the  video  carriage  market. 
Subsequently,  the  Commission  endorsed  Bell's  monopolization  of  this  new 
telecommunications  market  by  permitting  video  carriage  by  private  carriers 
only  when  no  established  carrier  services  were  available. 

In  1959,  the  Commission  adopted  its  so-called  Above  890  MHz  Decision 
(Docket  F.C.C.  No.  11866)  which  provided  that  users  of  private  line  services 
could  construct  their  own  private  microwave  systems  to  satisfy  their  com- 
munications needs.  The  FCC  specifically  rejected  Bell  contentions  that  the 
radio  spectrum  should  be  reserved  exclusively  for  common  carrier  services 
and  that  Bell  should  be  protected  from  this  form  of  "competition." 

Having  failed  to  prevent  adoption  of  this  Commission  decision,  Bell  reacted 
by  filing  its  "Telpak"  tariffs  as  a  matter  of  "competitive  necessity."  These 
tariffs  offered  discounts  ranging  from  51%  to  85%  for  the  bulk  purchase  of 
private  lines  and  were  intended  to  cause  potential  builders  of  private  micro- 
wave networks  to  forego  such  an  effort.  While  Bell  argued  that  cost  con- 
siderations warranted  the  huge  discounts,  the  Commission  found  Bell's  alle- 
gations of  Telpak  cost  justification  to  be  without  merit.  On  the  basis  of  its 
studies  of  Bell's  costs,  the  Commission  concluded  that : 

".  .  .  TELPAK  and  the  other  private  line  services  are  like  communication 
services,  and  that  there  are  no  material  cost  differences  between  such  services 
furnished  under  TELPAK  on  a  volume  basis  and  those  furnished  under  the 
other  private  line  tariffs  on  a  circuit-by-circuit  basis."  {In  the  matter  of 
TELPAK  (Tentative  Decision)  38  F.C.C.  370,  at  381.) 

The  Telpak  tariff  was  concluded  to  be  discriminatory  and  unjustified  in  terms 
of  costs.  The  Commission  disallowed  a  half-portion  of  the  tariff,  but  permitted 
the  other  half  to  remain  effective  on  the  ground  of  "competitive  necessity", 
notwithstanding  its  discriminatory  nature.  The  Commission,  however,  reserved 
judgment  on  whether  the  operational  portion  of  the  Telpak  tariff  was  com- 
pensatory. 

Significantly,  the  Commission  noted  that  Telpak  effectively  inhibited  the 
development  of  private  microwave  systems  : 

"As  noted,  a  number  of  intervenors  other  than  the  principal  parties  presented 
evidence  in  the  proceeding.  These  intervenors  were,  with  one  exception,  users 
of  TELPAK  service,  and  the  bulk  of  their  evidence  was  directed  to  the  benefits 
which  they  derived  from  the  TELPAK  schedule.  They  generally  indicated 
that,  ab.sent  TELPAK.  they  would  give  serious  consideration  to  the  use  of 
private  microwave  systems."  (38  FCC  at  395,  note  7.) 

The  TELPAK  rate  in  the  operational  portion  of  the  tariff  never  has  been 
ruled  compensatory — even  some  14  years  after  its  initial  filing  at  the  Com- 
mission— and  there  is  persuasive  evidence  that,  at  the  time  of  its  inception. 


2  "An    Unusual    Obligation."    Speech    delivered    by    J.    D.    deButts    to    NARUC    Annual 
Convention,  Seattle,  Wash.,  Sept.  20,  1973. 
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it  was  not  compensatory.  In  1964,  the  Commission  ordered  Bell  to  prepare 
the  "Seven  Way  Cost  Study"  designed  to  measure  the  full  costs  of  providing 
each  of  Bell's  services.  This  study  resulted  in  a  finding  that  Telpak  provided 
a  rate  of  return  of  O.S%l  Even  now — ten  years  after  the  Seven  Way  Cost 
Study — the  most  recent  available  study  prepared  by  Bell  for  the  Commission 
(August,  1972)  discloses  that  Telpak's  rate  of  return  is  a  mere  4.9%.  Since 
Bell's  rate  of  return  for  MTS,  a  monopoly  service,  was  8.2%  during  the 
same  time  period,  the  conclusion  is  inescapable  that  users  of  Bell  monopoly 
services — and  not  Bell  Sharelholders — are  underwriting,  and  doubtless  will 
continue  to  underwrite,  Bell's  competitive  service  offerings. 

Apart  from  the  question  of  the  extent  to  which  users  of  Bell  monopoly 
services  bore  the  brunt  of  Bell's  Telpak  offering,  it  is  apparent  that  Bell 
successfully  forestalled  the  development  of  private  microwave  networks.  In 
1966,  the  Commission  concluded  that  implementation  of  private  microwave 
had  been  "modest"  and  "almost  totallj  in  remote  and  rural  areas."  {In  the 
Matter  of  Rule  Amendments  to  Permit  Cooperative  Sharing  of  Operational 
Fixed  Stations,  4  FCC  2d  406,  415,  1966.)  Clearly,  Bell  was  as  successful  in 
suppressing  private  microwave  as  it  was  in  suppressing  the  development  of  the 
independent  telephone  industry. 

The  devastating  impact  of  Telpak  upon  the  Western  Union  Telegraph  Com- 
pany, whether  intended  or  otherwise,  is  worthy  of  notice.  The  Commission 
stated  that : 

".  .  .  the  application  of  such  rates  has  diverted  substantial  amounts  of 
revenue  from  Western  Union.  For  example,  uncontroverted  evidence  indicates 
that  as  of  April  1962,  Western  Union  had  lost  an  estimated  $1.8  million  in 
revenue  from  customers  who  had  shifted  their  communication  requirements 
to  AT&T  because  of  the  lower  TELPAK  rates  and  an  estimated  amount  of 
over  $4  million  was  in  immediate  jeopardy."  (In  the  Matter  of  Telpak  (Ten- 
tative Decision)  38  F.C.C.  310,  at  394-395.) 

In  its  "Report  of  the  Telephone  and  Telegraph  Committees  in  the  Domestic 
Telegraph  Investigation"  (1966),  the  Commission  concluded  that  Bell's  rates 
for  services  competitive  to  those  offered  by  Western  Union  were  apparently 
deficient,  when  it  stated  : 

"Instead,  the  data  disclosed  that,  for  each  period  in  which  a  cost  study 
was  requested  by  the  Commission,  the  Bell  System's  earnings  level  appeared 
to  be  deficient  in  areas  where  direct  competition  existed  between  Western 
Union  and  AT&T.  Further,  the  record  shows  that  AT&T  did  not  appear  to 
have  adequate  information  upon  which  to  determine  the  level  of  earnings  by 
service,  aside  from  those  periods  for  which  cost  studies  were  made  at  the 
direction  of  the  Commission  and  that  the  telephone  company  made  no  effective 
effort  to  determine  the  relative  profitability  of  its  telegraph  service."  (Report, 
at  207) 

Without  ascribing  improper  motives  to  Bell  (but  in  language  so  clear  that 
appropriate  inferences  may  be  drawn),  the  Commission  posited  the  anticom- 
petitive effect  of  Bell's  actions  : 

"If  the  consistently  low  patterns  of  earnings  for  the  competitive  services 
proves  to  be  indefensible,  then  the  Bell  procedures  will  have  confined  or 
limited  the  competitive  threat  of  the  only  other  common  carrier  capable  of 
supplying  the  telegraph  and  record  needs  of  the  consumer."  (Report,  at 
207.) 

The  recent  years 

In  the  terminal  equipment  field,  Bell  long  was  successful  in  warding  off 
would-be  competition  by  barring  "foreign  attachments"  from  its  network  by 
virtue  of  tariff  provisions  given  the  force  and  effect  of  law.  When  such  in- 
hibiting tariff  provisions  were  challenged  directly,  they  ultimately  were 
struck  down  as  unreasonable  and  unjustified  on  the  ground  that  sweeping 
prohibitions  on  all  attachments  failed  to  render  a  distinction  between  those 
which  were  harmful  and  those  which  were  not  harmful  to  the  telephone 
network. 

It  would  be  a  mistake,  however,  to  assume  that  removal  of  the  inhibitive 
Bell  tariff  provisions  resolved  the  controversy.  Bell  quickly  rebounded  with 
new  tariff  provisions  which  required  that  interconnection  of  non-Bell  terminal 
equipment  be  accomplished  only  through  "connecting  arrangements"  installed 
and  maintained  by  Bell.  While  these  devices  allegedly  protect  the  telephone 
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network  from  excess  voltage  and  improper  signals  as  may  be  generated  by 
non-Bell  equipment,"  it  is  evident  that  their  required  utilization  increases  the 
costs  associated  with  use  of  non-Bell  terminals  and,  further,  obliged  users 
of  non-Bell  terminals  to  divulge  proprietary  information  to  Bell  respecting 
their  communications  configurations. 

In  order  to  ascertain  the  need,  if  any,  for  this  Bell-imposed  requirement 
of  "connecting  arrangements,"  the  Commission  instituted  its  Docket  FCC 
No.  19528  in  1972.  Lest  its  motives  be  mistaken,  the  Commission,  at  the 
outset  of  the  proceeding,  made  it  abundantly  clear  that  its  objective  was  to 
determine  whether  greater  "liberalization"  of  Bell's  interconnection  restric- 
tions would  be  in  the  public  interest.  Essentially,  the  Commission  is  looking 
toward  the  removal  of  any  and  all  barriers  to  the  interconnection  of  non- 
Bell  equipment  to  the  telephone  network-  Virtually  every  manufacturer  of 
terminal  equipment  has  opposed  current  tariff  restrictions  on  interconnection 
as  unreasonable  and,  in  lieu  thereof,  has  urged  that  an  appropriate  certi- 
fication program  be  adopted  with  a  view  toward  permitting  the  direct  inter- 
connection of  non-Bell  equipment  to  the  telephone  network  once  such  equipment 
is  certified  as  meeting  technical  standards  established  to  maintain  the  integrity 
of  the  network.  Bell,  as  might  be  expected,  has  chosen  to  characterize  any 
removal  of  remaining  tariff  restrictions  as  likely  to  lead  to  "uncontrolled 
interconnection"  which,  by  mere  choice  of  language,  connotes  a  disastrous 
consequence. 

In  its  specialized  carrier  decision,  the  Commission  concluded  that  the 
public  interest  would  be  served  if  competition  were  introduced  into  limited 
sectors  of  the  total  communications  market.  Implicit  in  this  conclusion  was 
the  Commission's  finding  that  certain  segments  in  the  communications  market 
were  ill-served  by  established  common  carriers  and  that  the  introduction  of 
a  competitive  environment  could  serve  to  eliminate  service  voids  and  defi- 
ciencies by  rendering  available  novel  channel  communications  service  offerings 
from  new  suppliers,  and  by  motivating  the  established  common  carriers  to 
respond  to  the  needs  of  market  segments  long  ignored  in  a  monopoly  en- 
vironment. 

For  the  Federal  Communications  Commission  to  equate  furtherance  of  the 
public  interest  in  efficient  and  economic  communications  with  the  introduction 
and  maintenance  of  a  competitive  environment  within  which  certain  com- 
munications goods  and  services  might  be  offered  is  extremely  significant. 
Such  Commission  action  clearly  repudiates  what  Bell  terms  "the  common 
carrier  principle"  which,  translated  into  its  essence,  means  "monopoly"  pro- 
vision of  communications  service. 

Were  the  Bell  System  truly  an  efficient  and  economic  supplier  of  communi- 
cations products  and  services,  users — particularly  business  subscribers — would 
not  be  turning  to  independent  terminal  equipment  suppliers  in  large  numbers, 
nor  would  these  be  looking  to  specialized  common  carriers,  to  provide  channel 
services  designed  specifically  to  accommodate  modern  business  needs.  Clearly, 
it  would  be  a  mistake  of  the  gravest  nature  to  entrust  the  Bell  System  with 
primary  responsibility  for  the  development  of  future  communications  products 
a"d  services.  Its  past  performance  in  respect  of  product  and  service  develop- 
n^-^nt  discloses  a  sorry  record. 

The  Commission  first  was  appraised  of  the  nature  and  extent  of  disenchanted 
market  segments  through  its  1966  Computer /Communications  Inquiry  (Docket 
FCC  No.  16979).  Such  market  segments  consisted  primarily  of  data  processors 
who,  in  the  latter  1960's  increasingly  turned  to  communications  service  offer- 
ings to  enhance  their  developing  data  processing  networks.  Never  a  con- 
tentious lot  and  usually  preoccupied  with  the  massive  efforts  necessary  to 
accommodate  their  digital  computer  systems  and  networks  to  an  analog 
communications  netw^ork  (with  inadequate  plant,  rate  concepts  and  tariff 
practices  designed  for  voice  communications),  these  organizations — both  manu- 
facturers  and   users — availed   themselves   of   the  unique  opportunity   afforded 


3  Such  "connecting  arrangements"  are  not  required  when  Bell  equipment  (or  equip- 
ment purchased  bv  Bell  companies  from  equipment  manufacturers  other  than  Western 
Electric)  is  interconnected  to  the  telephone  network.  The  inference  naturally  arises  that 
Bell  equipment  is  technically  superior :  however,  there  Is  no  basis  to  support  such  an 
inference. 
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by  the  Commission  in  its  Inquiry  *  to  set  into  record  the  shortcoming  of 
established  carrier  offerings  and  practices.  Without  exception,  these  organiza- 
tions asserted,  in  1968,  that  established  carrier  service  offerings,  philosophies 
and  operating  policies  were  inadequate  in  termst  of  the  then  existing  and 
projected  needs  of  the  computer  industry. 

While  the  issues  set  forth  in  the  Computer/Communications  Inquiry  per- 
taining to  the  aforementioned  inadequacies  of  carrier  service  offerings  and 
practices  were  treated  peripherally  and  summarily  by  the  Commission  in 
both  its  Tentative  Decision  and  its  Final  Decision  therein,  there  is  little 
doubt  that  the  overwhelming  negative  response  of  computer  industry  spokes- 
men was  a  significant  factor  leading  to  the  initiation  of  the  Specialized 
Common  Carrier  Inquiry  (Docket  FCC  No.  18920)  in  1970.  Further,  there  is 
little  doubt  that  the  inability  and  unwillingness  of  the  established  carriers 
to  serve  or  to  seek  to  serve  adequately  this  emerging  data  processing  market 
was  a  principal  factor  underlying  the  formulation  and  adoption  of  Commission 
policy  in  1971  calling  for  the  establishment  of  a  competitive  environment.  In 
referring  to  DATRAN's  then  pending  applications  in  its  specialized  carrier 
decision,  the  Commission  recognized  the  uniqueness  of  DATRAN's  proposal 
to  construct  and  operate  a  communications  network  designed  specifically  for 
digital  transmission  when  it  stated  : 

"DATRAN  proposes  to  construct  an  all  digital  technology  data  transmission 
system  which  would  avoid  the  necessity  of  converting  digital  signals  to  analog 
and  back  again.  It  is  offering  service  features  designed  to  meet  the  special 
requirements  of  data  transmission  users,  e.g.,  lower  costs,  end-to-end  com- 
patibility, rapid  connection,  high  reliability,  simultantous  two-way  transmis- 
sion, a  wide  selection  of  switched  speed  offering,  a  low  incidence  of  network 
busy  conditions,  interconnection  flexibility  for  user-provided  facilities,  asym- 
metry, etc.  .  .  .  Other  applicants,  while  proposing  to  use  analog  or  analog/ 
digital  transmission  techniques,  propose  to  offer  both  voice  and  non-voice 
services  with  facilities  more  closely  designed  to  the  requirements  of  trans- 
mitting data  and  other  non-voice  traffic. 

******* 

The  service  and  facilities  proposed  by  DATRAN  are  markedly  different 
from  those  proposed  by  any  other  applicant.  It  alone  has  proposed  a  switched, 
all  digital  end-to-end  network  (including  digital  local  distribution  facilities) 
exclusively  for  data  transmission."  (29  F.C.C.  2d  907,  908.) 

Bell's  reaction  to  the  Commission's  determination  that  the  public  interest 
would  be  served  by  competition  in  certain  market  segments  has  been  to  oppose, 
at  every  opportunity,  the  establishment  of  effective  competition  and,  signifi- 
cantly, to  revise  its  service  offerings  in  an  attempt  to  preempt  the  competitive 
market  before  specialized  common   carriers  are  able  to  establish   themselves. 

Bell  resisted  interconnection  with  specialized  carriers  even  after  the  Com- 
mission had  ordered  such  in  its  .specialized  carrier  decision.  In  September 
1973,  Bell  announced  that  it  would  provide  only  local  distribution  facilities 
to  specialized  carriers,  and  that  such  facilities  would  be  provided  under  tariffs 
filed  with  state  regulatory  agencies  rather  than  the  Commission.^ 

In  agreeing  to  provide  only  local  distribution  facilities  to  the  specialized 
carriers,  Bell  effectively  intended  to  exclude  specialized  carriers  from  a  sig- 
nificant portion  of  the  private  line  market — private  line  switched  services — 
which  market  portion  can  only  be  served  presently  through  interconnection 
with  Bell  facilities  because  of  the  limited  level  of  specialized  carrier  develop- 
ment. Such  Bell  action  was  in  violation  of  the  Commission's  specialized  carrier 
decision  and  in  further  violation  of  a  letter  from  Commission  Chairman  Burch 
ordering  Bell  to  provide  interconnection  for  nil  tariffed  specialized  carrier 
.services.  When  Bell  continued  to  balk  at  providing  such  interconnection,  the 
Commission  was  forced  to  issue  a  show  cause  order  demanding  that  Bell 
justify  its  refusal  to  supply  the  requested  services.  Subsequent  to  a  Commission 


*  Items  G.  H.  and  I  therein  pertaining,  respectively  to  questions  Involving  the  adequacy 
of  then-existing  rate  structures,  regulations  and  practices  contained  In  tariff  schedules ; 
the  need  for  new  common  carrier  tariff  offerings  or  services  ;  and  the  respects  in  which 
then-existing  transmission  facilities  were  inadequate  to  meet  the  requirements  of  com- 
puter technology,  Including  accuracy  and  speed. 

^  Subsequently,  the  Commission  ruled  that  such  tariff  provisions  must  be  filed  with  it. 
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proceeding  in  respect  of  its  show  cause  order,  the  Commission  again  ordered 
Bell  to  supply  specialized  common  carriers  with  "the  interconnection  facilities 
essential  to  the  rendition  of  all  their  presently  or  hereafter  authorized  inter- 
state and  foreign  communications  services  .  .  .".  Bell  has  appealed  this  Com- 
mission order  to  the  courts. 

In  October  1973,  Bell  petitioned  the  Commission  to  institute  an  evidentiary 
hearing  into  the  "regulatory  and  policy  problems  presented  by  the  licensing 
and  proliferation  of  competing  common  carriers."  Pending  the  outcome  of 
such  proceeding.  Bell  requested  that  the  Commission  defer  granting  further 
applications  for  facilities  to  specialized  common  carriers,  domestic  satellite 
carriers,  and  miscellaneous  common  carriers  providing  video  services.  This 
formal  Bell  action  clearly  was  the  outgrowth  of  its  Board  Chairman's  Sep- 
tember 1973  speech  wherein  he  called  for  "a  moratorium  on  further  experi- 
ments in  economics." 

In  December  1973,  the  Commission  rejected  Bell's  petition  as  unwarranted 
in  the  circumstances,  concluding  that  the  operation  of  two  carriers  on  two 
separate  routes  for  a  relatively  short  period  of  time  did  not  provide  suflB- 
cient  experience  to  evaluate  the  Commission's  competitive  policy  or  its  under- 
lying rationale. 

bell's  hi-lo  revisions  and  dataphone  digital  service  applications — 
measures  designed  to  undermine  competition 

Each  of  the  recent  Bell  maneuvers,  just  described,  evidence  deliberate 
tactics  intended  to  delay  or  otherwise  impede  the  commencement  of  opera- 
tions by  competing  specialized  common  carriers.  Problematical  as  these  were 
and,  indeed,  as  they  continue  to  be,  they  nowhere  approach  in  magnitude  the 
overwhelming,  direct  assault  upon  a  competitive  environment,  as  envisioned 
by  the  Commission,  as  do  Bell's  so-called  "Hi-Lo"  rato  revisions  and  its  Data- 
phone  Digital  Service  applications.  If  the  Commission  or  the  courts  determine 
and  conclude  that  these  two  Bell  "responses"  to  competition  are  justified,  then 
it  is  highly  unlikely  that  specialized  common  carriers  will  be  able  to  survive. 
With  this  the  case,  Bell  will  prevail  and  monopoly  provision  of  domestic 
telecommunications  will  remain  the  reality  of  the  marketplace. 

The  Hi-Lo  rate  revisions 

In  November  1973,  Bell  introduced  its  so-called  Hi-Lo  private  line  rate 
revisions.  Such  revisions  became  effective  on  June  13,  1974,  notwithstanding 
the  ordering  of  a  formed  Commission  hearing  to  investigate  into  the  law- 
fulness of  such  rate  revisions.  Under  Hi-Lo,  Bell  has  abandoned  the  tradi- 
tional concept  of  uniform  "nationwide"  rate  averaging  for  certain  concept 
of  uniform  "nationwide"  rate  averaging  for  certain  of  its  private  line  com- 
munications services.  Traditionally,  costs  allegedly  incurred  by  Bell  in  pro- 
viding its  services  were  averaged  over  the  "entire  Nation," '  and  rates  based 
upon  such  costs  were  likewise  averaged. 

Essentially,  Hi-Lo  represents  cost  averaging  and  rates  based  thereon,  not 
over  the  entire  higher  density  portion  of  the  Nation  which  Bell  serves  but, 
rather,  over  two  cost  zones  therein — high  density  and  low  density.  Asserting 
that  high  density  zones — urban  areas — are  cheaper  to  serve  than  are  low 
density  or  rural  zones.  Bell  has  repriced  certain  of  its  private  line  services 
so  as  to  result  in  lower  charges  in  urban  areas  and  higher  charges  in  rural 
areas  for  the  same  communications  service. 

Bell  contends  that  its  Hi-Lo  revisions  are  proper  in  all  respects  on  the 
grounds  that  Hi-Lo  price  differentials  axe  more  directly  related  to  costs,  and 
that  the  revisions  will  place  Bell  in  a  better  position  to  meet  the  potential 
competitive  challenge  of  specialized  common  carriers. 

Under  pertinent  Commission  statute  and  rules,  the  burden  resides  in  Bell 
to  justify  these  rate  revisions.  As  contended  by  the  various  parties,  including 
the  Commission's  own  Common  Carrier  Bureau,  in  the  Hi-Lo  proceeding  now 
pending  before  the  Commission,  Bell  has  failed  to  justify  its  revisions 
based  upon  cost  and  other  factors  and,  in  the  absence  of  such  justification. 


8  Bell  does  not,  in  fact,  serve  the  entire  Nation ;  rather,  it  serves  only  the  higher 
density,  more  profitable  portions  of  the  Nation.  This  is  evident  by  the  fact  that  Bell 
provides  approximately  83  percent  of  the  telephones  in  use  in  the  United  States  although 
its  service  areas  total  a  mere  42  percent  of  the  contiguous  United  States  in  geographical 
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it  has  failed  to  allege  and  prove  that  such  revisions  are  warranted  by 
by  "competitive  necessity." 

By  virtue  of  the  overwhelming  nature  of  the  Hi-Lo  revisions,"  Bell  has 
virtually  preempted  the  hiarket  within  which  a  competitive  environment,  in 
the  public  interest,  was  intended  to  operate.  Unless  the  Hi-Low  revisions  are 
rejected  by  the  Commission,  it  is  doubtful  whether  meaningful  competition 
will  ever  arise. 

Bell's  Hi-Lo  revisions  are  clearly  an  arbitrarily  derived  vehicle  intended 
to  accomplish  market  preemption,  and  the  record  before  the  Commission  so 
discloses.  Indeed,  scrutiny  of  the  purported  cost  justification  of  Hi-Lo  renders 
such  as  suspect  as  that  previously  submitted  by  Bell  in  behalf  of  its  Telpak 
offering.  For  example,  Bell  asserts  that  the  lower  Hi-D  rate  applicable  within 
those  centers  where  competition  is  anticipated  is  justified  by  the  lower  unit 
cost  of  transmission  facilities  between  Hi-D  centers.  Yet,  Bell  does  not  take 
into  account  a  "fill  factor"  *  for  such  facilities,  and  thus  any  assertion  of  lower 
unit  cost  has  not  been  demonstrated.  Additionally,  Bell  does  not  assure  that 
all  high  density  to  high  density  transmissions  will  occur  over  high  capacity 
("cheaper")  facilities.  Thus,  to  the  extent  that  lovi^  capacity  facilities  are,  in 
fact,  utilized  for  transmissions  for  which  lower  Hi-D  rates  are  charged,  the 
cost  picture  is  distorted.  Further,  Bell  makes  no  attempt  to  deaverage  costs  for 
local  distribution  facilities — a  significant  cost  element  within  either  Hi-D  or 
Lo-D  centers  in  terms  of  the  total  price  charged  by  Bell  for  end-to-end  service. 
Unlike  transmission  facilities,  local  distribution  facilities  are  not  subject  to 
competitive  forces  at  this  time  and,  significantly,  it  is  hghly  probable  that  the 
cost  of  provding  such  local  distribution  facilities  in  Hi-D  urban  areas  is 
greater  than  the  cost  associated  with  providing  same  in  Lo-D  rural  areas. 
Thus,  a  failure  to  deaverage  local  distribution  facilities  further  distorts  the 
cost  picture  alleged  by  Bell.  Finally,  Bell  has  vastly  overestimated  the  mar- 
ket penetration  and  revenue  diminution  that  specialized  common  carriers  will 
bring  to  bear  upon  it.  Having  done  so.  Bell  then  proceeded  to  fashion  a  com- 
petitive response  aimed  toward  a  non-existent  "level  of  competition."  The  net 
effect,  of  course,  will  be  a  severe  weakening  of  the  ability  of  Bell's  would-be 
competitors  to  gain  a  foothold  in  the  private  line  telephone  market  in  order 
to  compete. 

Clearly,  Bell's  Hi-Lo  revisions  are  in  the  tradition  of  Telpak  and  earlier 
Bell  moves  to  eliminate  independent  telephone  companies.  The  objective  now  is 
to  eliminate  specialized  common  carriers  which,  in  Bell's  philosophy,  may 
"intrude  upon  the  telephone  field." 

Dataphone  Digital  Service 

In  many  respects.  Bell's  direct  competitive  response  to  DATRAN,  Data- 
phone  Digital  Service,  is  a  classic  and  visible  example  of  the  monopolist's 
ability  to  obstruct  and  impede  those  who  would  compete  against  it. 

Commencing  with  DATRAN's  original  1969  Commission  application,  Bell 
continually  has  taken  the  position  that  there  existed  no  unsatisfied  need  for 
digital  communications  any,  moreover,  that  it  was  willing  and  able  to  serve 
any  future  needs  that  might  arise.  In  fact,  as  late  as  September  20,  1972,  a 
Bell  System  advertisement  stated : 

"The  Bell  System  is  committed  to  meet  all  the  Nation's  need  for  digital  data 
transmission."   (Emphasis  added). 

When  questioned  by  the  Commission  concerning  this  assertion.  Bell  replied 
that  it  was  not  its  intention  to  preclude  competition.  However,  the  impact  of 
this  Bell  "commitment"  upon  the  financial  community  and  potential  users  of 
DATRAN  digital  services  was  substantial  in  its  inhibiting  effect. 

In  view  of  the  fact  that  proposed  DATRAN  operations  would  precede  Bell's 
own  digital  time-table  by  several  years.  Bell  developed  its  so-called  "DUV" 
(Data  Under  Voice)  technology  as  a  stop-gas  measure  designed  apparently  for 
temporary  use  until  such  time  as  the  deevlopment  of  its  earlier  planned 
digital  technology  was  completed.  Earlier  Bell  plans  to  utilize  the  LMDS  and 
2ARDS  systems  were  shelved  or,  possibly,  even  abandoned  by  Bell  thereby 
resulting  in  losses  in   millions   of  dollars  for  research  and  development  ex- 


'  High  density  centers  within  which  lower  rates  are  charged  by  Bell  consist  of  370 
points.    Specialized   Common   Carriers  presently  propose  to  serve  only  about  200  points. 

s  The  fill  factor  indicates  how  much  of  a  given  facility's  capacity  is  used  for  revenue 
producing  purposes.  Unfilled  capacity,  of  course,  results  In  higher  unit  costs  over  a 
facility. 
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penditures  previously  associated  with  these  particular  systems.  Not  only  are 
such  costs  plowed  into  Bell's  rate  base  for  purposes  of  ultimate  payment  by 
Bell  ratepayers,  but  the  use  of  DUV  technology,  DATRAN  estimates,  will 
cause  Bell  to  forego  revenues  in  the  range  of  $250  million  over  the  next  eight 
years  because  the  frequency  spectrum  to  be  used  for  provision  of  Dataphone 
Digital  Service  is  equally  well  suited  for  the  provision  of  more  profitable  voice 
services.  In  effect.  Bell  is  hoarding  the  frequency  spectrum  for  future  data 
use  rather  than  utilizing  it  now  for  voice — this,  at  a  time  when  Bell  is 
expending  in  the  range  of  $10  billion  annually  to  expand  its  plant  facilities. 

Additionally,  the  development  of  DUV  as  a  stop-gap  measure  at  this  time 
raises  serious  technical  questions  as  to  its  compatibility  with  future  Bell 
digital  systems. 

In  view  of  all  the  circumstances  surrounding  Bell's  introduction  of  Data- 
phone  Digital  Service,  there  is  persuasive  evidence  that  it  and  its  underlying 
technology  were  hastily  drawn  by  Bell  to  meet  potential  competitive  exigencies 
because  of  Bell's  failure  to  estimate  accurately  the  increasing  extensive  needs 
of  data  users  and  the  extent  of  their  particular  disdain  for  the  ineflSciencies 
inherent  in  Bell's  voice  network. 

It  should  be  noted  that  Bell's  reaction  to  proposed  DATRAN  services  was 
not  limited  merely  to  the  hasty  development  of  an  interim  digital  program. 
As  early  as  1972,  Bell  undertook  a  massive  Nationwide  advertising  campaign 
to  promote  its  digital  service.  Such  campaign  was  undertaken  well  before  such 
service  was  authorized  by  the  Commission  and,  thus,  well  before  it  could  be 
implemented.  At  least  one  advertisement  was  aired  during  a  nationally-tele- 
vised football  game.  Additionally,  Bell  conducted  a  massive  customer  "survey" 
of  digital  data  needs.  Bell  representatives  worked  with  customers  to  "plan" 
use  of  digital  service — service  for  which  Bell  had  not  yet  even  applied  for 
Commission  authorization.  Even  now,  as  DATRAN  is  preparing  to  implement 
its  innovative  digital  switch.  Bell  is  conducting  a  Nationwide  marketing 
"survey"  to  assess  and  evaluate  switched  digital  needs. 

While  these  Bell  tactics  would  seem  to  be  proper  at  first  impression,  they 
must  be  evaluated  within  the  context  of  a  market  in  which  DATRON  was 
destined  to  be  the  first  supplier  of  digital  data  services.  Such  tactics  have  re- 
sulted in  DATRON  prospects  assuming  a  "wait-and-see"  attitude  and,  even 
more  significantly,  these  have  caused  the  financial  community,  the  support  of 
which  is  critical  to  DATRAN  during  its  start-up  phase,  to  balk  at  rendering 
commitments  to  DATRAN.  These  circumstances  are  somewhat  analogous  to 
those  which  arose  when  IBM,  in  response  to  Control  Data  Corporation's 
development  of  a  large-scale  general  purpose  computer  in  the  mid-1960's, 
announced  its  "intention"  to  develop  and  market  a  like  large-scale  processor. 
This  mere  announcement  by  IBM,  without  more,  "froze"  Control  Data  pros- 
pects into  inaction  and  resulted  eventually  in  particularly  damaging  and 
measurable  consequences  to  Control  Data. 

The  rates  developed  and  proposed  by  Bell  for  its  Dataphone  Digital  Service 
are  predatory  and  thus  inimical  to  competition  irrespective  of  the  Bell  costing 
principles  utilized.  As  DATRAN  has  informed  the  Commission : 

"Even  if,  arguendo,  we  accept  Bell's  basic  methodology  and  objectives, 
the  erroneous  assumptions  regarding  specialized  common  carrier  rates,  geo- 
graphical penetration  and  market  behavior  functions  result  in  rates  approx- 
imately 63%  below  the  necessary  to  capture  the  market  share  'projected'  by 
Bell.  If  AT&T  noiv  prices  its  proposed  service  on  the  basis  of  fact,  instead  of 
unfounded  assumptions,  contribution  will  be  substantially  increased  with  no 
loss  of  'projected'  market  share.  Moreover,  if  the  rate  structure  is  not  adjusted, 
AT&T  will  capture  100%  of  the  market  at  a  rate  level  approximately  26% 
lower  than  necessary.  Thus  AT&T's  proposed  rates  are  predatory." 

Thus,  Bell  has  pegged  its  proposed  Dataphone  Digital  Service  rates  26  per- 
cent lower  than  the  level  Bell  believes  is  necessary  to  capture  100  percent  of 
the  relevant  market.  Indeed,  what  has  been  characterized  as  a  "competitive 
response"  is,  in  fact,  something  quite  different. 

What  is  particularly  distressing  to  DATRAN  and  others  seeking  to  com- 
pete within  communications  markets  where  monopoly  is  neither  natural  nor 
justified  is  the  difficulty  in  causing  Bell  to  account  for  its  rate  programs  in 
terms   of   service   costing   and   the  extent   to   which   users   of   Bell   monopoly 
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services  subsidize  or  underwrite  Bell  competitive  services.  In  both  its  Hi-Lo 
rate  revisions  and  its  Dataplione  Digital  Service  proposals,  Bell  has  focused 
on  the  objectives  to  be  reached,  has  drawn  its  rates  and  tariffs  to  achieve  those 
objectives,  and  then  has  manipulated  theory  and  data  to  support  its  precon- 
ceived rate  and  tariff  program.  It  is  no  secret,  as  this  Subcommittee  has  been 
informed  by  others  appearing  before  it,  that  the  Commission,  like  DATRON 
and  others,  has  encountered  severe  diflBculty  in  seeking  to  separate  fact  from 
fantasy  respecting  Bell's  ratemaking  philosophy  and  practices. 

CONCLUSION 

DATRAN  expresses  its  gratitude  to  this  Subcommittee  for  persevering  to 
establish  a  most  significant  and  revealing  record  respecting  Bell's  anticom- 
petitive conduct.  DATRAN  supports  generally  this  Subcommittee's  belief  that 
redress  for  Bell  misconduct  may  be  achieved  through  Congressional  rather 
than  court  or  Commission  action.  However,  DATRAN  believes  it  must  pursue 
available  remedies  in  any  appropriate  forum  and  it  will  continue  to  do  so. 

For  some  five  years,  DATRAN  has  realized  that  Bell,  by  its  overwhelming 
presence  and  overt  conduct,  is  predisposed  toward  stiflng  competition  in  the 
private  line  voice  and  digital  communications  market.  Its  motives  are  apparent 
in  its  unjustified  Hi-Lo  rates,  its  DUV  technology,  its  Dataphone  Digital 
Service  Rates,  its  advertising  practices  and  its  incessant  call  for  monopoly. 
Its  motives  are  further  apparent  in  its  litigious  stance  taken  toward  Com- 
mission decisions  favorable  to  competition,  and  in  its  discriminatory  local 
distribution  and  interconnect  practices. 

Bell's  motives  are  understood,  as  may  be  witnessed  in  the  number  of  pri- 
vate antitrust  suits  filed  recently  against  Bell,  and  by  virtue  of  the  fact  that 
the  Department  of  Justice  apparently  is  making  detailed  inquiry  into  Bell's 
behavior. 

The  success  of  Bell  policies  implemented  in  consequence  of  its  motives  are 
evident  to  DATRON  in  light  of  digital  data  prospects  "lost"  to  Bell  even 
though  AT&T  is  not  yet  authorized  to  offer  digital  services.  It  is  further  seen 
in  DATRAN's  difiiculty  in  obtaining  financing  which,  at  least,  must  be  attrib- 
uted in  part  to  a  prevailing  belief  held  in  the  financial  community  that  Bell 
will  win  its  declared  war  on  competition. 

The  Congress  should  endeavor  to  establish  a  definitive  competition  policy 
in  National  communications  with  respect  to  those  telecommunications  sub- 
markets  VA'here  experience  has  indicated  that  competition  will  better  serve 
the  public  interest.  Congress  should  support  this  policy  with  such  legislation 
as  may  be  necessary  to  assure  an  industrial  structure  and  environment 
within  which  competition  may  survive. 


American  Telephone  &  Telegraph  Co., 

Washington,  D.C.,  September  19,  1974. 
Hon.  Philip  A.  Hart, 

Chairman,  Subcomtmttee  on  Antitrust  and  Monopoly,  Committee  on  the  Judici- 
ary, Russell  Senate  Office  Building,  Washington,  B.C. 
Dear  Senator  Hart  :  Enclosed  find  copies  of  response  on  behalf  of  the  Bell 
System  to  Statement  of  Data  Transmission  Company  which  I  would  appreciate 
your  filing  and  inserting  in  the  record  on  the  hearings  on  S.  1167  as  they  pertain 
to  communications. 

Very  truly  yours, 

Douglas  B.  McFadden, 
Executive  Assistant  and  Attorney. 

Response    on    Behalf    of    the    Bell    System    to    Statement    of    Data 

Transmission    Co. 

In  its  statement  filed  August  9,  1974,  Data  Transmission  Company  (Datran) 
raises  numerous  issues  which  have  been  refuted  in  statements  by  Bell  System 
witnesses  before  this  Subcommittee.  It  is  not  our  intention  to  burden  the  record 
of  these  hearings  with  a  restatement  of  these  positions. 
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It  is  worthy  of  note,  however,  that  Datran'.s  extensive  review  of  the  history 
of  the  telecommunications  industry,  as  colored  by  its  own  perceptions,  con- 
tains certain  errors  in  fact.  It  also  conveniently  overlooks  such  significant  events 
in  the  determination  of  public  interest  in  telecomunications  as  the  Communica- 
tions Act  of  1934  and  the  May  1974  decision  of  the  Court  of  Appeals  for  the 
District  of  Columbia.^  These  events  were  placed  in  perspective  by  E.  B.  Crosland 
when  he  appeared  before  this  Subcommittee  (Tr.  2604-2606). 

As  part  of  its  attack  on  the  Bell  System's  present  and  proposed  technology  and 
service  offerings,  Datran  also  would  have  the  Subcommittee  believe  that  the  use 
of  digital  facilities  for  the  end-to-end  transmission  of  data  is  an  idea  which  Datran 
originated  and  which  Bell  is  hastily  attempting  to  emulate  with  its  DATAPHONE 
Digital  Service  in  an  attempt  to  preempt  the  market.  Datran  is  patently  incorrect ; 
such  allegations  are  totally  without  factual  support.  AT&T  has  identified  the  need 
for  digital  facilities  and  services  long  before  Datran's  initial  construction  ap- 
plication was  filed  with  the  Commission.  The  filing  of  AT&T's  application  to 
provide  digital  data  facilities  did  not  constitute  an  attempt  to  "preempt  the 
market."  Rather,  it  reflected  AT&T's  present  ability  to  provide  enhanced  data 
communications  services  through  the  technological  development  of  Data  Under 
Voice  (DUV).  Indeed,  the  Commission  in  its  Specialized  Common  Carrier  Services 
decision  specifically  referred  to  AT&T's  plans  with  respect  to  serving  the  data 
market  and  recited  AT&T's  position  as  follows  : 

There  are  no  facts  before  the  Commission  to  establish  that  the  Bell  System 

has  been  unresponsive  to  data  needs,  or  that  the  applicants  would  provide 

services  as  eflSciently  and  economically  as  the  Bell  System.  The  existing 

structure  of  the  communications  industry  has  served  the  country  well,  and 

the  Bell  System  is  responsive  to  new  and  emerging  service  needs  including 

data    (as  shown  by  Appendix  C  to  its  comments.  Appendix  A  to  its  reply 

comments,  and  its  plans  to  complete  construction  of  a  digital  data  network 

for  60  cities  by  1975).  (29  FCC  2d  at  888) 

The  Staff's  analysis,  which  the  Commission  quoted  with  approbation  in  its 

Order  in  Docket  No.  18920,  also  referred  to  AT&T's  plans  to  provide  digital 

facilities : 

AT&T,  in  effect,  recognizes  some  shortcomings  in  the  use  of  voice  oriented 
facilities  for  data  transmission  in  that  it  is  gradually  working  toward  digital 
transmission  with  the  "evolutionary  approach"  necessitated  by  its  existing 
plant.  As  Datran  points  out,  it  apparently  recognized  this  need  some  time 
ago.  (29  FCC  2nd  at  883,  n.  19) 
The  Bell  System  has  been  planning — almost  from  the  initial  installations  of 
digital  transmission  systems  in  1962^ — to  utilize  digital  facilities  in  data  com- 
munications services.  At  that  time,  in  comparing  the  economics  of  digital  and 
analog  transmission,  and  of  time  division  multiplexing   (TDM)   and  frequency 
division  multiplexing   (FDM) — both  for  voice  and  for  data — the  installation  of 
extensive  TDM  and  digital  transmission  facilities  over  FDM  and  analog  trans- 
mission could  not  be  justified.  Early  studies  of  separate  data  networks  employ- 
ing TDM  and  digital  transmission  indicated  that  in  view  of  the  ubiquity  of  the 
analog  network  and  the  small  size  of  the  then  existing  data  market,  such  sepa- 
rate data  networks  would  not  be  economically  viable  for  some  years.  Continued 
evaluation,  however,  led  to  the  initial  use  of  digital  facilities  for  wideband  data 
in  1967.  Additional  studies  of  various  approaches  to  extend  the  range  of  economic 
feasibility  to  voiceband  and  low  speed  data  led  to  the  drafting  of  a  more  detailed 
system  plan  in  1968. 

In  October  1969,  a  study  was  initiated  to  determine  what  routes  could  support 
the  application  of  digital  transmission  for  data  and  when  the  introduction  of 
these  digital  systems  would  be  economically  justified.  These  studies  indicated 
that  digital  systems  would  be  economically  justified  and  that  digital  transmis- 
sion of  data  would  be  viable  on  selected  routes  in  the  1973-1975  time  frame. 
Based  on  these  studies,  a  realistic  schedule  for  equipment  design,  test,  manu- 
facture, installation  and  field  evaluation  was  established.  In  a  speech  entitled 


1  Hawaiian    Telephone   Company    v.    FCC,  F2nd  (Case    No.    73-1018    CA-DC 

-  Durins  the  past  decade,  the  Bell  S.vstem  introduced  over  30M  channel  miles  of  digital 
transmission  systems  into  the  network. 
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"Meeting  Future  Communications  Requirements"  delivered  in  August  1970  by 
Mr.  William  EUinghaus,  then  Executive  Vice  President  of  AT&T,  he  disclosed 
AT&T's  schedule  for  DDS.  Mr.  EUinghaus  stated  ".  .  .  we  will  have,  by  the 
middle  of  this  decade,  a  digital  network  in  operation  serving  approximately  60 
major  cities.  We  plan  to  have  this  data  network  in  operation  on  a  private  line 
basis  in  late  1973  or  early  1974." 

The  studies  clearly  indicated  the  need  for  a  low  capacity  system.  In  response 
to  this  need.  Bell  Laboratories'  engineers  developed  the  DUV  facility  based  on 
new  techniques  which  had  only  recently  been  developed.  As  the  design  of  DUV 
as  well  as  studies  of  its  application  to  a  digital  data  system  progressed,  it  became 
apparent  that  DUV,  because  of  its  building  block  capability — i.e.,  developing  a 
route  from  1.5  up  to  about  27  mb/s  in  steps  of  1.5  mb/s — was  ideal  not  only  for 
small  routes  but  for  large  ones  as  well.  As  a  result,  the  DDS  plan  of  implementa- 
tion was  modified  to  reflect  the  capabilities  of  the  DUV  technique.  Thus,  it 
should  be  obvious  that  the  Digital  Data  System  utilizing  DUV  is  not  a  hastily 
contrived  response  to  competition  but  rather  a  well  planned,  well  timed  step  in 
the  evolution  of  data  communications.  Indeed,  the  FCC  specifically  found  that 
"the  basic  DUV  technology  is  sound  and  should  be  introduced  into  the  plant  and 
operations  of  the  AT&T  network."  ^ 

AT&T's  view  of  the  data  communications  market,  the  services  required  to  meet 
the  needs  of  that  market,  and  the  timing  of  such  service  offerings  is  in  no  way 
tied  to  what  has  been  Datran's  various  and  varying  announced  plans  to  offer 
service.  AT&T  has  in  the  past  provided  the  same  transmission  speeds  proposed  by 
Datran  by  means  of  analog  channels  on  both  a  private  line  and  common  user 
basis,  and  will  continue  to  do  so  in  the  future.  The  development  of  DDS  will 
enable  AT&T  to  serve  a  portion  of  this  same  market  with  net  technology,  better 
performance  and  lower  costs. 

Tubs,  Datran's  suggestion  that  the  concept  of  digital  end-to-end  service 
originated  with  them  is  clearly  not  so.  The  Bell  System  has  for  many  years  been 
following  a  fundamental  network  plan  that  includes  consideration  of  the  trans- 
mission of  data  in  a  digital  format.  The  list  of  Bell  System  references  in  tech- 
nical literature  to  data  transmission  over  digital  facilities  is  long  and  has  previ- 
ously been  brought  to  the  FCC's  attention.*  One  such  reference — a  February 
1967  Bell  Lahoratories  Record  article  authored  by  D.F.  Hoth  and  entitled  "Digi- 
tal Communications" — very  clearly  and  succintly  described  the  situation :  "...  a 
digital  network  is  being  planned  that  will  be  capable  of  operating  over  any 
distance  and  that  will  carry  several  thousand  telephone  calls,  several  television 
channels,  or  many  data  signals  on  a  single  pulse  stream.  All  of  the  essential 
elements  of  such  a  network  have  been  investigated." 

Even  prior  to  the  publication  of  this  article,  as  previously  noted,  the  Bell 
System  had  begun  to  transmit  wideband  data  over  Tl  digital  facilities.  In 
1965  the  first  of  a  family  of  special  purpose  Tl  data  terminals  was  put  into 
service  and  digital  end-to-end  wideband  channels  were  provided.  Thus,  not 
only  was  Datran  not  the  first  to  propose  a  digital  end-to-end  system,  but  its 
proposal  did  not  even  come  until  four  years  after  the  Bell  System  started  pro- 
viding end-to-end  digital  service. 

Moreover,  Datran's  original  filing  with  the  FCC  contemplated  switched  service 
at  speeds  of  150,  4800,  9600  and  14400  bps.  Illustrative  rates  were  cited  for 
only  the.se  speeds.  The  private  line  rates  "contemplated"  were  150,  4800,  9600, 
14400  and  40800  bps.  Yet,  the  fact  is  that  the  service  which  Datran  is  now 
offering  is  not  a  switched  service  as  originally  warranted  but  a  point-to-point 
service  and  at  different  speeds  from  those  which  it  represented  to  the  FCC  it 
would  offer.  Thus,  any  similarity  between  Datran's  specifications  and  those  of 
DDS  .seem  to  have  developed  more  than  a  year  after  AT&T  disclosed  its 
plans. 

Insofar  as  the  rates  filed  by  AT&T  for  DATAPHONE  Digital  Service  are 
concerned,  the  facts  demonstrate  that,  contrary  to  Datran's  assertions  by  what- 
ever cost  standard  is  deemed  appropriate,  these  rates  are  proper  and  cannot 
be  considered  predatory.  In  the  extensive  materials  furnished  to  the  FCC  in 


'Memorandum   Opinion  and   Order  released   July  2,   1973    (41  FCC  2nd  586    para    6 
*  See  Appendix  A  of  AT&T's  reply  In  Docket  No.  18920,  dated  December  3,  1970.  ' 
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support  of  this  tariff,  AT&T  presented  the  results  of  thorough  and  well-docu- 
mented studies.  These  studies  showed  that  the  rates  filed  for  this  service 
resulted  in  the  achievement  of  revenues  significantly  above  the  costs  of  pro- 
viding the  service,  and  this  pertained  whether  long  run  incremental  costs  or 
fully  distributed  costs  were  used.^ 

In  addition,  it  should  be  noted  that  AT&T  has  indicated  its  willingness  to 
make  digital  facilities  available  to  other  carriers  on  non-discriminatory  terms 
and  that  the  regulations  in  the  DATAPHONB  Digital  tariff  relating  to  such 
matters  as  resale  and  shared  use  represent  liberalization  of  comparable  pro- 
visions in  other  AT&T  tariffs.  This  is  made  possible  because  of  the  cost-related 
nature  of  the  rate  elements  comprising  this  service.  Many  of  the  arguments 
raised  by  Datran  have  been  raised  before  the  FCC,  which  is  evaluating  the 
DATAPHONE  Digital  Service,  and  have  been  fully  responded  to  and  refuted 
by  AT&T  in  those  proceedings. 

Moreover,  while  Datran's  submission  is  couched  in  terms  purporting  to  favor 
competition,  Datran's  true  motivations  are  perhaps  best  demonstrated  by  its 
pending  request  to  the  FCC  to  completely  exclude  AT&T  from  the  digital  market 
for  a  period  of  five  years.' 

Datran  also  attacks  AT&T's  Hi  Lo  rates  as  an  attempt  to  "preempt  the 
market."  The  FCC  is  presently  considering  the  lawfulness  of  these  rates  and 
the  very  arguments  raised  here  by  Datran  have  been  raised  before  the  Com- 
mission and,  we  believe,  fully  refuted  by  AT&T's  presentation  in  that  proceed- 
ing. The  Hi  Lo  rates  represent  recognition  of  the  significant  cost  differences 
involved  in  providing  service  utilizing  high  capacity  facilities  on  high  density 
routes  on  the  one  hand,  and  the  significantly  higher  costs  incurred  iu  providing 
servce  on  low  density  routes.  In  addition  to  the  soundness  on  both  economic  and 
equity  grounds  of  more  closely  relating  rates  to  relevant  costs,  this  departure 
from  uniform  rates  reflects  a  recognition  of  the  changing  environment  in  which 
common  carrier  intercity  communications  are  now  provided.  Various  alternative 
methods  are  now  available  to  customers  to  achieve  their  communications  objec- 
tives, including  those  which  will  increasingly  come  about  as  a  result  of  the 
Commission's  policy  determinations  in  Docket  No.  18920  (29  FCC  2nd  870  (1971)  ), 
permitting  so-called  "specialized  common  carriers"  (SCCs)  to  provide  service 
on  selected  routes  serving  major  market  areas. 

In  these  circumstances,  it  is  clear  that  with  other  carriers  operating  on  high 
density,  low  cost  routes,  nationwide  rates  based  on  the  costs  of  both  high  and 
low  capacity  facilities  will  be  too  high  to  compete  on  high  density  routes  even 
though  AT&T's  costs  are  significantly  lower  than  the  previous  rates  and  below 
the  anticipated  rates  of  these  new  carriers.  Thus,  the  pre-Hi  Lo  rate  structure 
makes  AT&T's  private  line  services  on  these  high  density  routes,  where  com- 
petition will  appear,  vulnerable  to  this  competition  in  a  way  not  justified  by 
cost  considerations.  On  the  other  hand,  AT&T's  rates  were  too  low  on  many  less 
dense  routes  to  make  an  appropriate  contribution  to  overall  earnings  requir- 
ments  because  costs  often  approach  or  exceed  previous  rates.  Therefore,  con- 
tinued adherence  to  the  existing  rate  structure  would  have  resulted  in  significant 
diversion  of  Bell  System  revenues  and  a  deterioration  in  the  contributions 
which  the  private  line  services  make  to  the  coverage  of  overall  interstate  reve- 
nue requirements. 

At  anticipated  levels  of  competition,  by  year-end  1976,  without  the  restructur- 
ing of  rates  contemplated  herein,  revenue  losses  would  exceed  $350  million  and 
losses  of  contribution  from  these  services  would  exceed  $190  million.  Such  losses 
would  ultimately  be  borne  by  the  users  of  other  services,  principally  Message 
Telecommunications  Service   (MTS),  in  the  form  of  higher  rates. 

Finally,  it  should  also  be  noted,  as  ix)inted  out  by  Mr.  Crosland,  while  it  took 
over  a  year  and  a  half  from  the  date  AT&T  proposed  the  Hi  Lo  rates  to  the 
time  when  they  became  effective,  within  days  thereafter  our  competitors  were 
permitted  to  put  into  effect — on  one  day's  notice — rates  which  universally  and 
systematically  undercut  the  Hi  Lo  rates  (Tr.  2623-2624) . 


=5  While  we  do  not  believe  that  fully  distributed  costs  are  relevant  for  ratemaklng 
purposes,  it  should  be  noted  that  It  was  estimated  that  a  return  on  Investment  of  215% 
was  produced  by  the  filed  rates  using:  the  FDC  approach. 

"  Datran  Petition  to  Deny  Application  and  Moratorium  dated  October  18,  1973. 
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Throughout  its  statement  Datran  has  sought  to  assail  the  technology  and 
service  offerings  of  the  Bell  System.  We  believe  that,  in  this  response,  we  have 
refuted  their  charges  relating  to  these  issues. 


Consulting  Communications  Engineers,  Inc., 

July  28,  191/1 
The  Anti-teust  and  Monopoly  Subcommittee, 
United  States  Senate, 
Washington,  D.G. 

STATEMENT 

To  the  Anti-trust  and  Monopoly  Subcommittee : 

I,  C.  Raymond  Kraus,  head  of  Consulting  Communications  Engineers,  Inc., 
a  group  of  180  outstanding  experts  in  communications  technology,  with  great 
reluctance  make  this  statement  to  you  in  the  matter  of  the  absolute  control 
which  the  Bell  System  exercises  in  technical  and  other  matters  relating  to 
telephone  and  supplementary  services  throughout  the  whole  United  States. 
It  operates  local  telephone  service  in  less  than  50%  of  the  geographical  area 
of  the  country  yet  it  exerts  absolute  control  in  100%  of  the  United  States. 
This  control  must  be  tempered. 

My  colleagues  and  I  are  well  aware  and  can  demonstrate  that  in  the 
United  States  in  Bell  Territory  the  public  receives  the  best  telephone  service 
in  the  world  by  far  and  at  the  least  cost.  (It  is  substantially  lower  in  cost 
than  in  any  of  the  15  developed  countries.)  In  the  Independent  telephone  areas 
the  quality  of  service  is  considerably  poorer  on  the  average  than  in  Bell  areas 
measured  by  any  reasonable  standards  and  it  costs  the  public  more  in  Inde- 
pendent areas  in  general.  My  company  can  support  these  statements  because 
we  specialize  in  the  quantitative  measurement  of  quality  of  telephone  service 
and  have  measured  the  quality  of  service  in  33  states.  The  Subcommittee 
should  be  informed  as  to  why  this  condition  exists. 

It  exists  because  the  products  of  the  Bell  System  are  the  best  in  the  world 
by  a  substantial  margin.  For  example,  in  electronic  switching  systems  Bell 
deevlopments  are  10  years  ahead  of  others.  This  is  also  true  in  transmission 
systems  including  digital  transmission  systems  and  in  telephone  station 
equipment.  The  Federal  government  always  buys  Bell  telephone  station 
equipment  because  it  is  the  standard  of  the  world  and  is  as  much  as  40% 
less  expensive  than  products  of  other  manufacturers.  The  Subcommittee 
should  know  that  the  output  of  the  Independent  manufacturers  is  much  more 
costly  and  is  of  poorer  quality  than  Bell's.  It  is  a  fallacy  to  believe  that 
competition  in  utility  manufacture  automatically  leads  to  better  service 
at  lower  costs.  At  long  last  the  power  industry  is  getting  together  in  funding 
research  and  development  effort  to  improve  power  generating  and  power 
transmission  facilities. 

Bell  has  technical  leadership,  dedication  and  integrity,  characteristics 
which  stand  out  above  non-utility  organizations.  The  Bell  System  has  done 
more  for  mankind  than  any  other  business  organization  since  civilization 
began.  If  it  were  permitted  to  go  into  the  businesses  which  it  created  by  its 
developments  it  would  be  a  greater  growth  company  than  any  other. 

Nevertheless,  the  Bell  System,  by  it  absolute  control  of  technical  and  operat- 
ing matters  in  telephone  and  related  services,  is  denying  the  public  services 
which  are  urgently  needed  today  and  which  are  in  the  public  interest. 

There  is  a  relatively  enormous  time  gap  in  communications  between  the 
telephone  and  the  mail,  the  only  universal  services  available  to  us  all.  This 
absence  of  communications  is  costing  our  nation  untold  hundreds  of  millions, 
if  not  billions,  of  dollars  as  a  result  of  the  delay  in  completing  communica- 
tions. A  whole  family  of  new  services  which  are  fast,  inexpensive,  accurate 
and  reliable  is  available  utilizing  existing  technologies.  In  particular,  the 
proposed  VOICEGRAM  service  is  urgently  required  by  business  and  the 
general  public. 

The  Voicegram  service  is  a  novel  system  combining  the  technologies  of 
the  telephone  and  the  telegraph.  As  proposed,  it  is  a  fast,  reliable,  inexpensive 
and  accurate  means  of  transmitting  a  short  voice  message  from  one  telephone 
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to  another.  A  simplistic  description  follows:  (1)  the  caller  dials  the  Voice- 
gram  computer  with  a  3-digit  code  followed  by  the  telephone  number  of  the 
person  he  wants  to  reach;  (2)  the  caller's  message  is  recorded  in  a  com- 
puter. The  computer  then  automatically  calls  the  called  telephone  number. 
Calls  are  made  with  decreasing  frequency  but  the  computer  continues  to  call 
until  the  phone  is  answered;  (3)  the  message  "We  would  be  glad  to  come 
to  dinner  Friday  night"  or  whatever  is  repeated  several  times  when  the 
receiver  is  lifted.  A  Voicegram  would  cost  $.25  locally  and  $.50  across  the 
continent.  Attached  in  Exhibit  A — "Preliminary  Survey-Proposed  Voicegram 
System" — is  a  more  complete  description  of  the  service  together  with  the 
results  of  a  survey  of  businessmen,  educators  and  engineers  which  shows 
conclusively  and  unanimously  the  great  need  of  the  public  for  this  service. 

The  Bell  System  has  refused  to  admit  the  novelty  of  the  VOICEGRAM  or 
the  urgent  need  for  services  to  help  fill  the  relatively  enormous  time  gap  be- 
tween the  telephone  and  the  mail.  Furthermore,  it  has  rejected  a  proposal  for 
a  trial  even  though  it  would  be  adequately  compensated  for  its  participation 
in  such  a  trial.  In  view  of  this  rejection,  two  billion  dollar  corporations  and 
several  Independent  telephone  companies  are  hesitant  about  investing  money 
in  a  project  in  the  face  of  Bell  opposition.  Although  the  FCC  staff  has  indi- 
cated that  it  favors  new  services  of  this  type  for  the  public,  without  financial 
support  an  application  for  the  service  to  the  FCC  would  not  be  approved. 
Accordingly,  we  ask  that  legislative  action  be  taken  requiring  Bell  to  cooperate 
in  this  matter.  This  arbitrary  and  autocratic  attitude  of  Bell  in  technical  and 
telephone  operating  matters  is  also  being  experienced  by  others.  The  president 
of  one  Independent  company  told  me  that  he  had  suggested  several  times  that 
he  be  permitted  to  participate  in  those  technical  and  operating  decisions  made 
by  Bell  which  affect  his  company.  The  suggestions  were  not  acted  on. 

In  many  letters,  papers  and  in  verbal  communications  I  have  recommended 
that  Bell  lead  the  way  in  forming  an  industry  body  to  establish  nation-wide 
engineering  and  operating  guide  lines  for  the  industry.  There  has  been  no 
movement  by  Bell  in  this  direction. 

In  summary,  the  Bell  System  is  the  most  unique  and  outstanding  organiza- 
tion in  our  civilized  world.  Its  performance  in  all  areas  of  research,  develop- 
ment, engineering,  manufacture  and  telephone  operation  is  so  superior  that : 

(a)  The  quality  of  telephone  service  provided  in  its  areas  is  substantially 
better  than  provided  by  the  Independent  telephone  companies  and  at  lower  cost 
on  the  average. 

(b)  Its  manufactured  products  lead  the  world  and  are  5  to  10  years  ahead 
of  the  Independent  manufacturers'  products  and  any  others  elsewhere.  These 
superior  products  are  less  expensive — up  to  40%  less  costly  than  those  pro- 
duced by  other  manufacturers  but  by  federal  edict  they  are  not  available  to 
the  Independent  telephone  companies  or  to  the  rest  of  the  world. 

(c)  The  by-products  of  the  Bell  research  and  development  have  been  instru- 
mental in  founding  unnumerable  companies  which  make  electronics  products. 
Its  prestigious  Bell  Laboratories,  in  competition  with  all  the  other  laboratories 
receives  many  more  awards  for  scientific  discoveries,  inventions  and  develop- 
ments in  communications  and  related  technology  than  the  remaining  labora- 
tories in  the  world  put  together. 

It  is  with  great  reluctance  that  I  make  the  statement  that,  in  spite  of  the 
technical  leadership,  dedication  and  integrity  of  the  Bell  System,  characteristics 
which  stand  out  above  non-utility  corporations,  it  is  exerting  absolute  control 
in  technical  and  operating  matters  related  to  communications  which  is  not 
in  the  public  interest.  Its  absolute  control  must  be  at  least  modified  or 
tempered.  I  would  prefer  that  Bell  modify  its  absolute  control  of  telephone 
matters  voluntarily  and  I  so  recommend  it.  I  do  not  seek  technical  or  operat- 
ing control  by  the  government  because  this  could  only  be  disastrous  for  all 
and  especially  for  the  general  public ;  rather,  I  recommend  a  planning  group 
formed  solely  within  the  telephone  industry  with  no  representation  by 
government. 

Should  Bell  not  agree  to  some  tempering  of  its  control,  I  recommend  im- 
mediate  legislative  action   to   clear  the  way  for  providing  business  and   the 
general  public  with  urgently  needed  services,  especially  the  Voicegram  service 
with  the  required  cooperation  of  the  Bell  System. 
Sincerely  yours, 

C.  Raymond  Kbaus. 
President,  Consulting  Communications 
Engineers,  Inc. 

Enc: 
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I      PURPOSE  OF  SURVEY 

The  purpose  of  the  preliminary  survey  was  to  secure 
the  opinions  of  selected  prominent  businessmen,   educators,   scient- 
ists and  engineers  as  to: 

(a)  The  unfilled  time  gap  between  the  mail  and  the 
telephone. 

(b)  The  need  for  the  VOICEGRAM  and  other  proposed 
services,   such  as  the  FAXGRAM. 

The  results  of  such  a  survey,   if  favorable,   would  be 
a  first  step  in  a  proposal  to  secure  funds  for  a  more  elaborate  sur- 
vey of  the  public's  overall  communications  needs.     No  such  survey 
has  been  made  previously. 
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II      SURVEY  LETTER  AND  ENCLOSED  MATERIAL 

1.  Letter 

2.  Statement 

3.  VOICEGRAM  Proposal  Summary 

4.  MEETING  THE  PUBLIC'S  COMMUNICATIONS  NEEDS 

5.  PROPOSAL  FOR  A  NEW  NATIONWIDE  COMMUNICA- 
TIONS SERVICE 

6.  MORE  COMMUNICATIONS  FOR  THE  PUBLIC 
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C     RAYMOND  KRAUS 
PRESIDENT 

CONSULTING  COMMUNICATIONS  ENGINEERS.  INC.     _    m5  mount  moro  ROAD  vulanova,  Pennsylvania  i90852i6  525  aw5 


Dear  Mr. 

I  want  to  secure  a  number  of  statements  regarding  the  urgent 
public  need  for  a  new  family  of  one-way  communications  services  from 
impartial  sources,   such  as  educators  and  businessmen.      These  serv- 
ices,   of  which  the  VOICEGRAM  is  an  example,   would  help  fill  the 
relatively  enormous  time  gap  between  the  telephone  and  the  mail. 

Enclosed  is  a  statement  which  summarizes  the  situation  today, 
several  papers  on  the  subject  and  a  summary  which  is  part  of  a  100-page 
brochure  covering  VOICEGRAM  system  design,   means  of  introduction 
and  financial  requirements. 

If  you  are  in  favor  of  the  new  services,   including  the  VOICE- 
GRAM,   would  you  kindly  let  me  have  a  letter  on  your  stationery.     It 
is  desirable  that  the  statement  be  in  your  own  words. 

Should  you  wish  to  discuss  the  matter  with  me,  will  you  kindly 
call  me  collect  at  215-525-8445. 

Your  assistance  in  the  matter  will  be  greatly  appreciated. 

Sincerely  yours. 


crk/hba  C.   Raymond  Kraus 

Encs. 
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STATEMENT 

Communications  is  the  life-blood  of  our  nation  yet  the  general 
public,    including  small  business,   has  only  two  means  of  communicating  - 
the  telephone  and  the  mail.     (The  dying  telegram  cannot  be  considered 
as  a  means  since  it  is  costly,    unreliable,    inaccurate  and  time  consuming 
to  employ.  )    There  is  therefore  a  relatively  enormous  time  gap  between 
the  telephone  and  the  mail  -  12  seconds  to  days  -  which  penalizes  the 
carrying  on  of  all  business  and  social  correspondence. 

There  is  a  whole  family  of  new  one-way  services  which  are 
urgently  needed  by  the  public  to  fill  the  communications  time  gap.     One 
of  these  is  the  proposed  VOICEGRAM,    a  short  one-way  voice  message 
service  which  would  be  fast,   reliable,    inexpensive,   accurate.     This 
service  would  replace  the  telegram  and  supplement  the  telephone  and  the 
mail.     Its  market  potential  is  over  a  billion  dollars  annually. 

The  problem  today  is  that  the  technologies  of  the  telephone  and 
the  telegram  have  been  kept  separate.  The  VOICEGRAM  integrates  the 
two  technologies. 

No  new  technical  break-throughs  are  required  to  establish  these 
vitally  needed  services,   merely  a  recognition  of  the  public's  communi- 
cations requirements. 
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SUMMARY 
PROPOSAL  FOR  VOICEGRAM 
A  NEW  NATIONWIDE  COMMUNICATIONS  SERVICE 

A  new  urgently  needed  communications  service  has  been 
developed  for  the  general  public.     The  new  service  is  a  unique  automated 
means  of  delivering  a  short  verbal  message  called  a  VOICEGRAM  from 
any  telephone  to  any  other  telephone.     The  VOICEGRAM  is  inexpensive, 
fast,   accurate  and  reliable  and  has  a  market  potential  of  several  billion 
dollars  annually. 

The  potential  demand  for  the  VOICEGRAM  results  from  the 
fact  that  there  is  no  reliable  means  of  transmitting  information   from  per-' 
son  to  person  other  than  the  telephone  and  the  mail.     (The  dying  telegram 
is  costly,   inaccurate  and  to  a  significant  extent,   unreliable.)    Thus  the 
general  public  currently  must  depend  on  the  telephone  and  the  mail  and 
must  suffer  the  severe  economic  penalties  of  the  relatively  large  time 
gap  between  the  two:  from  12  seconds  to  complete  a  telephone  call  to  one 
or  more  days  for  the  mail.     Big  businesses  have  teletype  and  data  trans- 
mission means  at  their  disposal,   but  there  are  only  several  thousands  of 
such  businesses  in  contrast  to  the  125  million  telephones  which  reach 
every  office,   business  and  practically  every  household. 

Some  idea  of  the  magnitude  of  the  need  for  VOICEGRAMS  may 
be  secured  from  the  following: 

1.  There  are  annually  over  50  billion  uncompleted  tele- 
phone calls,   of  which  several  billion  are  urgent. 

2.  Around  10  percent  of  the  telephone  calls  are  made  to  deli- 
ver only  a  few  bits  of  information,   e.g.   yes,   no, 
where,  when. 

3.  VOICEGRAMS  are  inexpensive  compared  to  letters, 
telegrams  or  transcontinental  telephone  calls. 
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The  novelty  of  the  VOICEGRAM  lies  in  its  integration  of  two 
technologies  -  those  of  the  telephone  and  the  telegram,    the  use  of  a  com- 
puter for  automation  and  the  addition  of  a  means  for  mechanizing  the  bil- 
ling as  part  of  the  monthly  telephone  bill. 

To  send  a  VOICEGRAM  the  calling  party  dials  a  code  preced- 
ing the  telephone  number  to  which  the  VOICEGRAM  is  to  be  delivered. 
The  call  is  routed  to  a  VOICEGRAM  Center  where  the  computer  requests 
the  caller  to  speak  his  VOICEGRAM  and  then  disconnect.     The  computer 
having  recorded  the  message  proceeds  to  make  a  telephone  call  to  the 
called  number.     If  the  called  number  answers,   the  computer  informs 
the  called  party  that  a  VOICEGRAM  is  about  to  be  delivered  and  then  re- 
peats the  VOICEGRAM  a  specified  number  of  times  or  until  the  called 
party  disconnects.     If  the  called  telephone  does  not  answer  or  is  busy, 
the  computer  makes  a  second  attempt  after  an  appropriate  delay.     Suc- 
cessive attempts  are  made  at  increasing  time  intervals  until  completion 
is  achieved.     The  proposed  service  is  more  sophisticated  than  the  above 
description  and  includes  various  classes  of  VOICEGRAM:  urgent,   nor- 
mal,   overnight,    collect,   etc. 

The  estimated  current  market  potential  of  5.4  billion  Vt'K  K- 
GRAMS  annually,   as  shown  herein,   represents  a  volume  equivalent  tn 
■  about  3  percent  of  the  total  telephone  calls.   However,   in  making  financial  esti- 
mates of  revenue  and  in  systems  design,   the  volumes  assumed  are  about  0.  2 
percent  of  the  telephone  calls  at  the  end  of  the  first  year  with  a  gradual  build- 
up over  a  ten-year  period  to  0.  4  percent.   Thus,   the  VOICEGRAM  traffic  is 
estimated  to  be  equivalent  to  one  VOICEGRAM  for  every  500  telephone  calls  at  the 
end  of  the  first  year  in  the  trial  area  with  an  increase  to  double  this  figure 
over  a  ten-year  period.     It  is  felt  that  these  estimates  are  conservative. 
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It  should  be  appreciated  that  operation  of  the  VOICEGRAM  system 
would  be  subject  to  regulation  by  the  FCC  and  also  by  the  State  Commis- 
sions.   Accordingly,   the  rate  of  return  on  the  plant  would,    in  the  long  run, 
be  limited  to  about  the  same  rate  as  permitted  the  AT&T  Co.  ,   namely  in 
the  range  from  8  to  9  percent.     However,   this  would  apply  only  after  the 
VOICEGRAM  system  had  become  fully  established.     Initially,    returns  of 
around  15  percent  or  more  would  be  considered  reasonable  in  order  to 
enable  the  corporation  to  develop  the  service  rapidly  throughout  the  country. 

At  the  end  of  four  years  with  an  investment  of  $50,  000,  000,   the 
net  income  after  taxes  is  estimated  at  $9,  700,  000  with  a  cash  flow  of 
$15,  000,  000.     Projections  to  10  years  involve  an  investment  of  $500,  000,  000 
with  revenues  of  $750,  000,  000  and  a  net  income  of  $60,  000,  000  after  taxes. 

With  full  development,   the  VOICEGRAM  should  achieve  at  least 
3  percent  of  the  telephone  call  volume  or  about  11  billion  VOICEGRAMS  in 
1990.     Revenues  would  be  $7  billion  on  a  plant  investment  of  $4.  5  billion 
and  net  income  after  taxes  of  $310  million.     This  would  represent  a  return 
on  plant  of  9  percent  and  on  equity  of  over  12  percent. 

Because  the  automated  VOICEGRAM  service  requires  about  two 
years  of  development  effort  and  a  large  additional  investment  of  over 
$40  million  to  install  the  service  in  two  cities,   it  is  proposed  to  develop 
a  relatively  inexpensive  semi-automatic  VOICEGRAM  system  for  trial  in 
two  locations.     The  net  cost  of  two  years  of  trial  operation  would  be 
$4  million.     The  purpose  of  the  trial  system  would  be  to  determine  the 
degree  of  the  public's  acceptance  and  to  secure  data  relative  to  the  many 
design  parameters  needed  for  the  engineering  of  the  final  system.     The 
cost  of  the  manual  operations  in  the  trial  system  will  preclude  it  from 
being  profitable. 

Before    VOICEGRAM    service    can    be    furnished    to    the 
public,     a    number    of   barriers    must    be    overcome.       While 
none    of    these    are    insurmountable,  considerable  effort  will  need  to 
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be  expended  in  a  number  of  different  directions. 

First,   approval  of  the  FCC  must  be  obtained  and  after  this 
approval  of  the  State  Commissions.     It  is  anticipated  that  the  AT&T  Co. 
will  initially  oppose  authorization  and  although  this  may  delay  matters, 
there  is  little  chance  they  can  hold  it  up  indefinitely.     The  FCC  staff  has 
indicated  that  it  would  look  favorably  on  the  new  service.     Full  cooperation 
of  the  AT&T  Co.   is  essential  in  the  design  and  operation  of  the  VOICE- 
GRAM  service,   since  the  VOICEGRAM  Centers  will  interface  with  the 
existing  telephone  plant.     As  for  the  State  Commissions,   little  difficulty 
is  expected  after  approval  by  the  FCC. 

Favoring  the  acceptance  of  the  VOICEGRAM  service  by  the  tele- 
phone people  is  the  fact  that  initially  65  percent  of  the  revenues  would  be 
returned  to  the  telephone  company;  even  with  full  development  of  sophisti- 
cated VOICEGRAM  Centers,   the  portion  of  VOICEGRAM  revenues  which 
would  be  returned  to  the  telephone  companies  would  be  about  45  percent. 

Considerable  development  work  is  required  in  the  design  of  an 
analog  store  and  forward  computer  in  the  VOICEGRAM  Center.     While  no 
new  techniques  are  required  in  its  design,   the  VOICEGRAM  Center  will  be 
the  first  large  computer  employing  voice  message  storage.     The  technology 
is  clear-cut  and  well-known,  the  problems  arc  mainly  those  of  scale 
(i.e.,    large  size) . 

Some  have  expressed  the  opinion  that  the  most  important  barrier 
to  VOICEGRAM  service  is  in  the  matter  of  public  acceptance,    including 
education  of  the  general  business  and  resident  public  in  the  use  of  the 
service.     In  answer  to  this,   it  appears  that  the  demand  for  better  and 
faster  communications  is  approaching  what  has  been  termed  as  a  "com- 
munications' explosion"      Indications  of  this  are  the  striking  increases 
in  the  number  of  telephone  calls  made  by  the  individual  users  and  also 
the  launching  of  many  new  services  for  large  businesses  in  data  trans- 
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mission.     It  should  be  appreciated  that  no  new  universal  communica- 
tions' service  has  been  offered  to  the  consumer  since  the  inventic>n  of 
the  telephone  almost  100  years  ago.     Accordingly,    it  is  believed  that 
the  urgent  need  for  the  VOICEGRAM  will  be  the  main  factor  in  its 
acceptance  by  the  public. 

Relative  to  the  patent,  our  lawyers  advise  us  that  the  patent 
coverage  is  broad  and  that  it  will  stand  up  in  court  should  Bell  decide 
to  contest  it. 

To  date,   the  Western  Union  and  the  Bell  System  have  refused 
to  discuss  VOICEGRAM  service  officially.     However,   the  technical 
telephone  people  generally  agree  that  the  service  should  be  furnished. 
One  executive  stated:    "it's  a  natural.  " 

The  studies  included  herein  have  been  performed  by  experts 
for  the  specific  purpose  of  developing  material  for  this  proposal. 
Accordingly,   the  data  should  be  regarded  as  preliminary  in  nature  and 
must  be  supplemented  by  considerable  work  effort  in  the  course  of  the 
detailed  engineering  of  the  VOICEGRAM  system  and  the  VOICEGRAM 
trial  system. 

The  information  and  data  herein  on  VOICEGRAM  service 
cover  the  major  aspects  of  the  service.     The  purpose  of  this  Proposal 
is  to  attract  adequate  capital  funds  for  introducing  the  service. 
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ABSTRACT 

The  paper  points  out  the  inadequacies  in 
our  existing  communications  media,  the  mail  and 
the  telephone,  in  serving  the  public.     In  particular 
there  is  an  enormous  gap  between  the  two  which  is 
not  fully  appreciated.     Utilizing  existing  technolo- 
gies and  the  one  universal  random  access  (telephon 
network  a  number  of  viable  services  such  as  one- 
way voice,  one-way  record  should  be  established 
at  once  for  the  general  public. 


I    INTRODUCTION 

Communications  between  individuals  is 
the  lifeblood  of  our  nation.     Yet  the  general  public 
has  only  the  telephone  and  the  mail  as  media  aside 
from  face-to-face  conversation.     The  telephone  is 
our  most  important  means  of  random  access  com- 
munications by  a  factor  of  10  or  more.     The  rate 
of  increase  in  telephone  conversations  is  about  5 
percent  per  year,  whereas  mail  is  growing  about 
3.  5  percent  annually  according  to  John  R.   Pierce 
in  the  September  1972  Scientific  American.     There 
is  a  10%  annual  increase  in  intercity  calls  while  the 
percentage  yearly  increase  for  overseas  calls  is 
about  25%.     Thus,  in  the  area  of  random  access  to 
the  whole  country  the  telephone  reigns  supreme, 
with  the  mail  a  poor  second  and  the  telegram  a  ne- 
gligible factor.     Furthermore,  the  relative  Impor- 
tance of  the  telephone  is  increasing  daily. 

The  tremendous  potential  of  the  telephone 
network  for  new  and  vastly  different  services  encom- 
passing voice,   record,  data  and  video  signals  of  all 
types  -  for  both  one-way  and  two-way  transmission 
-  is  frequently  overlooked.     However,   Peter  Gold- 
mark,   in  the  September  1972  issue  of  Scientific 
American,  proposes  four  networks  to  each  household 
and  office,  but  states  that: 

"The  primary  network 
already  exists  but  should  be  en- 
couraged to  expand.     It  is  the 
telephone  network:  a  full,   two- 
way,    random -access  network 
that  can  accommodate  voice, 
data  and  (at  present  only  to  a 
limited  extent)  pictures.     The 
basic  attribute  of  the  network 
is  its  ability  to  put  anyone  in 
personal  touch  with  anyone 
else  quickly  and  reliably.    With 
the  advent  of  data  processing 
this  network  could  provide  a 
similar  random  access  between 
man  and  machines  or  between 
machines.    It  can  be  looked  on 
as  providing  a  pipeline  into  every 
home,  office  and  library  through 
which  one  can  not  only  converse 
but  also  transmit  written  mater- 
ials and  pictures.  " 


The  telephone,  miracle  of  our  modern  age, 
has  certain  fundamental  deficiencies  when  it  is  ex- 
amined in  the  light  of  the  objective  of  instantane- 
ously enabling  two  individuals  to  converse.     The 
chance  of  this  happening  on  the  first  try  is  about  1 
in  5.     Furthermore,   it  is  not  in  tune  with  our  com- 
puterized age  because  of  the  lack  of  speed  of  con- 
nection,  lack  of  sophistication,  and  a  local  rate 
structure  which  is  not,  with  some  exceptions,   re- 
lated to  customer  usage. 

Between  the  two  media  there  is  an  enormous 
gap,  unappreciated  by  many.     Time-wise  this  gap 
is  from  12.  5  seconds  to  many  days.     No  new  uni- 
ve'rsal  communications  service  has  been  provided 
for  the  general  public  since  the  invention  of  the 
telephone  almost  100  years  ago.     This  in  spite  of 
the  fact  that  the  technology  is  available  today  to  fill 
the  gap  with  a  whole  family  of  services. 

This  paper  is  an  attempt  to  explore,  in  a 
general  way,  the  various  communications  needs  of 
our  technological  society,  including  the  specific 
communications'  needs  of  the  200  million  citizens, 
as  well  as  the  millions  of  small  businesses  whose 
wants  have  not  been  satisfied  by  the  common  car- 
riers, nor  have  they  been  researched  by  the  regu- 
latory bodies.    It  confines  itself  to  random  access 
communications  between  people  connected  to  the 
national  and  international  network. 


II    INADEQUACIES  OF  EXISTING 
COMMUNICATIONS  MEDIA 


A.     The  Mail 

It  is  generally  recognized  that  the  mail  ser- 
vice is  poor,  particularly  in  certain  difficult  areas. 
A  particular  case  in  point  is  from  the  suburbs  of 
Washington  to  the  suburbs  of  New  York.     The  pro- 
blem here  is  not  only  with  increases  in  volumes  of 
mail,  but  with  a  less  efficient  production  due  to  un- 
trained or  undisciplined  employees.     The  telephone 
and  the  telegram  are  similarly  affected  in  these 
areas.     Typically,  it  takes  3-6  days  for  such  mail 
to  be  delivered. 

If  an  input  is  needed  from  -  say  -  Fairfax, 
Virginia,  to  Elmhurst,  L.  I.,  (which  must  then  be 
processed  to  send  to  Washington)  the  situation  be- 
comes almost  impossible,  and  the  author  frequent- 
ly sends  messengers  to  pick  up  and  deliver  data  in 
order  to  meet  dates.  Discussion  with  other  firms 
indicates  that  this  need  for  faster  delivery  of  infor- 
mation is  almost  universal. 

However,  the  growing  volume  of  gll  kinds  of 
mail,  particularly  junk  mail,  is  placing  an  almost 
impossible  demand  on  the  postal  service.     True,  it 
is  making  heroic  efforts  to  institute  one-day  ser- 
vice, but  even  so,   the  physical  transportation  over 
great  distances  of  these  masses  of  information 
typed  on  paper  is  instrinsically  a  carry-over  from 
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our  horse  and  buggy  days.     What  is  needed  now  is 
modern,   accurate,  prompt  common  carrier  recon 
service.     The  technology  is  here.     Only  the  com- 
plete inertia  in  the  face  of  the  urgent  needs  of  the 
general  public  has  prevented  its  being  provided. 

B.     The  Telephone 


Although  the  telephone  is  by  far  the  most 
important  communications  service  in  our  society, 
it  is  woefully  inadequate  as  a  means  of  enabling  two 
people  to  talk  instantaneously  with  each  other.     The 
caller's  intent  on  making  a  call  is  satisfied  only  if; 

1.  the  called  telephone  is  idle 

2.  the  called  party  is  available  at 
the  called  telephone 

Considering  (1)  above  -  telephone  people 
pride  themselves  on  the  percentage  of  completed 
calls  which  is  usually  on  the  order  of  70%,  due  to 
busies  and  don't  answers.     Let  us  then  assume  that 
the  probability  of  completing  a  call  is  0.7. 

With  reference  to  (2)  above  -  the  proba- 
bility of  the  called  party  being  available  is  much  less, 
and  the  author  has  deduced  this  probability  from  his 
own  experience  and  that  of  his  associates.     This  runs 
from  0.05  for  top  executives  to  0.3  for  workers  and 
housewives. 

The  overall  probability,  then,  of  reaching 
the  called  party  as  seen  from  Table  I  varies  from 
0.035  to  0.21  -a  rather  unsatisfactory  prospect. 

What  happens,   of  course,  is  that  the  cal- 
ler has  these  choices  if  the  called  party  is  not  avai- 


l.     attempt  to  transact  the  business 
with  the  person  answering  the 
telephone  or  with  someone  else 
to  whom  he  is  referred 


2.     call  again 


Then  too,  there  are  the  many  instances  when 
the  caller  does  not  want  to  talk  to  the  called  party, 
but  feels  he  must  in  order  to  transmit  a  few  bits  of 
information  since  the  mail  is  too  impersonal,   too 
slow  or  too  expensive.     (A  simple  business  letter 
costs  $3  or  more.) 

In  summary,  the  telephone  as  a  means  of  in- 
stantaneously enabling  two  people  to  converse  with 
each  other  is  a  most  inefficient  devise  since: 

1.  In  less  than  1  call  in  5  or  more  is 
the  called  party  reached. 

2.  About  30%  of  the  calls  are  to  trans- 
mit a  few  bits  of  information. 

3.  The  result  of  (1)  and  (2)  is  that  the 
caller  wastes  an  inordinate  amount 
of  time  making  telephone  calls. 

The  conclusions  are: 

(a)  The  telephone,    important  as  it  is, 

is  a  time  waster  and  it  is  used  many 
times  because  there  is  no  good  sub- 
stitute. 

(b)  It  should  be  supported  by  a  whole  fam- 
ily of  one-way  voice,  record  and  video 
services,  in  order  that  our  technologi- 
cal society  may  operate  in  an  efficient 
manner. 

C.     The  Telegram 

The  declining  use  of  the  telegram  indicates 
that  it  is  not  meeting  the  public's  needs.     It  is  slow, 
inaccurate  and  costly.     It  utilizes  a  manually  operated 
and  extraordinarily  expensive  intercity  plant,    in  be- 
tween the  use  of  the  random  access  telephone  plant, 
for  origination     and  delivery  of  the  message.     The 
telegram  should  be  replaced  by  one-way  voice  and  one- 
way record  services,    proposed  herein,    utilizing  ex- 
clusively the  one  economical  random  access  (telephone) 
plant. 


3.  ask  the  party  to  call  him 

4.  give  up 

There  is  also  a  specific  area  of  connmum- 
cations  involving  small  amounts  of  information  in 
which  the  telephone  is  used  because  it  is  the  only  me- 
dium now  available.     This  is  in  reply  to  queries  - 
whether  received  in  person,   by  telephone  or  by  mail 
-  when  the  questioner  wants  only  one  bit  of  informa- 
tion; e.g.,  yes  or  no,  what  time,  etc. 

A  typical  situation:  Male  readers  have 
experienced  the  vicarious  frustration  passed  on  by 
their  spouses  when  they  complain,  "l  have  called 
Jane  five  times  to  tell  her  we  cannot  be  there  on 
Saturday  but  she  is  never  home,  and  it's  too  late 
to  send  a  note.  " 


III        FILLING  THE  GAP  BETWEEN 
MAIL  AND  THE  TELEPHONE 

A.     The  Enormous  Gap 

The  average  citizen  and  the  average  small 
business  man  are  unaware  of  the  existence  of  an 
enormous  gap  in  communications  between  the  tele- 
phone and  mail.     Their  thinking  is  geared  to  the 
time  lag  between  the  completion  of  a  telephone  call 
(12.  5  seconds)  and  the  mail  (24,   48  and  72  hours  or 
many  days  later).     The  large  communications  user 
bridges  this  gap  with  Telex,   TWX.  private  line 
teletype,  private  line  facsimile  and  private  line 
data  transmission  facilities.     These  specialized 
services  help  the  large  users  for  internal  and  ex- 
ternal communication,  but  when  it  comes  to  random 
access  to  all  of  the  small  businesses  and  the  house- 
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holds  of  the  nation,  the  large  corporation  is  also  fac 
with  this  enormous  gap  and  is  helpless  to  solve  it  ex 
cept  by  extraordinarily  expensive  means.     These 
means  consist  of: 

1,  private  messengers  -  these  are 
rather  numerous 

2.  private  cars,   trucks  and  airplanes 
carrying  messages,   data  and  intra - 
company  correspondence 


meetings  which  are  hu 
to  exchange  data 


■ledly  held 


The  author  and  many  of  his  business  acquaintances 
must  frequently  resort  to  the  above,  especially  to 
private  messengers  to  fill  the  gap. 

Since  these  specialized  means  of  filling  the  gap 
are  too  expensive,   most  businesses  are  slowed  down 
to  the  speed  of  the  mail  service.     Such  waste  of  time, 
averaging  48  hours  or  more  from  mail  to  delivery,    is 
an  expensive  drain  on  our  economic  system.     In  the 
opinion  of  the  author,   studies  would  show  savings  to 
business  in  the  order  of  tens  of  billions  of  dollars  an- 
nually if  the  gap  were  bridged  with  a  variety  of  new 
services. 

The  failure  of  the  telephone  and  of  the  mail  to 
perform  efficiently,   as  discussed  earlier,   and  the 
magnitude  of  the  gap  between  the  two  suggests  that  the 
public  urgently  needs  the  means  for  filling  this  gap. 
These  vital  services  are  discussed  herein. 

B.  MAILGRAM 

The  MAILGRAM  is  welcomed  as  the  first  of  a 
series  of  new  record  services  for  the  whole  USA.  Or- 
iginated by  telephone  on  an  INWATS  basis,  the  tele- 
typed  message  is  transmitted  to  a  post  office  near  the 
addressee  and  is  delivered  next  morning  by  the  mail- 
man. WTJ  and  the  Post  Office  are  to  be  congratulated 
on  introducing  this  first  step  in  a  joint  venture  which, 
hopefully,   is  only  a  beginning. 

The  MAILGRAM  fills  a  specific  need  for  one 
type  of  next-day  record  service.     It,  however,   has  the 
usual  built-in  inaccuracies  and  deficiencies.     Among 
these  is  the  time  required  to  originate  it. 

C.  Proposed  New  Services  for  the  Public  Today 

1.   The  SUPERMAILGRAM 


2.     The  VOICEGRAM 

This  universal  one-way  service  from  one  tele- 
phone to  another  is  urgently  needed  because  it  is  fast, 
accurate,  personal  and  inexpensive.    It  is  described 
In  detail  in  the  IEEE  ICC  '72  Conference  Record. 
Briefly,   to  send  a  VOICEGRAM  the  sender  dials  three 
digits  plus  the  telephone  number  to  which  he  wants  the 
VOICEGRAM  delivered  and,  at  the  request  of  a  VOICE - 
GRAM  SERVICE  CENTER  computer,   speaks  his 
VOICEGRAM  into  the  computer.     The  computer  auto- 
matically calls  the  desired  telephone,  informs  the 
answerer  that  a  VOICEGRAM  is  about  to  be  delivered, 
and  repeats  the  VOICEGRAM  until  the  recipient  hangs 
up.    In  case  the  telephone  is  busy  or  does  not  answer, 
the  computer  -  under  control  of  a  special  program  - 
makes  successive  attempts  to  complete  the  call  at 
various  intervals.     The  class  of  the  VOICEGRAM, 
urgent,  normal  or  stated  time,  is  placed  into  the  sys- 
tem by  the  sender  either  by  voice  to  an  operator  or 
via  Touchtone. 

The  VOICEGRAM  rate  structure  would  be 
geared  to  a  1  5  second  message;  this  could  be  deliver- 
ed locally  for  around  $.25  and  across  the  country  for 
$.50.     Some  of  the  telephone  people  have  expressed 
concern  that  VOICEGRAMS  would  supplant  part  of  the 
DDD  traffic.     It  is  doubtful,  however,  whether  such 
an  effect  could  be  measured;  but  if  it  were  so,  45% 
or  more  of  the  VOICEGRAM  revenues  would  be  re- 
turned to  the  telephone  companies.     Full  cooperation 
of  the  telephone  companies  in  the  design  of  the  service 
is  required. 


There  is  still  the  need  for  delivering  a  record 
the  same  day  as  transmitted,  and  it  is  proposed  that 
WU  and  the  Post  Office  institute  a  premium  service 
called  the  SUPERMAILGRAM  to  deliver  a  short  mes- 
sage the  same  day.     This  service  would  be  originated 
by  telephone  in  the  same  manner  as  the  MAILGRAM. 
It  would  fill  a  need,  and  although  the  costs  would  be 
relatively  higher,  it  would  be  priced  as  a  premium 
service  with  same  day  random  access  to  the  house- 
holds and  businesses  throughout  the  nation.    It  could 
not  be  other  than  highly  successful. 


The  need  for  the  VOICEGRAM 
understood  if  several  situations,  wher 
utilized,  are  described  as  follows: 


nay  be  better 
in  it  should  be 


a.  John  is  leaving  the  office  at  5  00  p.m. 
and  Paul  cannot  be  reached.     He  wants 
Paul  to  take  the  9  00  a.  m.   plane  to 
Chicago. 

b.  Tom,    in  San  Francisco  at  4  00  p.  m.  , 
wants  to  get  a  message  to  Dick  in  his 
office  in  New  York.     He  will  not  be 
able  to  call  the  next  morning. 

c.  At  5:15  p.m.  the  busy  executive  wants 
to  call  a  meeting  at  900  the  next  morn- 
ing with  five  of  his  people,  but  has  diffi- 
culty reaching  any  of  them. 

d.  Nancy  wants  to  accept  a  written  invita- 
tion to  dinner  but  cannot  reach  the  host- 
ess since  there  is  no  one  at  home. 

e.  Tom  has  dialed  Dick  four  times  in  the 
last  hour  (he  is  getting  a  busy  signal). 

The  answer  to  all  of  these  is  a  simple  one-way 
voice  message  service  employing  a  store-and-forward 
analog  data  system  associated  with  the  telephone  net- 
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3.    FAXGRAM  Service 

a.    PHASE  I 

The    FAXGRAM  Service  is  absurdly 
simple  in  its  early  primitive  form.     It  consists 
of  a  facsimile  transmitter  located  in  all  sizable 
post  offices  and  connected  to  a  telephone  line 
giving  access  to  the  telephone  network.     A 
separate  FAXGRAM  receiver,    connected  also 
to  a  separate  telephone  line  from  the  telephone 
network,   would  also  be  installed  in  each  of  the 
designated  post  offices.     This  receiver  would 
not,   as  envisioned,   be  available  to  the  public. 
The  public  would  have  complete  access  night 
and  day  to  the  FAXGRAM  transmitter  which 
would  be  coin  and  credit  card  operated.     The 
user,   to  send  a  FAXGRAM,    would  make  a  tele- 
phone call  to  the  particular  post  office  having 
FAXGRAM  service  nearest  the  addressee. 
Upon  connection  of  the  distant  FAXGRAM  re- 
ceiver,   the  user  would  place  his  copy  in  the 
FAXGRAM  transmitter.     Under  this  Phase  I 
system  it  would  take  3  minutes  per  page. 

The  FAXGRAM  receiver  would  receive  the 
facsimile  transmissions  and  automatically  fold 
and  seal  them  with  the  addressee's  name  and 
address  visible  outside.     The  next  morning  the 
mailman  would  deliver  the  FAXGRAM  to  the 
addressee.     Phase  I  would  also  include  less 
than  page  size  messages  -  one-quarter  or  one- 
half  of  an  8|  X  11  page. 

b.    PHASE  II 


5.  TELEVIDEO  Service 

Televideo  service  is  a  means  of  transmitting 
words  or  pictures  over  the  DDD  network  to  telephones 
equipped  to  receive  the  service.  It  is  of  interest  to 
note  that  the  author  sent  recognizable  pictures  over 
180  miles  of  voice  telephone  facilities  in  1954.  This 
was  done  by  a  slow-scan  television  system  which  re- 
quired 4  seconds  to  transmit  the  picture. 

The  author  believes  that  there  is  a  large  mar- 
ket for  a  whole  family  of  such  video  services,    which 
would  send  charts,    pictures,    data  and  words,     without 
requiring  the  bandwidth  involved  in  the  motion  of  cur- 
rent television. 

One  type  of  televideo  service  could  be  estab- 
lished to  send  pictures  and  words  to  an  unattended  tel- 
ephone equipped  with  a  telephone  answering  set  and  a 
relatively  inexpensive  video  tape  recorder.     The  pic- 
ture,   together  with  words,   could  be  played  on  the  re- 
cipient's television  set  when  he  returns  to  his  office. 
SUPERMAILGRAM  and  SUPERFAXGRAM  service 
could  also  be  completed  in  this  fashion. 

6.  Other  Services 

There  is  literally  no  end  to  the  types  of  serv- 
ices which  can  be  easily  provided  by  the  telephone  net- 
work.    These  vary  from  an  inexpensive  intruder  alarm 
system  utilizing  the  telephone  to  store  and  forward 
data  services.     The  author's  Associates  are  contem- 
plating several  new  systems, 

p.     Proposed  New  Services  for 
the  Large  User  Today 


As  the  service  grows,   a  telephone  switching 
network  devoted  exclusively  to  FAXGRAM 
service  would  be  provided.     Initially  only  post 
offices  would  subscribe,   but  as  FAXGRAM 
servise  became  more  popular  it  would  be  fur- 
nished to  and  from  customers'  premises.     The 
Phase  II  and  later  services  would  provide  wid- 
er transmission  bands.     It  is  conceivable  that 
variable  bandwidths  or  digital  data  transmis- 
sion capacities  would  be  available  and,   if  one 
wanted  to  send  200  pages  in  a  short  time,   that 
a  high  capacity  transmission  link  would  be  es- 
tablished instantaneously  for  this  purpose.     A 
nationwide  directory  service  providing  FAX- 
GRAM  numbers  would  be  a  part  of  the  service. 

4.     The  SUPERFAXGRAM 

With  the  establishment  of  the  SUPERMAIL- 
GRAM,    the  SUPERFAXGRAM  could  likewise  be  estab- 
lished.    This  would  involve  origination  of  a  FAXGRAM 
at  the  post  office  and  subsequent  delivery  the  same  day 
from  a  distant  post  office.     This  accurate,    fast  serice 
would  be  ideal  for  transmitting  either  a  quarter  page 
of  material  or  many  pages.     This,  plus  the  SUPER- 
MAILGRAM, would  provide  the  public  with  a  satisfac- 
tory record  service  at  reasonable  prices,  and  thus 
serve  to  help  fill  thetnormous  gap  between  the  tele- 
phone and  the  mail. 


1.  The  TELEMAILGRAM  and  TELE- 
SUPERMAILGRAM 

These  services  are  parallel  to  those  already 
being  provided  in  Canada.     The  message  is  originated 
at  TWX  or  Telex  teletype  machines  and  is  delivered 
next  morning  (TELEMAILGRAM)  or  the  same  day 
(TELESUPERMAILGRAM)  by  the  mailman.     These 
services  are  urgently  needed  if  the  "gap"  is  to  be  par- 
tially filled. 

2.  Other  Services 

For  the  large  user,   a  store  and  forward  data 
service  should  be  provided.     The  No.    1  ESS  has  al- 
ready been  adapted  for  this  service.     The  large  user 
and  the  specialized  user  will  continue  to  require  tailor- 
made  services.     All  of  these  can  be  best  provided  by 
the  random  access  plant  of  the  telephone  companies  at 
least  cost  to  the  user. 


IV       REVIEW  OF  PRICE  STRUCTURES 

The  cost  and  cost  per  kilobit  for  the  various 
existing  and  proposed  services  are  shown  on  Table  H- 
Voice  Transmission  and  Table  HI-  Record  Transmis- 
sion.    As  expected,   mail  is  the  least  expensive.     The 
telegram  has  priced  itself  out  of  the  picture  by  being 
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an  order  of  magnitude  more  expensive  than  the  MAIL- 
GRAM  on  a  cost  per  kilobit  basis.     However,  the 
SUPERMAILGRAM  provided  by  the  Post  Office  would 
take  the  place  of  the  telegram.     The  inexpensiveness 
of  Canada's  Telepost  indicates  that  this  service,   which 
is  called  the  TELEMAILGRAM  and  TELESUPERMAIL- 
GRAM,   should  be  provided  here  for  the  users  of  TWX. 

The  VOICEGRAM  and  the  FAXGRAM  and 
SUPERFAXGRAM  are  relatively  inexpensive.     The 
VOICEGRAM  is  the  least  expensive  on  a  cost  per 
message  basis.     The  local  FAXGRAM  is  $.  04  per 
kilobit  and  the  transcontinental  FAXGRAM  is  $.24  per 
kilobit.     This  is  less  expensive  than  the  MAILGRAM 
and  in  the  same  order  as  the  Canadian  Telepost. 

The  conclusion  is  that  all  of  these  services 
are  reasonable  in  cost,  and  since  each  fills  a  specific 
need  they  should  be  provided  to  our  200,000,000  citi- 
zens as  soon  as  possible. 


V     CONCLUSIONS 


2.     Accordingly,  a  whole  family  of  communica- 
tions service  for  the  public  at  large  should  be  imme- 
diately established  to  fill  the  enormous  gap  between 
the  telephone  and  the  mail.     These  services  are  viable 
today,   and  can  be  established  with  existing  technology 
utilizing  our  one  random  access  network.     The  family 
of  services  include  one-way  voice,   one-way  facsimile, 
as  well  as  other  services  combining  the  mail  service 
and  the  use  of  the  telephone  network. 

Among  the  first  of  these  wholly  new  services 
to  be  established  should  be: 

FAXGRAM 
VOICEGRAM 

SUPERMAILGRAM  (replacing  the  telegram) 

Others,   for  the  large  users,   should  include: 

TELEMAILGRAM 

TELESUPER  MAILGRAM 


The  conclusions  are: 

1,    In  spite  of  its  tremendous  importance 
(it  is  an  order  of  magnitude  more  important  than  the 
mail),  the  telephone  alone  is  an  ineffective  means  of 
communications  if  the  immediate  objectives  of  the 
caller  are  considered.     Likewise,  the  mail  and  the 
telegram  are  ineffective  in  meeting  our  impatient 
needs,  and  the  mail  is  currently  the  only  available 
backup  to  the  telephone. 


There  are  many  possibilities  for  other  services. 


PROBABILITY  OF  HAVING  A 
TWO-WAY  CONVERSATION  WITH  CALLED  PARTY 


Probability 
of  completion 
of  telephone  call 


Probability 
of  called  party 
being  available 


Probability  of  two-way 
conversation  with  called 
party  on  first  call 


Top  Executive 
Middle  Executive 
Supervisor 
Worker 
Housewife 


0.7 
0.7 


.14 
.21 
.21 


Note 


The  author  encourages  the  receipt  of  data 
would  add  to  the  accuracy  of  the  above 
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TABLE  II 
VOICE  TRANSMISSION 


Existing  Services 

TELEPHONE 
Local  (5  min.  ) 
Transcontinental  (3  min.  ) 

TELEGRAM  (Delivered  by 
Telephone) 
Local 
Transcontinental 

New  Service 

VOICEGRAM 

Local 
Transcontinental 


Words 

(1  word 

per  sec.  ) 


300 
180 


15 
15 


15 
15 


Bits 


12,000 
7.200 


600 
600 


600 
600 


Cost 


$    .07 
1.00 


2.  25 

3.  95 


25 
50 


Cost  per 
Kilobit 


$   .  006 
.  14 


3.  75 
6.58 


42 
84 
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,  TABLE  III 

RECORD  THANSMISSION 

Cost  per 

Existing  Services 

Words 

Bits 

Cost 

Kilobit 

MAIL 

First  Class 

800 

32,000 

$   .08 

$   . 0025 

Air  Mail 

800 

32,000 

.  il 

.0034 

Air  Mail-Special  Delivery 

800 

32,000 

.71 

.  022 

TELEGRAM  (Delivered  by 
Messenger 
Local 
Transcontinental 

MAILGRAM  (Originated  by 
Telephone) 
Delivered  by  mailman 
next  morning 


600 

3.50 

5.85 

Service  available 

600 

5.45 

9.  10 

only  in  downtown 
areas  of  large  cities 

TELE  POST  (Canada) 

Delivered  by  mailman 

-  next  morning 

unlimited 

8, 

000 

-  same  day 

unlimited 

8, 

000 

DATA PHONE 

(ODD  Network) 

(2.  400  bits 
per  second) 

Local 

752, 

000 

Transcontinental 

452, 

000 

New  Services 

FAXGRAM 

(Delivered  by  mailman 

next  morning 

Local  -  1  page 

200 

8, 

000 

Transcontinental  -  1  page 

200 

8, 

000 

.094 
,  144 


.  00009 
.00244 


Service  available 
only  to  Telex 
customers 


Requires  Modems 
and  other  apparatu 


4  &  2  page  at 
at  reduced  rates 


SOPERF^XGRAM 
1  Page  -  Delivere'd  same  day 


Phase  I  (DDD  Network) 


Local 

200 

8, 

000 

Transcontinental 

200 

8, 

000 

Phase  II  (FAXGRAM 

Network) 

Local 

200 

8, 

000 

Transcontinental 

200 

8, 

000 

SUPERMAILGRAM 

Delivered  by  mailman 

same  day 

100 

4, 

000 

I  &  5  page  at 
reduced  rates 


I  &  f    page  at 
reduced  rates 


VIDEOGRAM 
(3  frames  per  minute, 
50  words  per  frame) 
DDD  Network 
Local 
Transcontinental 


750 
450 


Bibliography 
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30,  000 
18,000 


.0023 
.055 


Pictures  &  charts 
may  also  be 
transmitted. 
Recorded  on 
Videotape,   then 
replayed 


Proposal  for  a  New  Nationwide  Communicati 
Service.   C.   Raymond  Kraus.     IEEE  ICC  /72. 
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This  paper  proposes  a  new  inexpensive 
nationwide  communications  service  for  the  orig- 
ination    transmittal  and  delivery  of  voice  and 
data  messages  from  one  telephone  to  another. 
Essentially  it  is  a  store  and  forward  analog  data 
system  tied  into  the  telephone  network  with  ar- 
rangements for  complete  automation.     The  core 
of  the  plan  is  a  voicegram  service  center(s)  in- 
cluding a  computer,   a  switching  matrix  and  aux- 
iliary equipment.     One  of  the  unique  features  is 
the  scheme  for  automatically  billing  the  calling 
telephone  for  the  message.     It  is  felt  that  this  is 
a  much  needed  service  with  the  potential  of  many 
billions  of  messages  annually.     Patent  applica- 
tions have  been  filed  for  the  Kraus  Voicegram 
Service. 


Introduction 


The  telephone  system  in  the  United  States 
is  one  of  the  country's  great  national  resources, 
probably  not  fully  appreciated  by  the  public.     Al- 
though the  telephone  leaves  something  to  be  de- 
sired in  this  technological  age,   being  encumbered 
with  the  techniques  of  the  19th  Century,    it  is  the 
best  and  fastest  in  the  world.     Its  use  for  other 
than  POTS  (plain  old  telephone  service)  is  just 
beginning  and  one  such  proposed  use  of  the  tele- 
phone network  -  to  send  voice  and  data  messages 
rapidly  and  automatically  -  is  the  subject  of  this 
paper. 

The  concept  called  the  Kraus  Voicegram 
Service  requires  that  a  nationwide  store  and  for- 
ward analog  message  service  be  provided  in  con- 
junction with  the  telephone  network  with  the  re- 
quisite coordinated  design  to  effect  automation. 
Such  a  service  would  be  a  natural  supplement  to 
the  telephone,   since  the  completion  of  the  tele- 
phone message  would  then  not  be  dependent  upon 
finding: 

1.  the  called  telephone  not  in  use; 

2.  someone  present  to  answer  the 
telephone. 

The  "ring-no-answers"  and  the  "busies"  account 
for  about  40  billion  calls  annually  which  are  not 
completed. 


Development 

A  need  presently  exists  for  a  rapid,   ac- 
curate and  reliable  voicegram  service  for  the 
home,   commerce     and  government.     The  past 
several  decades  in  time  have  seen  a  decline  in 


the  number  of  telegrams  handled  annually  from 
the  order  of  200  million  to  the  order  of  50  mil- 
lion.    This  decline  may  be  attributed  primarily 
to  the  development  and  the  expansion  of  various 
types  of  telephone  services.     Prior  to  1946.   let- 
ter mail  was  the  principal  link  of  communication 
for  the  home,   business  and  government  commu- 
nities with  the  telephone,   teletype  and  telegrams 
used  as  less  frequent  adjuncts  to  the  mail.     To- 
day,  the  telephone  has  replaced  the  mail  by  an 
overwhelming  margin  as  the  principal  avenue  of 
communications  among  people,  with  the  mail  and 
teletype  as  second  and  third  choices  respectively. 
The  telegram  is  now  a  relatively  rarely  used 
fourth  choice  since  the  advent  of  data  and  facsim- 
ile transmission. 

This  drastic  change  in  the  method  of  com- 
munication among  people  may  be  traced  to  sub- 
stantial decreases  in  the  time  required  for  achiev- 
ing local  and  long  distance  telephone  calls,  cou- 
pled with  an  extraordinary  improvement  in  voice 
transmission  and  much  lower  costs.     In  the  years 
from  1946  to  1955,   telephone  calls  were  com- 
pleted in  a  time  period  involving  several  minutes 
to  several  hours,   depending  on  the  geographical 
locations  of  the  calling  and  called  parties.     Today, 
in  an  era  of  modem  technology,   telephone  connec- 
tions may  be  completed  in  a  time  period  of  the 
order  of  10  seconds  for  short  hauls  up  to  approx- 
imately 180  miles,   and  17  or  18  seconds  for  calls 
exceeding  1000  miles.     It  is  to  be  noted  that  the 
only  major  change  made  in  recent  times  to  speed 
up  the  handling  of  a  telegram  is  in  the  use  of  a 
telephone  to  replace  the  hand  delivery  of  the  tele- 
gram to  the  addressee  thereof  by  a  messenger 
boy.     It  would  thus  appear  to  be  clear  that  the  use 
of  the  telegram  for  communication  in  modern  so- 
ciety is  due  for  a  further  decline  with  a  conse- 
quent decrease  in  revenue  therefrom. 

The  development  of  the  Voicegram  Service 
was  the  result  of  an  attempt  to  eliminate  the  time- 
consuming  job  of  placing  a  telegram,   and  the  man- 
ual and  consequently  costly  translations  which 
take  place  in  the  telegraph  system.     There  are 
usually  three  manual  translations  as  covered  in 
Figure  1.     These  are: 

1.  Translation  of  the  sender's  voice 
message  telephone  to  the  originating 
Western  Union  Office  to  a  typed 
message. 

2 .  The  translation  of  the  typed  message 
into  data  form  for  transmission 
over  the  WU  facilities. 

3.  The  translation  of  received  message 
at  the  terminating  WU  office  to 
voice  by  the  Western  Union  operator 

in  delivering  the  message  by  telephone. 
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There  is  also,   of  course,   a  fourth  translation  by 
the  receiver,   who  usually  translates  the  telegram 
received  from  the  WU  by  telephone  to  record 
form. 

TODAYS  TELEGRAM 
(Telephone  to  Telephone) 

A.  Cufiomef  dials  Western  Union  (WU) 

B.  WU         Operator  requests 

(a)      name,  address  and  telephone  number  of  addressee 
(b|      name,  address  and  telephone  number  of  snder 
(c)      message  (first  translation  voice  to  record) 


Provide  a  much  needed  new  service 
Siipplement  and  partially  replace 

record  telegram  service 
Improve  time  delivery 
Insure  verbatim  delivery  of  voicegram 
Include  personal  tone  of  sender's  voice 
Include  delivery  to  a  particular  person 
Include  "multiple  address"  voicegrams 
Send  at  request  recording  of  voice- 
gram  to  sender  and/or  receiver 
by  mail 
Perform  these  operations  at  a  cost 
comparable  to  that  of  the  charges 
for  a  telephone  call 


on  (second  translation) 


D.  WU  Receipt  at  WU  Distant  Office 

Dials  addressee  telephone  number 
Record  to  voice  (third  translation) 

E.  Customet  voice  to  record  (fourth  translation) 

NOTES  1,       If  telephone  is  busy  ot  does  noi 

IS  mailed  and  received  the  next 


Initially,   with  the  absence  of  touchtone  at 
the  customer's  telephone,   it  will  be  necessary 
for  a  manual  operator  to  come  in  momentarily  on 
the  connection  in  order  to  request  of  the  sender 
the  "class  of  message"   (i.e.,   immediate,   night 
letter,   particular  person)  and  so  record  it  in  the 
computer.     Likewise,   on  the  delivery  of  a  par- 
ticular person  voicegram,  the  operator  will  be 
required  to  insure  the  presence  of  the  particular 
person  before  the  voicegram  is  delivered. 


If  sender  wishes  addressee  to  receive  record  copy 
by  messenger  there  is  an  extra  charge. 


In  the  beginning  of  the  development  work, 
with  the  objective  of  eliminating  three  manual 
translations,   the  following  questions  arose: 

Why  not  send  a  telegram  from  one 

telephone  to  another'' 
Why  not  dial  it  automatically'' 
Why  not  record  the  voice  message 

and  replay  it  automatically'' 
How  to  charge  for  it  automatically'' 
How  to  identify  calling  telephone 

number  automatically'' 

The  questions  raised  in  the  development 
were  satisfactorily  answered  and  certain  objec- 
tives achieved.     These  objectives  were  to: 


It  further  should  be  appreciated  that 
should  the  voicegram  not  be  delivered  as  required 
as  the  result  of  the  called  telephone  being  busy  or 
not  being  answered,  the  computer  would  be  pro- 
grammed to  try  again  at  appropriate  intervals. 
These  intervals  could  be  geared  to  the  degree  of 
urgency  of  the  voicegram;  and  it  is  practicable 
as  the  telephone  system  gets  more  sophisticated 
to  have  the  called  telephone,   even  if  busy,   ad- 
vised by  a  signal  of  the  fact  that  a  voicegram  is 
waiting. 


Operation 

The  operation  of  the  system  from  the  cus- 
tomer's standpoint  is  very  simple  and  one  auto- 
mated arrangement  is  given  in  Figure  2.'  It 
sliould  be  appreciated  that  there  are  numerous 
automatic  and  semi-automatic  arrangements 
which  are  applicable,   depending  on  the  situation 
m  the  telephone  network.     Also,    with  touchtone 
generally  available  at  the  station,    simpler  opera- 
tion of  a  more  sophisticated  system  is  practicable. 
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OPERATION  OF  KRAUS  VOfCEGRAM  SYSTEM 

1.  Sender  diets  2  of  3  digiU  (a  prefix  similar  to  those  used 
in  international  dialing)  plus  7  or  10  digit  telephone  num 
ber  of  called  telephone  to  whom  voicegram  is  to  be  sent. 

2.  Call  is  routed  to  computer  at  voicegram  center  (outside 
ttie  normal  telephone  network). 

3.  Called  and  calling  numbers  auiomaticallv  spilled  into 
computer  at  the  voicegram  center. 

4.  Computer  requests  voicegram  from  sender. 

5.  Sender  speaks  voicegram  which  is  recorded  in  computer 
and  hangs  up. 

6.  Computer  dials  called  addressee's  telephone. 

7.  Addressee  answers. 

8.  Computer  transmits  announcement  that  voicegram  is  about 
to  be  delivered. 

9.  Computer  transmits  voicegram  and  repeats  until  called 
customer  hangs  up. 

10.  Computer  computes  charges  and  transmits  to  telephone 

company  for  billing  lo  sender  telephone  number. 
Notes:     1.  The  above  represents  a  simplified,  fully  automatic 
system.  A  more  sophisticated  system  is  practi- 
cable with  touchtone  at  sender  telephone. 

2.  Various  types  of  semi-automatic  arrangements  are 
practicable  before  system  becomes  fully  automatic. 

3.  Various  classes  of  voicegrams  are  practicable  in- 
cluding: 

dHrvery  at  a  specified  time 
delivery  to  a  particular  person 
delivery  of  a  recording  of  voicegram 
to  sender,  to  receiver  by  mail 
delivery  of  multiple  address  voicegrsms 

FIGURE  2 


Description  of  System 
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One  of  the  important  requirements  of  the 
system  is  to  record  automatically  the  calling  tele- 
phone number  as  well  as  the  called  telephone  num- 
ber in  the  voicegram  center.     While  this  could  be 
done  by  manual  means,   known  as  ONI  (operator 
number  identification),   this  method  must  be  con- 
sidered as  a  temporary  expedient.     The  method 
used  in  the  telephone  network  is  illustrated  in 
Figure  3  in  connection  with  the  handling  of  "O"  + 
traffic.     The  called  and  the  calling  numbers  are 
spilled  forward  to  the  CAMA  (Centralized  Auto- 
matic Message  Accounting)  office. 

Likewise  in  the  voicegram  system,   after 
connection  with  the  voicegram  center  the  called 
and  calling  numbers  are  spilled  mto  the  voice- 
gram  center  as  shown  in  Figure  4,   and  recorded 
in  the  signal  pulse  registers  shown  in  Figure  5. 


3- 


The  two  or  three  digits,    similar  to  those 
dialed  preceding  the  called  number  in  interna- 
tional dialing,   are  interpreted  by  the  originating 
telephone  central  office  as  follows: 
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1.  It  recognizes  that  it  is  a  voicegram  call 

2.  It  routes  the  voicegram  call  to  the 
voicegram  center 

3.  It  spills  forward  the  called  and  calling 
numbers  to  the  voicegram  center 

The  voicegram  center  requires  no  new 
hardware  and  consists  of  the  following  basic  ele- 
ments (see  Figure  5): 

computer 
switching  matrix 
signal  pulse  registers 
voicegram  recording  and 

reproducing  units 
cassette  recording  units 
memory  talking  units 
operator 
automatic  call  -units 


ZIZ" 

CENTRAL 
OFFICE 

TELEPHONE 
OFFICES 

»HO0 

"^ 

1     — ' 
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The  functions  of  each  of  the  above  appear 
self-explanatory.  -The  operator's  position  is 
utilized  for  one  or  more  functions: 

1.  Request  and  record  "class  of 
message"  from  sender 

2.  Record  multiple  address  (tele- 
phone number)  voicegrams 

3.  Insure  delivery  of  particular 
person  voicegrams 

4.  Provide  assistance,   quote 
rates,   etc.  to  the  sender 

Functions  1  and  2  could  be  automated  with 
touchtone  at  the  sender's  telephone.     Likewise, 
with  touchtone  the  sender  would  have  complete 
control  of  the  recording  and  would  have  available 
a  small  library  of  touchtone  instructions  such  as: 

replay  voicegram 
replay  last  portion 
cancel  voicegram 
cancel  rest  of  voicegram 
add  additional  words 
O.  K.  ,    send  as  is 

One  other  feature  which  is  an  essential 
part  of  the  service,   although  there  are  certain 
expedients  which  could  be  employed  as  a  substi- 
tute,  is  the  delivery  to  the  voicegram  center  of 
answer  supervision  at  the  called  station  telephone 
(see  Figure  6).     This  could  be  arranged  at  little 
cost,   would  serve  to  inform  the  computer  when  to 
begin  its  preliminary  message  informing  the 
called  station  that  "a  voicegram  is  ready  foi-  de- 
livery",  and  also  would  furnish  start  and  stop  con- 
versation time  for  charging,   although  the  latter 
would  also  be  recorded  by  the  telephone  central 
office. 


Design 


General 

The  details  of  an  economic  design  of  a 
nationwide  (also  international)  system  have  not 
been  completely  worked  out,   but  the  advantages 
of  a  single  nationwide  utility  for  this  service  are 
definitely  indicated.     Among  the  advantages  are: 

1.  The  provision  of  inexpensive  long 
haul  facilities  interconnecting  the 
various  voicegram  centers. 

2.  The  use  of  special  voice   process- 
ing   techniques  to  effect  economies 
in  the  time  required  to  transmit 
voicegrams.     Here  further  research 
and  development  is  essential  to 
achieve  maximum  utilization  of  the 
facilities.     The  transmission  be- 
tween centers  could  be  either  analog 
or  digital. 

3.  Above  all,   the  necessity  for  abso- 
lute standardization  of  the  service 
nationally  is  essential  to  its  accep- 
tance by  business,    industry,   govern- 
ment and  the  general  public. 

Approximate  Costs 

The  approximate  costs  shown  in  Figure  7 
are  based  on  a  15  second  voicegram,   and  are  ty- 
pical of  costs  which  can  be  realized  in  a  medium 
size  metropolitan  area  with  sufficient  traffic 
available  to  provide  a  load  for  a  voicegram  center. 
For  nationwide  service,   the  cost  of  the  completed 
toll  calls  between  the  terminating  voicegram  cen- 
ter and  the  called  telephone  would  need  to  be 
added. 
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VOICEGRAM  -Approximate  Co 


Incoming  switching 
Outgoing  sMitchmg 
Computer  &  tecording 
Computer,  calling  &  replay 
Accounting  &  billing  (Telephone  Company) 

(Voicegram  Center) 

Subtotal 

Line  con  foreign  exchange  hne  (local) 
Telephone  call  (for  delivery) 
Total       local  Voicegram 


Coast  to  coast  Voicegram    -  add  SO  35 

To  particular  person  -  add  SO. 35 

For  cassette  recording  to  sender  -  add  S0.B5 


Cost 
Dollars 


Availability  of  Telephone 

For  business  establishments  100'%  may  be 
assumed  to  have  a  telephone.  For  residence  cus- 
tomers 92%  of  the  households  have  telephones  to- 
day (96%  in  New  Yorl;  and  Pennsylvania),  and  it  is 
estimated  that  over  99%  of  the  households  will  have 
telephones  by  1980. 


Magnitude  of  Communicati 


Mail  -  first  class  excluding 
bills  and  checks 


Telephone  Conversations 


Telegrams  (excluding 
mailgrams) 


Annual  Volume 


180B 
30M 


Potential  of  Voicegram  Service 
General 

The  potential  has  been  investigated  in  a 
number  of  ways:    by  comparison  with  the  present 
telegram  service,  by  a  survey  of  the  magnitude  of 
various  communications,   by  consideration  of  the 
number  of  "busies"  and  "do  not  answers"  in  the 
telephone  operations  and  by  a  small  sampling  of 
customers'  needs.     Also,   it  is  advisable  to  con- 
sider the  residential  telephone  development. 

Comparison  -  Telegram  and  Kraus  Voicegram 

Telegram         Voicegram 

Time  to  place  4  minutes         30  seconds 

(15  words) 


Estimate  of  Voicegram  Potential 


Time  from  placing  to      1  hour  + 
delivery  by  telephone 


Cost  -  Local 
Cost  -  Long  Haul 
Accuracy 


$2.75 

$3.75 

Usually 
some  er- 
rors in 
telegram 


2  minutes  or 
at  a  speci- 
fied time 

$0.25 

$0.60 

Absolute 
accuracy  as 


Impersonal      Personal 
tone  of 
sender's 


V^oicegrar 
Potential 
Total    Percent         Range 


Telephone 
"Busies"  and 
"Do  Not 
Answers" 

Telegram 
1970  Volume 

Voicegram  at 
$.40 

Letters 
1970  Volume 

Voicegram  at 
$.40 

New  Business  and 
Datagrams 

Total  Potential 
1970  Volume 

Total  Potential 
1980  Volume 
(1970  X  1.42) 

Dollar  Volume 
1980  at  $.40  each 


40B      1%  to  10%      0.  4B-4.0B 


lOx  to  20x        0.5B  -  l.OB 


5%  to  10%      0.8B  -  1.6B 


unexplored 


1.7B  -  6.6B 


2.4B  -  9.4B 


$0.  9B  -  $3.7B 
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Examples  of  the  Need  for 
the  Votcegram  Service 

There  appears  to  be  a  great  potential  need 
for  the  Kraus  voicegram  service  since  it  is  fast, 
inexpensive  and  automated.     The  following  are  a 
few  typical  situations  where  the  Kraus  voicegram 
would  be  the  answer  to  a  problem: 

1.  Tom  has  dialed  Dick  four  times  in 
the  last  hour  (he  is  getting  a  busy 
signal).     The  problem  would  be  solved 
by  a  voicegram  to  Dick  as  follows 
"Please  call  me,    Tom,   at  567-1234.  " 
This  will  be  delivered  promptly  after 
Dick  hangs  up. 

2.  John  is  leaving  the  office  at  5:00  p.m. 
and  Harry  cannot  be  reached.     He 
wants  Harry  to  take  the  9:00  a.m. 
plane  to  Chicago.     He  sends  a  voice- 
gram  to  Harry's  residence  telephone 
explaining  the  situation  to  Harry, 

and  has  it  delivered  after  6:30  p.  m. 

3.  Nancy  wants  to  accept  a  written  invita- 
tion to  dinner  but  cannot  reach  the 
hostess  since  there  is  no  one  at  home. 
She  accepts  graciously  by  voicegranr 
and  the  voicegram  is  delivered  as  soon 
as  the  hostess  arrives  home. 

4.  Tom,    in  San  Francisco  at  4:00  p.  m.  , 
wants  to  get  a  message  to  Dick  in  his 


office  in  New  York.     He  will  not  be 
able  to  call  the  next  morning.     He 
sends  a  voicegram  to  be  delivered  at 
9:15  a.  m.   the  next  day  in  New  York. 

The  busy  executive  at  5:05  p.  m.    wants 
to  call  a  meeting  of  five  of  his  people 
the  next  morning  at  9:00  a.m.   but  has 
difficulty  reaching  any  of  them.     In 
three  minutes  he  has  sent  five  voice- 
grams  to  their  residence  telephones 
arranging  the  nneeting. 

Replies  to  letters.     A  voicegram  in 
reply  to  a  letter  would  be  faster,   more 
expressive,   and  is  much  less  expensive 
than  a  dictated  letter  which  requires 
dictation,   typing,   review,   correction 
and  signature. 


elusions 


The  voicegram  service  described  repre- 
sents a  necessary  evolution  in  communications; 
it  would  supplement  the  telephone,   partially 
replace  the  telegram,   and  further  supplant  mail 
service.     The  service  must,   however,  be  engi- 
neered and  operated  with  the  full  cooperation  of 
the  telephone  industry;  otherwise,    it  could  jeop- 
ardize regular  telephone  service.     It  should  be 
appreciated  that  patent  applications  have  been 
filed  on  the  Kraus  Voicegram  Service. 


General 

Appendix  A  has  been  added  to  the  paper  in 
answer  to  comments.     It  amplifies  the  operation 
as  covered  in  Figure  2,   and  illustrates  how  the 
service  may  be  introduced  into  various  types  of 
offices  on  a  semi-automatic  basis  in  order  to 
avoid  making  expensive  modifications  to  existing 
central  office  equipment, 

A  practicable,  semi-automatic  method  of 
operation  for  panel  and  crossbar  office  follows  in 
Figure  8. 


SEMI  AUTOMATIC  OPERATION 
Panel  and  Crossbar  GHicn 

1.  Customer  dials  a  special  3  digit  code  ONLY 

2.  Call  is  routed  to  Voicegram  Center 

3.  Calling  number  is  spilled  into  computer  at  Voicesram  Center 

4.  Operator  comes  in  on  Ime  momentarily  and  requests: 

a.  CALLED  number;  ttien  key  pulses  this  mto  computer 

b.  Class  of  message;  ttten  key  pulses  this  into  computer 

5.  Operator  disconnects  and  computer  proceeds  as  in  Step  4 
of  Fig.  2 

FIGURE  8 

Other  types  of  semi-automatic  operation 
have  been  developed  to  enable  the  voicegram 
service  to  be  introduced  at  once  throughout  the 
country. 
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ABSTRACT 


out  of  order. 


This  paper,   supplementing  previous  articles, 
explores  further  the  communications  needs  of  the 
public,  it  reviews  the  operation  of  the  telephone  net- 
work and  proposes  means  for  improving  its  perform- 
ance and  extending  its  functions,  it  discusses  the 
characteristics  of  systems  designed  to  fill  the  enor- 
mous time  gap  between  the  telephone  and  the  mail, 
and  indicates  means  for  making  such  systems  more 
practicable  and  effective. 

The  operation  of  the  telephone  network  is  con- 
sidered from  the  standpoint  of  the  individual's   com- 
munication objectives.     The  attitude  that  the  com- 
pletion of  a  telephone  call  is  the  only  objective  of  the 
telephone  business  is  a  narrow  one,  and  may  be  com- 
pared to  the  railroads'  limited  objectives  in  the 
transportation  business. 

A  BASIC  COMMUNICATIONS  NEED 


A  basic  communications  need  is  the  exploration 
in  depth  of  the  communications  requirements  of  the 
individual  as  part  of  the  general  public.     There  have 
been  many  marketing  studies  made  for  individual 
specialized  services  but,  as  is  customary,   the  gen- 
eral public's  overall  needs  have  been  neglected  in 
contrast  to  those  of  big  business.     It  is  essential  to 
assess  the  total  potential  in  terms  of  a  variety  of 
types  of  systems  each  of  which  would  perform  differ- 
ently relative  to  information  delivery.     The  potential 
should  be  quantified  in  terms  of  the  time  of  delivery 
desired,   the  relative  urgency,  the  quantity  of  infor- 
mation to  be  sent,  the  necessity  for  an  interchange  of 
information,  accuracy  of  information  delivery,  need 
for  verification,  etc.     Relative  to  the  telephone  it  is 
unfortunate  that  the  needs  for  fast,  modern,   sophis- 
ticated service  adapted  to  meet  our  communities' 
requirements  have  been  unappreciated  and  unexplored 
by  both  the  telephone  companies  and  the  regulatory 
bodies.     The  question  is  can  the  regulatory  bodies, 
including  the  FCC  and  the  OTP  continue  to  operate 
satisfactorily  on  a  "seat     of  the  pants"  basis. 

An  objective  study  would  include  the  potential  of 
a  whole  family  of  viable  communications  services  in- 
cluding modem,   fast  telephone  service,  one-way 
messages,   record  and  voice,  which  are  exemplified 
by  the  FAXGRAM,  VOICEGRAM,  SUPERFAXGRAM, 
MAILGRAM  and  the  SUPERMAILGRAM,     Other  for- 
ward Ic   :.jig  services  as  the  TELEVIDEOGRAM 
should  likewise  be  considered. 

Considering  the  millions  of  dollars  expended  by 
the  telephone  industry  and  the  billions  spent  by  the 
Federal  Government  on  research,  allocation  of  sev- 
eral million  dollars  to  investigate  the  unfilled  com- 
munications potential  of  our  society  wotild  not  seem 


THE  TELEPHONE  NETWORK 

The  telephone  network  provides  the  most  im- 
portant means  of  random  access  communications  for 
the  nation  and  the  telephone  traffic  is  growing  at  a 
much  faster  rate  than  mail,   currently  the  only  other 
means  of  communication  available  to  the  general 
public.     The  network  may  be  considered  as  one  large 
computer  system  with  122,000,000  ports.     This 
enormous  and  decentralized  complex  is  operated  by 
its  customers  by  actuating  the  dials  and  is  available 
at  any  time  to  the  instantaneous  demands  of  the  tele- 
phone users.     Meeting  the  varying  and  growing  de- 
mands is  an  arduous  and  massive  task  which  the  tele- 
phone companies  perform  extremely  well  considering 
the  fact  that  they  must  anticipate  needs  in  advance. 

Large  fluctuations  of  the  telephone  traffic  require 
analysis  and  instant  action  by  special  groups  whose 
]ob  is  "network  management".    These  groups  are 
located  at  national,   regional  and  sectional  centers  to 
take  action  to  insure  that  at  times  of  excessive  de- 
mand the  network  will  function  and  a  reasonable  per- 
centage of  the  originating  calls  will  continue  to  flow 
through  the  network.     It  should  be  noted  that  network 
management  as  an  art  has  been  developing  over  a 
period  of  many  years  and  today  makes  substantial 
contributions  to  the  overall  performance  of  the  com- 
puter system  tmder  stress. 

There  is  one  part  of  the  system,  however,  which 
the  telephone  company  does  not  wholly  control.     This 
is  the  equipment  providing  the  man-machine  interface, 
i.e.,  the  station  equipment,  and  the  additional  equip- 
ment, if  any,  which  is  located  on  the  customers' 
premises.     Today,  under  FCC  decisions  on  Intercon- 
nect equipment,   the  telephone  company  may  or  may 
not  be  consulted  as  to  the  type,  quantity  and  traffic 
carrying  characteristics  of  such  equipment.     It  is 
proposed  to  consider  here  the  effect  of  this  part  on 
the  operation  of  the  system  as  a  whole. 

There  are  over  170  billion  calls  made  annually 
from  one  port  of  the  computer  to  another  and  over 
50  billion  calls  are  not  completed  and  not  charged  for. 
These  are  due  largely  to  "busies"  (BY)  and  "do  not 
answers"  (DA).    It  is  important  to  note  that  a  substan- 
tial part  of  the  $85  billion  investment  in  telephone 
plant  is  being  utilized  for  calls  not  completed.     The 
very  expensive  control  equipment  is  used  for  the  same 
or  even  a  longer  period  of  time  for  a  wasted  call  as 
for  one  which  provides 


A  corollary  of  this  conclusion  is  that  a  relatively 
small  improvement  in  the  percent  "busies"  encoun- 
tered would  pay  off  handsomely  in  reduced  investment. 
It  is  suggested  that  the  problem  is  a  joint  one  with  the 


4796 


customer  but  that  the  telephone  company  must  take 
the  initiative. 


BUSIES 


Busies  are  currently  running  from  12  to  15  per- 
cent overall  and  may  peak  to  20%  or  more  during  the 
busy  hour.     Some  effort  has  been  made  sporadically 
to  reduce  these.     In  recent  years  there  has  been 
some  leaving  the  "receiver  off  the  hook"  or  setting 
up  a  telephone  connection  between  two  telephones  and 
letting  the  condition  remain.     These  actions  are  stim- 
ulated by  the  desire  to  give  the  impression  that  some- 
one is  "home"  or  to  give  the  boss  the  idea  that  his 
secretary  is  at  her  post  when  she  is  not.     The  first 
is  taken  care  of  in  most  common  control  offices  by  a 
timing  feature.     The  second  can  be  solved  only  by 
customer  cooperation  or  a  usage-sensitive  rate  struc- 
ture. 

Customer  cooperation  is  very  essential  in  avoid- 
ing unusual  peaked  calling.     For  example,  an  adver- 
tisement during  the  Christmas  season  that  children 
might  speak  to  Santa  Claus  by  dialing  a  specified 
number  put  the  telephone  system  in  the  downtown 
area  of  one  city  out  of  business  until  appeals  were 
made  to  the  public  via  radio  and  TV  to  call  off  the 
idea.     Emergencies  also  generate  unusual  peaks 
which  are  taken  care    usually  by  prompt  action  of  the 
network  management  teams. 

The  more  usual  types  of  busies    result  from 

1.  .'\n  inadequate  number  of  central  office  lines  to 
the  customers'  premises  on  multi-line  service. 

2.  Customers  with  a  single  central  office  line. 

3.  Telephones  on  Centrex  PBX  with  a  single  line 
to  the  PBX. 

4.  Poor  design  of  the  man-machine  interface  (the 
system  available  to  the  user  at  his  desk). 

5.  Inadequate  traffic  handling  capacity  at  the  PBX. 

6.  Inadequate  number  of  lines  to  PBX  attendant. 

With  reference  to  an  inadequate  number  of  cen- 
tral office  lines,  it  is  usually  feasible,  but  not  always, 
for  the  telephone  company  to  point  out  to  the  customer 
that  callers  are  being  turned  away  without  reaching 
him  and  thus  sell  him  on  more  CO.   lines.     This  is 
unnecessary  with  a  Centrex  CU  package  where  the 
telephone  company  is  responsible  to  provide  him  with 
an  adequate  number  If  lines.     However,  there  are 
cases  where  a  customer  refuses  to  contract  for  more 
service.     There  are  also  the  cases  in  small  business 
where  two  or  more  individual  lines  are  furnished  with 
separate  numbers  without  trunk  hunting  or  jump  hunt- 
ing and  the  caller  must  try  one  number  after  another. 

The  fastest  growing  area  and  a  big  factor  in 
generating  busies  are  the  large  progressive  corpora- 
tions.    They  have  gone  in  for  Centrex  operation  which 
has  done  much  to  speed  up  the  service  since  "the  best 
operator  is  no  operator".     The  elimination  of  the  PBX 


operator  on  incoming  calls  has  reduced  appreciably 
the  overall  "connect  time",   i.e.  ,   the  time  from  end 
of  dialing  to  the  beginning  of  the  ringing  signal  or  the 
busy  signal,  but  at  the  same  time  it  has  increased 
very  considerably  the  number  of  busies  encountered. 
Thus  the  calling  party  is  penalized  by  having  to  dial 
more  frequently.     In  fact,   the  PBX  with  Centrex  as 
currently  practiced  has  created  a  barrier  to  commun- 
ications.    Usually  a  single  7  or  10  digit  number  is 
printed  on  the  letterhead  and  on  the  business  card  and 
the  individual's  number  is  broadcast  without  provision 
at  the  PBX  for  line  hunting  to  another  line  or  routing 
to  an  attendant  at  the  PBX  when  a  busy  is  encountered. 
Frequently  the  caller  is  dialing  this  one  number  from 
across  the  continent  and  consistently  getting  a  busy. 
If  the  busy  persists  and  the  call  is  urgent,   the  caller 
then  goes  through  the  process  of  dialing  the  555  num- 
ber to  secure  the  number  of  the  PBX  attendant,  dial- 
ing for  the  PBX  attendant  and  finding  the  extension 
still  busy,  asking  for  the  PBX  information  operator  to 
furnish  a  nearby  extension.     Frequently  there  are 
inadequate  lines  to  the  PBX  attendant.     These  time 
consuming  steps  are  taken  only  to  find  out  that  the 
PBX  information  operator  does  not  know  of  a  tele- 
phone near  that  one  called,   and  furthermore,  neither 
she  nor  the  PBX  operator  are  permitted  to  take  a 
message  for  the  busy  telephone.     Thus,  a  rather  ef- 
fective communications  barrier  has  been  erected  at 
the  PBX  which  penalizes  the  telephone  network  as 
well  as  the  calling  party.     Calls  incoming  to  such 
Centrex  units  probably  total  20  billion  annually,  and 
the  numljer  of  times  such  a  barrier  is  encountered 
must  be  considerably  over  1  billion  annually. 

THE  M.'\N-MACHINE  INTERFACE 


The  man-machine  interface  (the  system  available 
to  the  user  at  his  desk)  is  not  designed  to  engineering 
standards,   but  is  the  result  of  a  compromise  between 
the  telephone  salesman  and  someone  in  the  user's 
organization.     There  appears  to  be  no  generally  ac- 
cepted design  procedure  except  some  rule  of  thumb 
ideas  which  the  salesman  acquires  after  much  experi- 
ence. 

The  user  is  not  furnished  with  a  list  of  the  vari- 
ous possibilities  from  the  least  expensive  and  still 
workable  to  the  most  expensive  with  more  ser\'ice 
capacity  and  features.     The  contrast  encountered  in 
the  field  runs  from  0  percent  key  telephone  sets  with 
insufficient  lines  and  no  hunting  in  one  large  office  to 
another  office  doing  the  same  work  with  100  %  key 
telephone  sets  with  rotary  additional  lines,   dial  inter- 
communication systems,   call  directors,  and  loud 
speaking  telephones,   etc.     Callers  rarely  encountered 
busies  when  dialing  the  second  office,  whereas  it  was 
frequently  difficult  to  reach  a  telephone  in  the  first 
office  because  of  busies.     The  author  is  not  necessar- 
ily recommending  the  all  out  provision  of  equipment 
and  lines.     However,   it  is  ob\ious  that  the  first  office 
was  laid  out  solely  to  save  the  most  money  on  one 
vital  part  of  the  telephone  system  without  considering 
the  effect  on  the  economy  of  business  operation.     On 
the  other  hand,  the  second  office  was  oversold  on 
telephone  service.     The  answer  for  both  would  be  a 
careful  consideration  of  the  actual  needs  from  a  busi- 
ness operations  standpoint.    It  is  important  to  note 
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that  the  second  office  did  not  degrade  service  to  the 
caller  nor  affect  the  telephone  network  whereas  the 
first  office  penalized  the  caller  and  the  telephone 
company  because  it  involved  excessive  use  of  the 
network.     What  is  needed  is  a  comprehensive  indus- 
try wide  practice  which  relates  the  man-machine 
interface  with  all  its  manifold  arrangements  to  the 
specific  telephone  traffic  requirements.     Such  a  prac- 
tice, firmly  grounded  on  correct  engineering  princi- 
ples, should  be  made  available  to  all  interested  users 
in  simple  form.     A  brochure  should  be  prepared 
illustrating  the  various  types  and  quantities  of  inter- 
faces and  optional  services  to  meet  minimum,  aver- 
age, and  reasonable  maximum  grades  of  service 
considering  the  outgoing  and  incoming  traffic  to  be 
handled. 

REDUCING  BUSIES  ENCOUNTERED 
AND  BREAKING  DOWN  THE  PBX  BARRIERS 

Various  possibilities  for  accomplishing  appreci- 
able reductions  in  the  busies  encountered  are  listed 
below.     In  addition  to  these,  there  are  other  remedies 
which  should  be  considered  seriously  in  order  to 
break  down  at  once  the  serious  barrier  to  communi- 
cations at  PBX's  which  has  been  erected  without 
regard  to  the  urgent  communications  needs  of  the 
calling  customer. 

The  answer  to  the  problem  of  busies  and  don't 
answers  in  the  business  world  in  the  long  term  is 
so-  lewhat  radical  but  is  both  obvious  and  sensible. 
The  users  are  operating  the  telephone  "computer"  and 
if  they  do  not  operate  it  efficiently,   they  should  pay 
for  their  contribution  toward  inefficiency.     Reasonable 
norms  should  be  established  for  the  total  number  of 
busies  and  don't  answers  and  for  the  peak  busies  and 
don't  answers  encountered  per  busy  hour.     Busies  and 
don't  answers  in  excess  of  the  reasonable  norm  would 
be  charged  to  the  called  customer  and  thus  there 
would  be  an  incentive  for  the  customers  to  provide 
adequate  means  for  receiving  the  called  traffic.     This 
would  also  provide  an  incentive  to  insure  that  PBX 
systems  or  a  portion  thereof  would  be  out  of  service 
for  a  minimum  period  of  time.     As  the  Interconnect 
market  grows,   such  a  charge  would  appear  essential 
to  avoid  as  much  as  possible  a  serious  reaction  on  the 
network  from  outages  due  to  customer  provided  equip- 
ment.    This  traffic  reaction  on  the  network  is  proba- 
bly more  important,   in  the  writer's  opinion,   than  the 
protection  of  the  network  from  transmission  defects 
or  electrical  voltages,  but  strangely,   it  has  not  been 
stressed  by  the  telephone  companies  and  the  regula- 
tory agencies. 

A    Possibilities  for  Reducing  Busies 

1 .     For  single  line  customers  or  single  line  Cen- 
trex  extensions,   the  long  term  answer  is  the 
"call  waiting"  feature.     Unfortunately,  this 
will  be  available  only  in  electronic  offices 
with  Centrex  CO  service  or  at  electronic 
Centrex  CU  PBX  5,  At  the  current  slow 

rate  of  replacement  of  central  office  entities 
with  electronic  offices,  it  will  not  be  avail- 
able generally  for  many  years.     Hopefully, 
this  will  change  as  the  vital  needs  of  the  gen- 


eral public  are  recognized.     Call  waiting 
service  provides  a  means  for  the  party  at 
the  called  telephone  to  handle  a  second  in- 
coming call  when  he  is  already  busy  convers- 
ing with  a  party  on  a  previous  call.     By 
means  of  an  audible  signal  (spurts  of  tone) 
the  called  party  is  advised  that  a  second  call 
is  waiting.     He  can  then  excuse  himself  from 
the  first  call  and  by  depressing  the  hook- 
switch  hold  the  first  calling  party  and  transfer 
his  telephone  to  the  second  calling  party.     In 
talking  to  the  second  calling  party  he  can  then 
make  an  appropriate  decision,   such  as  to  ask 
the  second  party  to  hold  until  he  finishes  with 
the  first  party,   in  which  case  he  depresses 
the  hook -switch  again  and  temporarily  returns 
to  the  first  party.     He  could  instead  advise 
the  second  party  he  will  call  him  back.    In 
this  way  call  waiting  avoids  a  busy  and  the 
call  by  the  second  calling  party  is  not  wasted. 

2.  Provide  a  second  line  for  the  single- line 
Centrex  stations  or  single -line  business  sta- 
tions with  line  huntmg,   or  if  this  is  out  of  the 
question,    encourage  all  businesses  with  Cen- 
trex to  place  an  alternate  telephone  number 
on  letterheads  and  business  cards  for  their 
personnel.     The  listing  of  the  Centrex  PBX 
stations  in  the  telephone  directory  would  aid 
appreciably  and  probably  should  be  required 
ultimately,  although  this  is  not  clearly  indi- 
cated as  yet.     Meanwhile,   the  hsting  of  de - 
partments  and  sub-departments  of  corpora- 
tions by  telephone  number  would  help  the 
calling  customer  -  to  some  degree  -  to 
penetrate  the  barriers  which  these  corpora- 
tions have  erected.     While  the  action  of  list- 
ing additional  numbers  on  letterheads  or  in 
the  directory  would  not  reduce  busies,   it 
would  assist  in  removing  the  communications 
barrier  at  the  PBX 

3.  Provide  transfer  to  an  attendant  after  a 
specified  number  of  rings  on  don't  answers 
or  after  busy  is  encountered.     (This  feature 
has  drawbacks  since  it  could  present  a  large 
amount  of  traffic  to  an  attendant  position 
which  may  not  be  equipped  to  handle  it.) 
Automatic  transfer  to  an  automatic  voice 
recorder  is  one  way  to  help  solve  the  diffi- 
culty. 

4.  Provide  an  attendant  recall  or  call-in  feature 
on  calls  to  Centrex  PBX  extensions  so  that  if 
BY  or  DA  is  encountered,  the  calling  party 
could  brmg  in  the  PBX  attendant  by  transmit- 
ting a  touchtone  code.     This  feature,  plus  a 
service -minded  attendant,  would  accomplish 
much  in  reducing  useless  traffic  on  the  net- 
work. 

5.  The  means  listed  above  of  reducing  busies 
are  concerned  with  the  terminating  party's 
equipment  and  actions.  The  calling  pattern 
of  the  originating  party  should  also  receive 
some  attention  because  of  sizable  contribu- 
tions to  "busies".     The  persistent  and  sue- 
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ssive  call  attempts  made  frequently  by 
rious  callers  encountering  BY  represen 
abuse  of  the  telephone  network  and,  in 
rticular,  of  the  common  control  equipm 
ch  major  contributions  toward  inefficier 
network  operation  must  be  restricted,  ; 
encourage  cooperation,  a  charge  will  ni 
be  made  when  abuse  is  indicated. 


Breaking  Down  the  Communications 


Bar 


at  PBX's 


The  items  listed  under  busy  reduction  would 
also  be  effective  in  breaking  down  the  communications 
barrier  at  PBX's  and  meeting  in  some  small  degree 
the  objectives  of  the  caller.     Other  possibilities  are: 

1.  Train  the  PBX  attendant  or  the  information 
operator  in  the  attitude  of  service  minded- 
ness.     Equip  the  attendant  with  adequate 
information  so  that  she  can  select  telephones 
which  are  near  other  busy  telephones.     Per- 
mit her  to  take  short  messages  such  as: 
"Please  tell  so-and-so  I  called".  "Ask  Jack 
to  call  me"    "Yes"  or  "No". 

2.  Install  at  all  sizable  PBX's  an  automatic 
voice  recorder  on  an  extension  so  that  it 
would  be  possible  to  deliver  any  message, 
but  especially  those  of  importance  if  the  ex- 
tensions are  BY  or  DA       The  number  of  the 
extension  with  the  recorder  could  be  dis- 
closed to  selected  callers  to  permit  recording 
of  messages  after  business  hours. 

C.     Personnel  Location  System 


One  of  the  areas  which  has  not  been  adequately 
covered  is  the  matter  of  locating  the  called  party  on 
his  premises  after  the  telephone  call  has  been  com- 
pleted to  the  called  number.     Currently  the  audio  and  tji 
paging  systems  are  employed  but  these  systems  re- 
quire specific  action  by  the  person  being  paged,   and 
there  is  a  considerable  period  of  time  during  which 
the  call  is  held  waiting  for  a  response  from  the  paging 
action  which  may  never  be  received.     What  is  needed 
is  an  inexpensive,    reliable  and  simple  personnel  loca- 
tion system.     This  has  now  been  developed  utilizing 
ultrasonic  techniques,   the  transmission  characteris- 
tics of  which  are  ideally  suited  to  this  purpose  in  con- 
trast to  radio  means.     (Ultrasonic  transmissions  do 
not  readily  penetrate  the  walls  of  a  room.)     Briefly, 
the  individual  carries  an  ultrasonic  transponder  the 
size  of  a  fountain  pen  which  responds  to  a  coded  sig- 
nal.    Each  room  is  equipped  with  an  inexpensive  ultra- 
sonic transmitter  and  a  separate  ultrasonic  receiver, 
both  of  which  are  connected  to  a  central  location  by 
means  of  a  pair  of  wires.     When  a  call  comes  in  for 
an  individual  who  is  not  at  this  telephone,   action  by 
the  secretary  or  PBX  attendant  transmits  a  voice  fre- 
quency code  over  the  network  which  modulates  and  ac- 
tivates the  transmitter  in  each  room.     One  particular 
transponder  is  activated  by  this  transmission  and  the 
presence  of  this  person  in  a  particular  room  or  space 
is  immediately  indicated.     The  telephone  m  the  room 
can  then  be  rung  and  the  person  called  to  the  telephone. 
A  manual  method  has  been  described,   although  it  is 


possible  to  automate  the  process  completely  by  adding 
sophistication  to  the  PBX.     The  ultrasonic  system  is 
inexpensive,   reliable  and  very  workable. 

While  this  personnel  location  system  may  not 
become  a  major  factor  in  communications,   it  would 
serve  to  reduce  the  holding  time  on  the  calls  involved, 
of  which  there  may  be  as  many  as  several  hundred 
million  annually. 

DO  NOT  ANSWERS  (DA) 

The  quantity  of  DA's  overall  is  about  equivalent 
to  the  busies  (BY's)  -  around  25  billion  annually  -  but 
the  number  of  DA's  is  somewhat  less  during  busy 
hours,   since  business  calls  are  more  likely  to  en- 
counter BY's  at  this  time.     However,   the  effect  of  a 
DA  on  the  network  is  greater  than  the  BY  since  the 
caller  usually  waits  for  a  number  of  rings,   adding  an 
average  of  around  18  seconds  or  more  to  the  holding 
time  of  the  call  for  which  no  charge  is  made. 

The  problem  of  DA's  may  be  the  lack  of  facili- 
ties to  answer  a  remote  telephone,   but  more  usual  is 
the  lack  of  personnel  to  answer  the  call.     In  some 
cases  it  is  deliberate  neglect  to  answer  someone 
else's  telephone.     It  is  also  frequently  encountered  at 
PBX's  where  there  are  insufficient  positions  or  insuf- 
ficient attendants  at  the  switchboard. 

There  should  be  a  charge  made  if  the  number  of 
DA's  beconne  excessive,   since  the  penalty  to  the  net- 
work and  the  other  customers  utilizing  the  telephone 
"computer"  is  not  inconsiderable.     Such  a  charge 
should  apply  particularly  to  business  telephones  dur- 
ing the  important  business  hours. 

The  solutions  for  DA's  appear  to  be: 

1.  For  telephones  (either  CO  lines  or  PBX 
to                   extensions),   provide  an  appearance  at 

another  telephone  where  the  called  tele- 
phone will  be  answered  in  the  absence  of 
the  called  party. 

2.  Provide  for  automatic  transfer,   after  a 
specified  number  of  rings,  to  an  attendant 
or  to  a  voice  recorder  where  a  message 
may  be  taken. 

3.  The  customer  may  subscribe  to  tele- 
phone answering  services.     (This  uneven 
type  of  manual  service  will  be  replaced 
by  a  more  sophisticated  arrangement  with 
a  mini-computer,    concentrator  and  a 
display  tube  at  a  point  distant  from  the 
central  office. ) 


FILLING  THE  TIMEGAP  BETWEEN 
THE  TELEPHONE  AND  THE  MAIL 

The  previous  sections  are  concerned  with  mean 
of  improving  the  operation  of  the  telephone  network. 
However,   the  large  timegap  between  the  telephone  an< 
the  mail  indicates  that  the  general  public  urgently 
needs  a  new  family  of  one-way  services  utilizing  the 
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telephone  network.  Although  these  have  been  covered 
in  detail  in  previous  papers  (see  Bibliography),  there 
is  additional  information  which  is  applicable. 

The  VOICEGRAM  is  a  means  for  delivering  a 
one-way  voice  message  service  from  one  telephone  to 
another.     The  short  message  originated  at  a  telephone 
is  relayed  automatically  to  the  called  telephone  by  an 
analog  store  and  forward  computer.     A  l5-second  one- 
way message  can  be  delivered  across  the  continent 
for  $.  50,   compared  to  an  uncertain  and  often  inaccur- 
ate telegram  for  $3.  95. 

The  idea  that  the  telephone  network  should  be 
utilized  only  for  two-way  conversations  is  an  archaic 
one  and  does  not  recognize  the  vast  need  for  fast  one- 
way voice,   data,    record  and  video  services  for  the 
general  public.     The  telephone  network  is  the  only  fa- 
cility which  has  random  access  to  all  of  the  nation  and, 
accordingly,   its  utilization  for  other  than  telephone 
calls  is  in  the  public  interest. 

There  have  been  comments  made  that  the  VOICE- 
GRAM  would  be  detrimental  to  the  network  because 
computer  calling  might  add  appreciably  to  the  number 
of  BY's  and  DA's.     The  answer  is  that  a  carefully  con- 
trolled computer  program  would  limit  calling  because 
successive  calls  would  be  increasingly  spaced  in  time, 
so  as  to  tend  to  utilize  the  unused  capacity  of  the  net- 
work.    This  is  in  severe  contrast  to  the  public's  per- 
sistent and  successive  calling  as  exemplified  by  traf- 
fic to  800  number  services  and  to  various  utilities 
such  as  taxicabs,   electric  companies,    railroad  ticket 
offices.     The  public's  call  attempts,  which  represent 
■abuse  of  the  network,  are  important  factors  in  creating 
wasteful  "busies"  and  "do  not  answers"  which  amount 
to  50  billion  annually.     The  VOICEGRAM  traffic,   on 
the  other  hand,  would  generate  less  of  such  wasteful 
traffic  than  the  individual  who  is  impatient  to  get 
through.     After  non-delivery  on  a  limited  number  of 
call  attempts,   the  particular  VOICEGRAM  would  be 
discontinued  and  the  caller  advised.     Another  point  is 
that  the  long-distance  (DDD)  network  would  not  be  af- 
fected because,   for  reasons  of  economy,  the  proposed 
plan  includes  transmission  of  long-distance  VOICE- 
GRAMS  over  segregated  facilities  between  VOICEGRAM 
centers.     The  service  would  also  include  verification 
of  delivery,  if  desired,  by  the  caller. 


mands  of  its  users,   and  a  sizable  portion  of  the  $85 
billion  investment  is  utilized  to  make  telephone  calls 
which  are  never  completed  and  not  charged  for.     Means 
for  the  reduction  of  this  waste  are  explored,   and  it  is 
essential  that  the  cooperation  of  the  telephone  custom- 
ers be  secured  if  progress  is  to  be  made.     The  tele- 
phone companies  should  take  the  initiative  in  this  ac- 
tion.    While  in  general  reasonable  cooperation  may  be 
expected  from  industry  and  business,   it  may  be  neces- 
sary to  expedite  their  cooperation  by  making  a  charge 
to  those  customers  who  contribute  more  than  their 
share  to  the  inefficiency  of  operation  of  this  telephone 
computer. 

In  addition,  the  varied  and  unfilled  demands  of 
the  general  public  for  person-to-person  communica- 
tions remain  unexplored.     These  involve  more  sophis- 
ticated telephone  service  supplemented  by  a  whole 
family  of  additional  one-way  services.     In-depth  stud- 
ies of  the  communications  needs  of  the  general  public, 
funded  by  the  Federal  Government,   are  essential  if 
progress  is  to  be  made.     No  new  communications 
service  has  been  offered  the  general  public  since  the 
invention  of  the  telephone  almost  100  years  ago. 
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The  FAXGRAM  (described  in  Meeting  the  Publi 
nunications  Needs,  C   R.    Kraus.   IEEE  ICC  '73), 


utilizing  the  telephone  network  between  postoffices, 
would  be  operated  by  the  user  at  the  originating  end 
and  delivered  by  the  postman  at  the  terminating  end. 
An  example  of  its  use  is  a  case  of  sending  an  1 ,  880 
word  telegram  from  Philadelphia  to  Anchorage,   Alas- 
ka,  at  a  cost  of  $295.  88.  FAXGRAM  service  would 
have  done  the  job  over  the  telephone  network  for  $25. 
Single-page  transmissions  would  cost  no  more  than  a 
telephone  call  plus  a  charge  for  the  use  of  the  termina 
equipment.     Delivery  of  an  accurate  record  would  be 
made  the  next  morning. 


CONCLUSIONS 

The  enormous  telephone  "computer"  with  its 
122  million  ports  is  subject  to  the  instantaneous  de- 
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SARKES    TARZIAN    INC 

June  4,  1974 


Mr.  C.  Rdymond  Kraus ,   President 
Consulting  Commission  Engineers,  Inc. 
845  Mount  Moro  Road 
Villanova,   Pennsylvania  19085 

Dear  Mr.  Kraus: 

Thank  you  for  the  informative  articles  you  sent  me 
covering  VOICE  GRAM.     To  me  VOICE  GRAM  appears  to  fill  a 
need  between  the  telephone  and  telegram.    Like  all  novel  ideas 
it  is  going  to  take  much  time  and  energy  to  make  it  a  practical 
reality.    This  is  especially  true  since  it  will  require  the  approval 
and  cooperation  of  the  F.C.C.  and  the  telephone  companies  as 
well  as  the  support  of  the  financial  and  investment  communities. 

I  wish  you  success  in  your  pioneering  effort.    We  are 
indebted  to  the  pioneers  for  many  at  the  blessings  we  now  take 
for  granted. 

With  best  wishes,  I  am 

Sincerely, 


y4tuAAj^^^^^^f^ 


Sarkes  Tarzian 
ST/mm 
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University  of  Cincinnati 


Cincinnati,  Ohio  45221 

Mail   Loca.    #18 

Tele.    -    (513)   475-293A 

COLUQE  OF  ENOINEERINO 


May  23,  1974 


Mr.  C.  Raymond  Kraus 

President 

Consulting  Communications  Engineers,  Inc. 

8A5  Mount  Moro  Road 

Villanova,  Pennsylvania   19085 

Dear  Ray: 

I  sincerely  hope  that  the  country  will  realize,  as  you  have,  the  definite  need 
for  one-way  communications  services  such  as  your  Voice-Gram  system.   I  have  on 
numerous  occasions  received,  in  the  next  day's  mail,  my  copy  of  an  overseas  cable, 
only  to  find  (after  it  was  delivered!)  serious  errors  in  it.  As  I  understand  it, 
your  system  would  largely  overcome  this  difficulty  by  providing  the  message  in 
one's  own  voice.   I  certainly  wish  you  luck. 

Sincerely, 


Winston  E.  Kock 
Acting  Director 
Herman  Schneider  Laboratory  of 
Basic  and  Applied  Science  Research 


WEK:jjj 
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INTEL  CORPORATION 
3065  Bowers  Avenue 
Santa  Clara,  California  95051 
(408)  246-7501 

intel 


April     12,    1974 


Mr,  C,  Raymond  Kraus 

Consulting  Communications  Engineers,  Inc. 

845  Mount  Moro  Road 

Villanova,  Pennsylvania   19085 

Dear  Ray : 

I  have  just  read  over  your  proposals  for  a  national  VOICEGRAM 
service  and  it  sounds  I  ike  a  very  good  idea  to  me.  If  implemented,  it 
would  supply  a  real  service. 

There  are  innumerable  times  when  I  have  had  to  call  back 
several  times  to  get  a  message  through.   The  I  ine  was  either  busy  or 
the  call  was  unanswered.   VOICEGRAM  could  have  sufficed  for  the  content 
of  the  call.   I  am  sure  it  will  mean  a  great  saving  of  time  and  money. 

I  hope  that  you  can  develop  enough  interest  in  this  proposal  to  make 

it  a  real  ity. 

Good  luck. 

Sincerely  yours. 


^ly1^ 


Robert  N.    Noyce 
jj  President 
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PHILADELPHIA   19174 


Wharton  School  April  4,   1974  (215)  594-6852 

Ezra  S.  Krendel 
ProfessoT  of  Operalions  Research 

Dr.  C.  Raymond  Kraus,  President 
Consulting  Communications  Engineers,   Inc. 
845  Mount  Moro  Road 
Villa  nova,  PA    19085 

Dear  Ray, 

I  have  read  with  great  interest  the  description  of  the  VOICEGRAM  in  the  popers 
which  you  sent  me. 

As  you  know,  I  have  been  involved  for  some  years  in  a  variety  of  communications 
studies  for  the  Department  of  Defense.     I  am  well  aware  of  the  many  suggestions  and 
modifications  of  our  communications  capability  which  have  taken  place  over  the  years 
in  an  effort  to  make  our  defense  establishment  more  responsive  and  more  effective.    Your 
concept  of  the  VOICEGRAM  strikes  me  as  a  first  rats  idea  for  making  a  "store  and  forward" 
copability  available  to  the  civilian  sector  to  fill  the  gap  which  you  so  clearly  Indicate 
exists  between  real  time  telephone  conversation  and  hard  copy  communication. 

I  can  easily  see  where  such  a  capability  would  be  of  considerable  use  to  me  In  my 
role  as  consultant  to  various  Industries  and  government  agencies  and  how  many  of  my  associates, 
both  in  these  agencies  and  In  the  academic  world,  would  find  such  o  capability  as  VOICEGRAM 
presents  to  be  a  valuable  extension  of  their  ability  to  work  productively.    As  a  modest 
application,  the  harried  traveler  en  route  to  his  airplane  who  raises  a  busy  signal  on  an 
important  call  would  be  delighted  to  have  his  message  relayed  when  he  was  aloft.     I'm 
sure  that  you  as  well  as  I  have  wished  such  a  service  were  available. 

I  would  very  much  like  to  see  the  VOICEGRAM  realized  and  I  hope  that  you  are 
able  to  bring  together  the  financial  and  other  interests  needed  to  bring  It  about. 

Very  truly  yours, 

Ezra  S.  Krendel 
ESK/nei 


39-837   O  -  74  -  pt.  6  -  62 
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Oborob  H.  Browit 

iiT  Htnrr  Drivr 

Pruvoktoit.  Kkit  Jhrsbt  osb40 


May  3,    1974 


Mr.  C.  Raymond  Kraus,  President, 
Consulting  Communications 

Engineers,  Inc., 
845  Mount  Moro  Road, 
Villanova,  Pennsylvania. 

Dear  Mr.  Kraus, 

I  have  studied  your  reports  and  proposals 
for  a  new  family  of  one-way  communications 
services  which  include  VOICEGRAM  and  FAXGRAM 
systems.  It  is  my  opinion  that  your  proposals 
are  sound  and  would  go  a  long  way  in  providing 
urgently  needed  services  for  business  and 
industry  as  well  as  for  the  individual. 
Sincerely, 


ExeccnvT  vice   PfiESit>eAJT 
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STANFORD  UNIVERSITY 

STANFORD.  CALIFORNIA    94305 


DEPARlMtNl   OF  PHYbiCS 


May  29,  1974 


Mr.  C.  Raymond  Kraus,  President 
Consulting  Connnunlcations  Engineers,  Inc., 
8A5  Mount  Moro  Road 
Villanova,  Pennsylvania  19085 

Dear  Mr.  Kraus: 

VOICEGRAM  service  could  be  very  useful  in  many 
ways.   For  us  on  the  Pacific  Coast,  it  would  help  to  bridge 
the  awkward  three-hour  time  gap  with  the  Eastern  time  zone. 
Internationally,  that  aspect  might  be  even  more  important. 
But,  in  general,  it  would  be  useful  whenever  there  is  a  need 
to  deliver  a  message  fairly  quickly. 

I  hope  that  you  will  succeed  in  establish 
VOICEGRAM  service. 


Yours  sincerely, 

Arthur  L.  Schawlow 
Acting  Chairman 


ALS:fj 
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ARMIG  C.  KANDOIAN 

1»B  ORCHARD  PLACK 

RIDOCWOOD.     N.  J. 

074S0 


May  8,    1974 


Mr.  C.  Raymond  Kraus 
Consulting  Communications 

Engineers,  Inc. 
845  Mount  More  Road 
Villanova,  Pennsylvania   19085 

Dear  Ray: 


.y.T.:  i:/it'.  iTj'.i'LTi'.izt":""'  '■•■"""  "•"•"  "■""  "'•"■"• 

nir.^   ,    P,  ^"^-   ^^^  Technology  is  available  and  the  size  of  the 
potential  market  you  estimate  I  believe  to  be  too  conservative 

business  impediments  and  pitfalls  s^u^h's^^^L^^^Jirenco^n^fr":""''^  ^"' 

Some  general  cautions  ought  to  be  observed  so  as  not  tn  f..    .u      . 


With  the  best  personal  regards. 


Sincerely  yours, 
Armig  G.  Kandoian 


AGK/lf 
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LOREN  F.  Jones 

224  VW    WILLO>W  OnOVE  AVE 
PMIUADKLPMIA     PA     101  IS 


Jime  18,  1Q74. 

Mr.  C.  Raymond  Kraus,  Pres., 

Consulting  Communications  Engineers,  Inc., 

845  Mount  Moro  Road, 

Villanova,  Pa.  19085. 

Dear  Mr.  Kraus: 

In  my  opinion  your  proposed  Voicegram  service 
has  true  merit  and  could  form  the  basis  of  a  viable  and  large 
new  business.  Having  had  several  decades  of  experience  in 
evaluating  new  products  and  services,  including  many  relating 
to  communications,  I  find  it  stimulating  and  satisfying  to 
encounter  this  one.  It  visualizes  the  need,  then  devises  the 
means  (the  invention),  a  process  too  often  reversed. 

The  means,  the  technical  aspects,  seem  to  me 
to  present  no  substantial  problems.   Admittedly  the  initial 
development  cost  would  be  large.   I  do  suggest  that  the  system 
definitely  should  incorporate  the  response  feature  that  informs 
the  caller  whether  his  message  has  in  fact  reached  the  recipient. 

The  need,  the  size  of  the  market  for  Voicegram, 
can  not  be  determined  by  a  typical  market  survey.   Any  quanti- 
tative projections  of  the  need  and  eventual  demajid  for  the 
service  should  be  made  only  after  a  pilot  system  is  in  operation 
for  engineering  checks  and  customer  usage  analysis.   Sven  then, 
market  projections  should  make  due  allowance  for  the  fact  that 
the  full  markets  will  emerge  only  after  a  period  of  market  devel- 
opment. 

However,  my  intuitive  judgement  says  that  the 
potential  markets  are  very  sizeable,  that  the  system  would  be 
sufficiently  economical  to  serve  those  markets,  and  that  there 
will  be  applications  by  industry  and  the  public  beyond  those 
already  envisioned.   The  basio  concept  is  ingenious;  it  reduces 
the  common  telephone  frustrations  of  "busy"  and  "no  .answer". 
These  are  highly  significant  inconveniences  and  users  would 
be  willing  and  desirous  to  pay  reasonable  amounts  for  alleviation. 
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Your  preliminary  estimates  of  costs  indicate  that  they  not  only 
would  be  reasonable,  but  actually  would  result  in  net  savings 
(thru  reduction  of  wasted  time)  of  impressive  proportions. 

Quite  aside  from  Voicegram's  contributions  to 
telephone  services,  it  would  have  an  impact  on  business  mail, 
too.   The  cost  of  a  business  letter  is  higher  than  is  generally 
realized.   Its  dictation,  typing,  reading  for  signature  (and 
sometimes  retyping  for  correction)  can  easily  involve  several 
dollars  worth  of  writer/typist  time.  Voicegram  would  be  more 
economical.  Although  a  letter  in  ftard  copy  is  in  many  cases 
irreplaceable,  a  significant  part  of  the  business  letter  market 
could  gravitate  to  Voicegram  because  of  its  economy,  speed, 
convenience,  and  ability  to  eventually  reach  the  recipient  (like 
mail). 

As  for  the  regulatory,  entrepreneurial  and 
A.T.&T.  aspects  of  laxinching  Voicegram,  I  am  not  qualified  to 
suggest.  A  general  comment  is  that  the  basic  merits  of  Voice- 
gram  eventually  will  prevail  over  "not  invented  here"  complexes, 
corporate  inertia,  politics  and  investment  requirements.   Best 
wishes  toward  your  preparation  of  a  strategy  to  bring  this  about. 

Sincerely, 


^/^*vM^V^ 


Likren  F.   Jones. 


A   FUUw   »♦  Jttl      F»an(Mi.y     »v,TM      RcA 
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Office  of  the  Dean  June  U  .^„    1854-1974 
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Mr .  C .  Raymond  Kraus , 

President, 

Consulting  Comnunlcatlons  Engineers,  Inc., 

845  Mount  More  Road, 

Vlllanova,  Pennsylvania  19085. 

Dear  Mr .  Kraus : 

ITiank  you  for  sending  me  the  material  relating  to  methods  of  coamunl- 
catlon  outside  of  the  telephone  system  and  the  postal  system. 

Although  I  had  not  considered  specific  methods  such  as  those  which  you 
describe,  I  have  of ten--partlcularly  In  recent  years--felt  the  need  for 
one-way  coomunloatlon  with  another  person  which  would  be  quick,  reli- 
able, and  inexpensive.   I  shall  list  below  several  examples. 

Several  times  each  month  I  decide  that  I  would  like  to  acchange  brief 
messages  with  persons  I  don't  like  to  call  on  the  telephone  because  I 
dislike  the  interruption  which  unscheduled  calls  often  produce.   In  such 
cases  it  would  be  most  appropriate  if  I  could  have  the  message  delivered 
the  same  day  or  the  day  after  and,  hopefully,  receive  a  response  by  the 
same  medium  sometime  during  the  second  day.   Either  your  VOICEGRAM  or 
your  FAXGRAM  would  be  very  satisfactory  for  this  purpose. 

Biere  is  another  situation  where  your  methods  would  be  particularly 
helpful.   X  often  receive  telephone  calls  from  prospective  employers  who 
ask  my  opinion  about  a  present  or  former  student,  at  the  request  of  the 
student.   I  have  been  embarrassed  by  misunderstanding  the  name  and 
stating  that  I  do  not  recall  the  student,  when,  in  fact,  I  know  the 
person  very  well  and  have  agreed  to  be  his  reference.   I  have  argued 
that  such  requests  should  always  be  submitted  by  mail  and  that  the 
replies  should  be  a  permanent  record  as  well.   Once  again,  either  the 
VOICEGSAM  or  the  FAXGRAM  would  be  entirely  satisfactory.   I  would  prefer 
the  FAXGRAM  because  it  involves  a  permanent  record. 

Finally,  there  are  occaaiona  when  I  have  wanted  to  get  a  quick  answer 
from  several  persons  trho  are  members  of  a  committee  of  which  I  am 
chairman.  One  of  your  proposals  would  be  extremly  effective  in  such 
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Mr.  C  Raymond  Kraus 
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June  11,  197A 


cases,  would  be  either  faster  or  much  less  costly  Chan  the  usual  methods, 
and  would  be  less  time-consuming  for  the  Individuals  concerned. 


Perhaps  these  examples  will  be  adequate  to  convince  you  that  I  strongly 
favor  the  evolving  of  all  methods  of  c onmun 1 ca t ion  of  the  kind  that 
you  have  proposed.   I  sincerely  hope  that  an  appropriate  effort  will  be 
mounted  to  achieve  the  objectives  of  such  methods,  now  known  and  others 
that  will  develop. 


Warren, 'Or.         , 
Special  Advisor  to  the  Dea^L. 


SRW:IML 
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University  of  Colorado 
College  of  Engineering 
and  Applied  Science 
Boulder,  Colorado  80302 


iune    4,    1974 


Mr.   C.    Raymond   Kraus ,    President 
Consulting  Ccnununicatlons   Engineers, 
845  Mount  Moro  Road 
Villanova,    PA      19085 


Dear  Mr.    Kraus: 


I  have  looked  through  the  information  dealing  with  the  VOICEGRAM 
which  you  sent  me  under  cover  of  your  letter  of  May  23,  1974.   The 
concept  is  certainly  an  interesting  one  and  is  one  which  has  some 
good  possibilities  for  development  into  a  useful  communications  tool. 

I  wish  you  the  best  of  success  in  developing  the  concept. 


Very  truly  yours, 


Max   S.    Peters 
Dean 
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UNIVERSITY  OF  CALIFORNIA,  SAN  DIEGO 

BERKELEY      UAVIS      IRVINE       L..S  ANGELES      RIVERSIUE      SAN  DIECO      SAN  FHAWIISCO       Hj|}l^°)       SANTA  BARBARA      SANTA  CKLZ 
DEPARTMENT  OF  APPLIED  PHYSICS  AND  INFORMATION  SCIENCE  LA  JOLLA.  CALIFORNIA    92(IJ7 

5  June   19 7A 


C.    Raymond  Kraus ,   President 

Consulting  Conmunlcatlons   Engineers,    Inc. 

845  Mount  Moro  Road 

Vlllanova,   Pennsylvania     19085 


Dear  Mr.    Kraus: 


In  my  opinion  your  proposed  Volcegram  service  would 
be  an  excellent  means  of  overcoming  a  situation  In  which  a 
telephone  falls  to  answer  because  of  time-zone  difference  or 
for  any  other  reason. 


Yours  sincerely. 


Henry   G.    Booker 


HGB:8p 


X.*r-W.;..//^    ;,,.^„  ,,,;^^.^ 
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THE    FRANKLIN   INSTITUTE  •  Philadelphia,  pa   19103.  (215,  448.ii46 


April    29,    1974 


Mr.  C.  Raymond  Kraus 

President 

Consulting  Communications  Engineers, 

84  5  Mount  Moro  Road 

Villanova,  Pennsylvania    19085 


Dear  Ray: 

As  you  know,  I  have  for  several  months  now  been  aware  of  your 
effort  to  make  sure  that  some  of  your  ideas  regarding  new  communi- 
cations services  become  more  widely  known.   I  have  been  attempting 
to  find  a  way  to  help  in  such  an  effort,  but  have  thus  far  been  un- 
able to  determine  how  I  can  be  of  any  assistance  to  you. 

I  am  sorry  that  I  haven't  been  able  to  develop  any  useful  ideas, 
for  it  is  clear  to  me  that  your  concept  of  putting  existing  techno- 
logy together  in  novel  ways  so  as  to  create  new  and  rapid  one-way 
communications  systems  deserves  careful  consideration.   I  am  partic- 
ularly intrigued  by  the  possibilities  inherent  in  your  VOICEGRAM  con- 
cept —  and  I  hope  you  will  succeed  in  creating  interest  on  the  part 
of  all  concerned  so  that  this  innovation  can  be  accorded  the  atten- 
tion required  to  determine  its  viability. 

I  see  no  major  problems  insofar  as  the  technological  side  of 
the  VOICEGRAM  idea  is  concerned.   Since  my  knowledge  of  the  econo- 
mics of  the  communications  industry  is  very  primitive,  I  cannot  pro- 
vide even  a  well-educated  guess  as  to  the  degree  to  which  your  mar- 
ket and  fiscal  estimates  are  likely  to  prove  optimistic  or  pessimis- 
tic. 

I  am  sure  you  need  no  encouragement  from  me  to  continue  your  ef- 
forts to  obtain  a  "full  and  fair"  hearing  on  your  ideas.   You  none- 
theless have  my  encouragement  —  and  my  wishes  for  success  as  you 
carry  on. 

Sincerely  yours. 


Vt^V>Jl>^- 


BCD/dap 


J>«.  Bow^N    Otis     li    Pts^ifietjT    Of  rwc    F(tAt>^t«At 

1824-1974  •»'rr«T>JTt 


Honoring  Benjamin  Franklin  Through  150  Years 
of  Research,  Education  and  Service  To  Mankind. 
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April  9,  1974 


Mr.  C.  Raymond  Kraus ,  President 
Consulting  Communications  Engineers,  Inc. 
845  Mount  Moro  Road 
Villanova,  Pennsylvania   19085 

Dear  Ray: 

1  recently  read  your  Proposal  for  a  New  Nationwide 
Cotnmunications  Public  Utility  Service. 

I  am  writing  to  you  because  I  became  more  and  more 
excited  and  enthusiastic  as  I  read  your  proposal.   There 
is  no  question  in  my  mind  but  that  this  service  is  both 
novel  and  economical.   A  company  such  as  ours  would  make 
heavy  use  and  save  considerable  money  if  such  a  service 
were  available.   In  addition  to  saving  on  our  communica- 
tions costs,  I  can  also  foresee  a  significant  saving  in 
personnel  time  by  permitting  us  to  utilize  the  VOICEGRAM 
in  many  cases  in  lieu  of  writing  a  letter. 

I  also  agree  that  your  VOICEGRAM  would  remove  the 
unreliability  and  inaccuracies  of  sending  a  telegram. 

I  am  strongly  in  favor  of  your  new  service  and  would 
be  happy  to  repeat  my  comments  to  anyone  you  wish  to  have 
contact  me. 


Leon  Riebman 


Since  re  ly,-yeurs , 


LR/cw 


American  Electronic  Laboratories,  inc 

P    0     BOX   562,  LANSDALE.   PA     19446 
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From  the  desk  of 

BEARDSLEY    GRAHAM 


/)(fv'"7V 


^Peo-Y    Vvo-) 


X-t>v        VA\  ovs.0  p  o  ^v  ^^'^^     . 


IH/  >^ 
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Information  and  management  sciences 


A 


April   4,    1974 


AUERBACH 

121  n  broad  st 
Philadelphia 
penna  19107 
215  491  8200 

Mr.  C.  Raymond  Kraus,  President  Cable  atjerinfo 

Consulting  Communications  Engineers,  Inc. 
845  Mount  More  Road 
Villanova,  Pa.   19085 

Subject:   VOICEGRAM 

Dear  Ray: 

Thank  you  for  sending  me  the  memoranda  and  the  enclosures  on  your  idea--VOICEGRAM. 
It's  a  fascinating  proposition  and  contains  many  elements  of  truth  as  to  the  lack 
of  innovative  ideas  in  the  communication  field  in  the  specific  areas  that  you  have 
addressed,  i.e.,  people-to-people  comnunlcations.   This  is  certainly  not  true  in 
the  whole  field  of  data  compiunlcations ,  where  literally  hundreds  of  first-class 
ideas  have  been  brought  forth  and  many  implemented. 

I  can  see  a  need  for  the  VOICEGRAM  idea  provided  the  cost  is  comparable  to  that 
of  a  telephone  call  of  one-minute  duration.   However,  in  reading  some  of  the 
appendages  to  the  description  of  the-  VOICEGRAM,  the  prices  there  are  considerably 
higher  than  I  anticipated. 

The  other  reservation  that  I  have  is  the  method  for  implementing  this  idea,  which 
I  have  not  fully  studied,  but  must  confess  that  as  I  read  the  original  proposal, 
a  number  of  methods  for  implementation  came  to  my  mind.   However,  none  of  thera 
has  been  detailed  or  economically  evaluated. 

As  for  Western  Union,  most  of  the  telegrams  I  have  sent  over  the  past  couple  of 
years  have  been  VOICEGRAMS  in  which  Western  Union  telephones  the  message  to  the 
receiver  and  they  are  rarely  followed  up  with  copies.   If  they  elected  to  do 
VOICEGRAMS,  my  estimate  is  that  they  would  be  fully  qualified  in  both  market  and 
technical  ability  to  create  the  vehicle  to  deliver  VOICEGRAMS.   I'm  therefore 
surprised  that  they  have  not  been  more  receptive  to  your  idea. 

Hope  that  some  of  these  thoughts  have  been  of  some  value  to  you.   Thank  you  again 
for  the  opportunity  to  review  the  proposal. 

Best  personal  regards, 

/ 

Isaac  ^,-  Auerbach 
President 


Philadelphia 

washinglon 

new  york 

tondon 
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STATEMENT 
BY 

ONE  BELL  SYSTEM  EXECUTIVE 


"Ray,   the  VOICEGRAM  is  so  damn  simple 
nobody  thought  of  it  -  it's  a  natural.  " 


Unfortunately,   the  executive  cannot  be  named. 


4819 


George  E.  Beggs,  )r. 

1536  STUCKERT  ROAD 
WARRINGTON,  PA.  18976 

215-343-1920 

April  8,  197A 


Ur.  C.  Raymond   Kraus 

Consulting  Commimicatione  Engineers,   Inc. 

8A5  Mount  Moro  Road 

Villanova,   Pennsylvania     19085 

Dear  Rayj 

I  appreciated  your   letter  of  March  28  and  the 
data  on  the  VOICEGRAM.     I  think  the  time  gap  problem 
has  been  getting  steadily  worse,   particularly  as  evidenced 
by  the  humorous  comment  on  the   increase  In  postal  rates, 
which  goes  something  like  this:     Postal  rates  have  in- 
creased  from  eight  to  ten  cents  because  letters  are  now 
being  held  in  the  postal  system  not   four  days  but   five, 
a  25$  increase  in  both  cases,  of  coirsel 

I  do  think  the  concept  of  VOICEGRAM  is  a  good 
one  and  could  be  infinitely  better  than  any  communications 
we  know  to  date,     I  do  think  your  statement,  as  opposed 
to  the  mere  detailed  papers,  lacks  one  thing,  and  that  is 
the  commsnt  on  the  MAIITiRAM  by  indirection,    i.e.    "The 
dying  telegram  cannot  be  considered  a  means,   etc.    etc." 
I  think  soma  people  nay  feel  that  Western  Union's  telegram 
is  still  a  vital  issue  in  the  communications  industry  and 
view  the  MAILGRAM  an  an  adder  to  an  already  adequate 
telegraph  service.     The' MAILDRAM  as  you  point  out 
elsewhere  in  your  data  has  a  corner   from  which  it  nay 
operate  but  It's  not  the  solution  that  VOICBGRAU  could 
provide. 

Keep  me  posted] 

SiiKserely  yoiu:s 


^- 


f^tMtr    Prrs.^r^y  -    Let^s  >  l^Vrtkry.A  Cc*f, 


39-887   O  -  74  -  pt.  6  -  63 
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michigan  technological    university 

nou^ton.  mkMaan  4Sa31 


m 


college  of  engineering 

department  of  electrical  engineering 

906/  487-2550 


April  15,    1974 


Mr.    C.    Raymond  Kraus,    President 
Consulting  Communications  Engineers,    Inc. 
84  5  Mount  Moro  Road 
Villanova,    Pennsylvania  19085 

Dear  Ray: 

1  have  read  the  material  you  sent,    and  I  agree  with  the  basic  premise  that 
our  communications  systems  at  this  time  are  quite  inadequate.     The  ser- 
vices you  mention,    particularly  the  VOICEGRAM  and  the  FAXGRAM,    are 
very  interesting  additions  to  the  family  of  communications  services  with  the 
FAXGRAM  in  my  opinion  being  the  more  valuable  because  of  the  written 
record.     However,    the  VOICEGRAM  sounds  also  attractive  because  of  its 
use  of  a  storing  and  forwarding  computer  to  do  that  which  so  often  is  frus- 
trating to  individuals.     I  believe  in  my  own  work  at  this  somewhat  remote  lo- 
cation I  would  find  both  of  these  services  very  useful  and  cost  effective.     I 
should  like  to  be  kept  informed  as  plans  unfold  to  introduce  some  of  these 
improverhents. 


Sincerely  yours. 


Richard  F.    Schwartz 
Professor  and  Head 


RFS/rt 
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Mechanical  Engineering 

and 
Mechanics  Oepartment 


drexel  university  •  Philadelphia  ic>io4  •  215 8952 


000 

April  16,  1974 


Mr.  C.  Raymond  Kraus 

President 

Consulting  Conmunlcations  Engineers,  Inc. 

845  Mount  Moro  Road 

Vlllanova,  Pa.   19085 

Dear  Ray: 


VOICEG^  !^^?  ^^""^T  '°  r.'^l   "''"^"  ^°''   ""y  "n^ents  about  the  proposed 
3ork  «^  service   I  would  find  It  very  useful  both  for  my  academic 
work  and  my  consulting  practice. 

1.0   M*^  ^°"  ^°'''    ^^^   '^^  students  In  my  graduate  program  In  Englneer- 
in'the  :ve"lnL"'r'"''°'''  full-time.   Thus,  all  our'classes  ar  g"en 
in  the  evenings.   Consequently,  my  schedule  Is  quite  irregular   I  have 
frequent  contact  with  the  students  but  the  time  urc.n    ^"^"-   ^  ^''"'^ 
great.   Twenty-four  hour  delay  would  be  s:tlsf  ctof;?'^^"stim:  ^h:t 
about  one  out  of  five  phone  calls  actually  reaches  le   the  first  time   n, 

s  ::x\oT:4  tirz::-  ^'^  r'r^  -  reach%he^df  i"m:jr;ff?^r 

sive  for  the  UnlversUv   Th.   ?     '"'  ''''  ^'   "°'  ^^^^  ^^^   ^^   «-?«"" 
problem.     '^"^"^"^^y-   The  volcegram  would  be  an  ideal  solution  to  this 

us.  rll   r/^""  f^  ""^  consulting  business  is  concerned,  I  do  not  like  to 

I  trust  this  will  be  useful  to  you. 

Sincerely,  ^ 

D.B.  Smith,  Director  A  ' 

Engineering  Management  Program 
DBS:mc 
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f^ilijijiLarnont  * 

Xg^»**     Gear  Company 

.      4600  N.  Fairhill  Street,  Philadelphia,  Pa.  19140     •     Telephone:  (215)  329-6750 

CUSTOM  GEAR  MANUFACTURERS:  Spiral  Bevel   •   Spur  •   Helical   •    Bevel   •   Worm  •  Internal  •  Worms  •  Sprockets  •  Racks 

April    5,     1974 


Mr.  C.  Raymond  Kraus 

CONSULTING  COMMUNICATIONS  ENGINEERS,  INC. 

845  Mount  Moro  Road 

Villanova,  Pa.  19085 

Dear  Ray: 

I  was  very  interested  in  reading  about  your  VOICEGRAM 
system  and  its  variations.   You  have  certainly  hit  upon  an 
area  that  badly  needs  attention.   Telephoning  is  great  but 
I  find  that  with  the  difference  in  cost  between  station  to  station 
and  operator  assistance  calls  we  definitely  have  a  problem  when 
we  wish  merely  to  give  an  answer,  make  a  request,  transmit  some 
data,  etc.   This  is  especially  true  as  our  postal  service  continues 
to  deteriorate. 

Your  Voicegram  system  sounds  as  though  it  fills  a  basic 
and  urgent  need  and  we  would  welcome  enthusiastically  a  solution 
such  as  this. 


With  best  regards, 


Very  truly  yours, 
LAMONT  GEAR  COMPANY 

Arthur  J.  Seller, 
President 
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Dittberner  Associates,  Inc. 


April  2,    1974 

Mr,    C.    Raymond  Kraus 

President 

Consulting  Connn-iunications  Engineers 

845  Mount   Moro  Road 

ViUanova,    Pennsylvania   19085 

Dear  Mr.    Kraus: 

Thank  you  very  much  for  your  note  dated  1  April,  1974,  enclosing 
a  number  of  the  papers  which  you  have  submitted  to  different  conferences, 
the  prospectus  for  your  interconnect  seminar,  and  your  request  for  com- 
ments on  the  record  services  on  an  national  and  international  scale. 

I  personally  have  been  familiar  with  the  concept  of  store  and  forward 
voice  message  service  for  considerable  amount  of  time,   having  sugg3sted  to 
Western  Union  during  consulting  assignments  to  them  more  than  eight  years 
ago.      I  personally  am  very  much  for  the  concept  of  the   "voicegram",    parti- 
cularly since  the  amount  of  time  and  effort  required  to  deliver  the  information 
to  Western  Union,    or  the  other  international  record  carriers  by  voice,   and 
get  an  accurate  transcription  of  it  recorded  by  the  telegram  or  telex  operator 
is  both  aggrevating,   and  time  consuming.     I  agree  that  a  I -way  voice  conver- 
sation,   in  terms  of  a  message  delivery  service,    would  be  a  fully  adequate 
message  service  for  a  substantial  number  of  both  national  and  international 
messages  which  we  now  send  by  telegram  or  telex.     If  one  were  to  utilize 
some  degree  of  voice   compression,    eliminating  long  pauses  (which  can 
easily  be  done  with  modern  computer  techniques    inexpensively),    the  actual 
transnnission  time  could  likely  be   reduced  by  at  least  5  0%  over  the  initial 
voice  transmission  time.      I,    and  my  firm  would  fully  support  the  desirability 
of  such  a  service  on  a  national  and  a  international  level. 

With  regards  to  the  Faxgram,    this  concept  is  also  very  worthwhile, 
but  inherently  is  less  flexible,    and  requires  a  greater  investment  on  the  part 
of  either  the  post  office,    or  the  common  carrier  m  order  to  install  the 
necessary  number  of  facsimile  devices.     I  would  believe  that  a  stDre  and 
forward  facsimile  service,    permitting  either  delivery  to  the  nearest  service 
center,    or  directly  to  a  user  with  a  technically  compatible  facsinnile  machine, 
would  be  most  desirable.      However,    there  are  substantial  technical  difficulties 
in  ternns  of  technical  compatability  between  existing  facsimile  devices  of 
different  manufacturers.      This   should  be  clearly  recognized  m  looking  at  the 
economics  and  viability  of  such  a  network. 
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Mr.    C,    Raymond  Kraus 

Consulting  Communications  Engineers 

Page  Two 

April  2,    1Q74 


Hoping  that  you  find  these  remarks  of  interest  to  you,    and  looking 
forward  to  the  opportunity  of  getting  together  some  time  soon  in  Philadelphia 
to  discuss  these  matters   personally. 

Best  personal   regards, 


Sincerely  yours, 
3ITTBER 
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I  <)  i;  I,  H  K  I.  N 


April  15,  197^+ 

Mr.  C.  R.  Kraus 

Consulting  Communications  E^lneers,  Inc. 

845  Mount  More  Road 

Vlllanova,  Pa.   I9085 

Dear  Mr.  Kraus i 

Subject  I  New  Communication  Services 

I  have  read  descriptions  of  VOICEGHAM,  FAXGRAM  and 
other  potential  new  communication  services,  as  described 
by  you  to  the  IEEE  International  Communications  Conferences 
of  June  21,  1972  and  June  11-13,  1973. 

VOICEGRAM  seems  to  me  to  be  an  extension  of  the 
utility  of  the  telephone  which  I  should  be  glad  to  have 
available.   It  can  fill  several  real  gaps  between  that 
which  exists  and  that  which  one  would  frequently  like  to 
have.   The  called  phone  busy,  or  alternatively  unanswered. 
Is  an  all  too  common  nuisance,  especially  when  the  called 
phone  Is  In  a  household. 

As  for  FAXGRAM,  let  me  say  that  the  slogan  "All  first 
class  mall  by  air"  has  always  left  me  unimpressed.   Obviously, 
all  first  class  mall  Important  enough  to  be  expedited  should 
go  by  FAX,  and  should  have  started  to  be  so  handled  twenty  or 
thirty  years  ago. 

How  do  we  -  the  American  public  -  get  these  Improve- 
ments to  become  available?   I  hope  you  can  act  to  this 
effect. 

Slncecely, 


A.  V.  Loughren 
AVL/mel 
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M         '    V  >■, 


April    4,    1974 


Mr.  C.  Raymond  Kraus 

President 

Consulting  Communications  Engineers,  Inc. 

845  Mount  Moro  Road 

Vill2inova,  Pennsylvamia   19085 

Dear  Mr.  Kraus: 

I  have  reviewed  the  material  you  have  sent  me  on  the  VOICEGRAM. 
I  know  that  if  such  a  system  existed  I  would  use  it,  providing, 
of  course,  the  costs  were  reasonable.   It  would  be  also  very 
useful  to  have  some  sort  of  a  printer  on  the  receiver  so  the 
message  could  be  typed  out  since  some  sort  of  a  permanent  record 
is  so  often  needed.   But  p>erhaps  the  first  step  is  enough  to 
get  things  started. 


Sincerely  yours, 

"v^  d.  yUbkcJ 

Eric  A.    Walker  (/Cma) 
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IV     RESULTS  AND  CONCLUSIONS 

Of  the  50  letters,   26  replies  were  received.      All 
those  replying  favored  the  VOICEGRAM,  many  enthusiastically. 
Nine  mentioned  the  FAXGRAM  as  a  needed  service;  one  felt  that 
the  proposed  form  was  uneconomical.     Four  mentioned  the  unfilled 
time  gap  between  the  telephone  and  the  mail  and  agreed  that  new 
services  should  be  provided  to  serve  the  public.     Three  from  the 
West  Coast,  in  commenting  favorably  on  the  VOICEGRAM,  point- 
ed out  that  the  VOICEGRAM  is  urgently  needed  there  because  of 
the  three  hour  time  difference  across  the  country. 

The  conclusions  from  the  preliminary  survey  are: 

1.  There  is  an  unanimity  of  opinion  that  the  VOICE- 
GRAM  is  urgently  needed  now. 

2.  FAXGRAM  service  is  desired,   but  opinion  is  not 
universal. 

3.  Sufficient  data  have  been  developed  to  support 
the  need  for  a  more  elaborate  survey. 


4828 

American   Can   Co., 
Greenwich,  Conn.,  September  10,  1974- 
Mr.   Gerald  Hellerman, 

Special  Financial  Adviser,  Senate  Subcommittee  on  Antitrust  wnd  Monopoly, 
U.S.  Senate,  Washington,  D.C. 
Dear  Mr.  Hellerman  :  We  are  pleased  to  participate  in  the  activities  of  the 
Senate    Subcommittee    on    Antitrust    and    Monopoly.    The    attached    summary 
report  outlines  our  activities  in  three  primary  areas  as  follows: 

1. — Why  American  Can  Company  installed  a  number  of  private  telephone 
svstdns 

2. — Comments  on  the  interface  devices  as  supplied  by  the  common  carriers. 
3.— Comments  on  the  F.C.C.,  P.B.X.  Advisory  Committee. 
We  hope  that  these  comments  prove  useful  to  the  Committee. 
"Very  truly  yours, 

Arthur  R.   Byrne. 
Summary  Report 

Why  interconnect  and  experience  to  date 

The  American  Can  Company  is  a  large  user  of  communication  services.  In 
the  early  1960's  we  began  a  program  of  evaluation  and  management  of  the  system 
of  Information  Technology,  encompassing  all  phases  of  the  art  including  voice, 
written  record,  and  data  transmission.  We  look  upon  communication  facilities, 
not  as  a  convenience  item,  but  as  a  valuable  tool  in  the  operation  of  our  busi- 
ness. As  a  result  our  communication  facilities  have  expanded  into  one  of  the 
larger  systems  of  leased  line  networks.  The  traffic  generated  equates  to  approxi- 
mately ten  thousand  voice  calls  and  thirty  million  characters  of  data  per  day; 
this  in  addition  to  toll  and  local  calling.  It  is  essential  to  the  operation  of  our 
business  that  we  have  access  to  modern,  efficient,  cost  effective  communication 
service. 

The  Carterfone  and  Specialized  Common  Carrier  decisions  appeared  to  offer 
a  solution  to  the  situation  of  limited  choice  in  the  areas  of  terminal  equipment 
and  transmission  facilities.  We  began  a  study  program  to  develop  a  record  of 
present  eqifipment  and  what  we  would  view  as  a  reasonable  upgrade.  We  found 
that  the  service  now  provided  by  the  carriers  (Bell  and  Independent  Telecos) 
spanned  several  generations  of  equipment.  We  found  forty  types  of  equipment 
which  were  produced  by  seventeen  manufacturers  ranging  from  the  earliest 
type  of  step  by  step  to  the  latest  electronic  systems. 

The  result  of  our  study  indicated  it  would  be  advantageous  to  proceed  with 
a  program  of  installing  privately  owned  PABX  systems  for  four  basic  reasons. 

1.  Reduce  cost — A  sample  of  plant  installations  was  taken  to  establish  a  repre- 
sentative cross  section  of  the  entire  company.  The  ability  to  purchase  offered  an 
attractive  return  and  an  ultimate  cost  reduction  of  60%. 

2.  Stabilize  cost — The  ability  to  purchase  the  equipment  eliminated  the  ex- 
posure to  rate  increases.  The  rate  increase  requested  by  New  York  Telephone 
is  unusual ;  however,  this  is  the  total  of  rate  increases  granted  New  York 
Telephone  Company  over  the  past  five  years. 

3.  Uniformity  of  Equipment — The  wide  variety  of  equipment  being  supplied 
by  the  carriers  was  posing  problems  in  the  design  and  operation  of  the  network. 

4.  Utilization  of  new  Technology — Devices  to  provide  accounting  details, 
engineering  statistics  and  performance  information,  were  becoming  available. 
The  telephone  companies  refused  to  provide  this  service. 

The  program  was  instituted  with  a  test  group  of  seven  locations  which  rep- 
resented a  reasonable  sample  of  the  total  company. 

12/17/72 — Naheola,  Alabama — A  large  pulp  mill  located  in  rural  Alabama,  served 
by  an  independent  telco  difficult  to  install  and  maintain. 
7/27/73 — Fairlawn,  New  Jersey — Engineering  Center — heavy  traffic — office  type 

area. 
9/14/73 — Regency,  New  Jersey — A  new  plant  which  will  show  a  sharp  growth 

factor. 
11/06/73 — Princeton,   New   Jersey — Research  Lab — medium  traffic,   lab  atmos- 
phere— very  critical  personnel. 
12/17/73— Hunting,  Long  Island— Small  Chemical  Plant. 
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4/06/74 — Hillside,  New  Jersey — Large  Can  Plant — All  functions  of  a  larger  type 

of  manufacturing  facility. 
7/06/74 — Metuchen,   New   Jersey — Data   Center — Exclusively   data   processing 

activity — heavy  traffic  to  all  locations — critical  that  performance  be 

stable. 

The  market  was  reviewed  and  the  following  suppliers  were  selected : 

Oki  Electronics  of  America,  Ft.  Lauderdale,  Florida — An  agreement  was 
reached  whereby  American  Can  would  supply  the  engineering  specifications  and 
Oki  would  assemble  the  unit  to  our  specifications.  This  allowed  us  to  build  in 
certain  safety  factors  in  the  traffic  handling  capabilities  of  the  switch.  Arrange- 
ments were  made  with  J.A.B.  Trucking  Company  to  pick  up  the  unit,  which  had 
been  pre-tested  at  Oki  and  deliver  it  directly  to  site.  This  avoided  the  possibility 
of  damage  during  shipment. 

North  Electric  Supply  Company,  Lenexa,  Kansas — Through  North  we  pur- 
chased standard  telephone  instruments  manufactured  by  International  Tele- 
phone &  Telegraph  Company,  as  well  as  key  equipment  and  miscellaneous  items 
of  equipment. 

Henkles  &  McCoy,  Blue  Bell,  Pa. — Installation,  labor,  wire,  cable  and  necessary 
hardware  were  supplied  by  Henkles  &  McCoy.  Again,  we  did  the  cable  engineer- 
ing and  terminal  distribution  so  that  adequate  growth  could  be  built  into  the 
system. 

The  point  of  concern  was  the  area  of  on-going  maintenance;  however,  the 
performance  to  date  has  been  completely  satisfactory.  Each  area  has  been  con- 
tracted on  an  individual  basis  and  a  detailed  record  of  equipment  installed  and 
maintenance  routine  to  be  followed  has  been  established.  Contracts  were  negoti- 
ated with  local  organizations  for  this  service. 

Naheola  Collins  Radio  Service — Demopolice,  Alabama;  Fairlawn  TSSCO — 
Paterson,  New  Jersey;  Regency  TSSCO— Paterson,  New  Jersey;  Hillside 
TSSO — Paterson,  New  Jersey;  Princeton  TSSCO — Paterson,  New  Jersey; 
Metuchen  TSSCO — Paterson,  New  Jersey;  and  Huntington  Telephone  Installa- 
tion &  Maintenance — Long  Island  City. 

For  the  most  part,  cutovers  have  been  made  on  time  with  minimal  problems. 

INTEEFACE    DEVICES 

In  1970  in  its  report  to  the  Federal  Communication  Committee,  the  National 
Academy  of  Sciences  stated  that  uncontrolled  interconnection  of  privately  owned 
equipment  presented  a  possibility  of  harm  to  the  network  in  four  areas.  The 
carriers,  in  an  effort  to  proect  the  network,  developed  a  family  of  interface  devices. 

The  N.A.S.  determined  that  the  possibility  of  harm  existed  but  were  unable  to 
determine  the  probability  of  the  event  occurring.  Arguments  have  raged  both  pro 
and  con  on  this  subject.  It  was  felt  that  a  program  of  certification  could  be 
established  and  thereby  eliminate  the  need  for  protective  interface  devices.  The 
status  of  this  program  will  be  discussed  in  the  section  "PBX  Advisory 
Committee". 

Several  points  are  worth  mentioning  before  we  review  the  interface  devices 
themselves. 

1.  Independent  Telephone  Companies,  some  having  only  four  permanent  em- 
ployees and  fewer  than  three  hundred  subscribers,  have  been  buying  a  variety 
of  equipment  and  connecting  this  to  the  exchange  network  without  harm  to  the 
network.  This  same  equipment,  when  installed  by  a  private  user,  must  have  an 
interface  device. 

2.  Equipment  of  most  major  manufacturers  operates  at  48  volts  with  ringing 
current  of  100  volts.  The  higher  voltage  is  not  directed  toward  the  network; 
however,  the  possibility  exists  that  it  could.  Normal  network  specification  calls 
for  voltage  no  higher  than  135  volts  be  applied.  This  30%  factor  for  variation 
should  cover  the  incidental  surges  that  might  occur;  therefore,  the  protection 
must  be  for  accidental  or  spurious  introduction  of  foreign  voltage.  When  one 
considers  that  telephone  cables  often  occupy  poles  with  electric  utility  cables 
carrying  high  voltage,  it  could  seem  that  a  greater  danger  exists  at  that  point 
than  in  a  system  which  is  basically  low  voltage. 

3.  It  has  been  stated  that  telephone  companies,  being  regulated  by  government 
agencies,  will  be  careful  to  assure  that  no  harm  comes  to  the  network  and  an 


4830 

assumption  is  made  that  a  private  owner  will  show  less  concern.  From  a  business- 
man's viewpoint,  it  is  difficult  to  visualize  a  company  paying  fifty  to  one  hundred 
thousand  dollars  for  a  piece  of  equipment  to  perform  the  vital  function  of  tele- 
phone communication  and  then  allowing  it  to  deteriorate  to  a  point  where  it 
would  harm  the  network.  In  all  probability  service  would  degrade  before  this 
point  had  been  reached. 

The  interface  devices  have  grown  in  number  and  have  changed  in  design  and 
function.  We  have  had  experience  with  three  units,  namely,  CDQ4W,  CDH,  and 
VCP  on  which  we  will  comment. 

CDQ4W — This  device  is  the  interface  used  on  a  private  leased  line  that 
terminates  in  a  Customer  Owned  and  Maintained  Equipment  (COAM).  Since  the 
early  '60's  leased  lines  without  interface  were  provided  to  interconnect  privately 
owned  equipment  provided  it  was  customer  owned  at  both  ends  and  did  not 
have  access  to  the  exchange  network. 

The  device  we  use  is  the  CDQ4W  which  is  the  termination  of  a  four  wire  tie 
line.  The  applique  circuit  provides  for  isolation  of  the  customer  equipment  from 
the  exchange  network  should  we  attempt  to  use  it. 

CDH — This  devise  is  used  as  an  interface  for  the  local  exchange  trunk.  Orig- 
inally there  was  equipment  to  regenerate  and  reshape  the  dial  pulses.  This 
resulted  in  so  much  trouble  that  this  function  was  dropped  and  a  simple  relay 
introduced  which  follows  the  equipment  pulses  regardless  of  condition.  It  does 
protect  against  excessive  voltages. 

VCP — This  device  is  a  voltage  sensitive  circuit  breaker  used  to  protect  the 
interface  card  from  the  customer  power  supply. 

In  all  installations  we  provide  standby  power  so  that  in  the  event  of  a  power 
failure,  the  system  will  continue  to  function.  The  telephone  company  supplies  the 
power  to  the  interface  cards  through  a  power  pack  operating  on  commercial 
power.  This  establishes  a  condition  whereby  in  the  event  of  a  power  failure,  the 
internal  system  continues  to  function  but  all  tie  line  and  trunk  calls  are  cut  off 
and  no  service  is  available  on  these  facilities  until  power  is  restored.  This  condi- 
tion was  deemed  unsatisfactory  and  we  proposed  that  we  supply  the  24  volts  and 
48  volts  needed  for  the  interface  devices.  The  AT&T  Company  agreed.  We  installed 
a  regulator  to  develop  these  two  voltages  and  installed  a  circuit  breaker  in  the 
power  source  between  our  equipment  and  the  interface  card.  At  this  point  the 
local  telephone  company  indicated  that  they  require  fuse  protection  on  this  power 
source.  The  resultant  configuration  has  our  voltage  regulator  going  through  a 
circuit  breaker,  then  to  the  telephone  company  circuit  breaker  to  their  network 
protection  device. 

An  installation  interval  of  fourteen  weeks  was  established  and  these  units  are 
being  supplied  one  at  a  time  on  a  scheduled  basis. 

An  interesting  point  to  note  is  the  cost  of  the  protective  devices  as  shown  on 
the  Huntington  bill  statement  which  shows  the  interface  device  to  be  $9.40  per 
month  and  the  trunk  circuit  that  is  protecting  at  a  cost  of  $5.64  per  month. 

P.B.X.    ADVISORY    COMMITTEE 

The  National  Academy  of  Sciences  in  its  report  to  the  Federal  Communication 
Commission  stated  that  uncontrolled  interconnection  of  customer  owned  equip- 
ment posed  the  possibility  of  harm  to  the  national  network.  Protection  for  the 
network  could  be  accomplished  through  the  use  of  protective  interface  devices  or 
through  a  carefully  planned  certification  program. 

The  F.C.C.  established  the  PBX  Advisory  Committee  to  establish  a  program 
of  equipment  certification  and  a  procedure  for  enforcement  of  the  program.  The 
committee  was  made  up  of  thirty-one  members  from  all  segments  of  the  industry. 
Representatives  from  AT&T,  General  Telephone,  and  other  carriers,  manufac- 
turers of  equipment,  users,  and  state  regulatory  bodies  assembled  for  the  first 
time  in  May,  1971.  It  was  determined  that  the  committee  would  split  into  two 
groups — one  to  establish  the  procedure  for  enforcement  and  the  other  to  estab- 
lish the  technical  standards.  The  committee  members  indicated  which  group  they 
would  serve  on  and  the  group  split  sixteen  and  fifteen  and  work  began. 

Several  approaches  were  suggested. 

1.  Since  standards  had  been  established  already  that  Bell  System  Practices  be 
used  as  the  basis  for  action.  This  was  rejected  by  AT&T  representatives. 

2.  A  "grandfather"  condition  be  established  whereby  any  equipment  that  was 
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presently  in  use  by  any  carrier  would  be  acceptable.  This  was  rejected  by  AT&T 
as  an  oversimplification  and  not  really  a  certification  program  at  all. 

3.  A  procedure  be  set  up  whereby  the  carrier  would  inspect  and  certify  the 
equipment  and  installation  before  cutting  over  the  trunks.  This  was  rejected  by 
all  carriers  as  imposing  undue  burden  on  them. 

4.  A  technical  standard  would  be  written  which  would  define  all  basic  terms 
and  develop  a  test  procedure  to  detect  the  presence  of  conditions  that  could  cause 
harm.  It  was  agreed  that  the  harms  cited  by  the  N.A.S.  would  be  used  as  a  base 
but  not  limited  to  these  alone.  At  the  same  time  a  group  would  be  drafting  the 
procedures  for  enforcement  of  the  program. 

The  meetings  became  a  series  of  compromises  which  resulted  in  a  program  so 
unwieldy  that  for  practical  purposes  it  could  not  be  implemented.  In  March  of 
1972,  recognizing  the  fact  that  a  workable  certification  program  had  little  chance 
of  being  developed,  a  task  force  was  established  to  set  up  an  interim  program 
which  would  retain  the  interface  device  but  would  provide  for  certification  of  the 
unit  and  ownership  by  the  user ;  thereby  eliminating  the  single  largest  source  of 
conflict  during  an  installation. 

In  August,  1972  the  sixth  and  final  draft  of  the  certification  was  submitted. 

It  is  interesting  to  note  that  the  Dialer  Advisory  Committee  which  was  formed 
to  develop  a  certification  program  for  Dealers,  Answering,  and  Conferencing 
devices  also  was  unable  to  reach  a  workable  solution  in  their  deliberations. 

On  April  3,  1973,  the  FCC  released  docket  #19528  which  solicited  comments 
on  three  interim  proposals  submitted.  They  were  the  Advisory  Committee  Task 
Force  Proposal,  a  proposal  submitted  by  NARUC  and  the  Oflice  of  Chief  Engineer 
Common  Carrier  Bureau.  This  matter  is  still  pending. 

A  proposal  submitted  by  the  Rochester  Telephone  Company  and  approved  by 
the  New  York  Public  Service  Commission  has  been  in  operation  for  some  time. 
This  program  provides  that  if  standard  equipment  supplied  by  a  reputable  manu- 
facturer is  installed,  the  telephone  company  will  connect  its  facilities  via  a  sim- 
ple fuse  arrangement.  In  addition,  a  simple  isolation  arrangement  is  built  in.  This 
device  is  operated  from  the  central  oflice  and  isolates  the  customer  equipment 
from  the  trunk  so  that  trouble  can  be  pinpointed  and,  in  the  event  of  equipment 
malfunction,  the  equipment  can  be  removed.  This  plan  has  been  operational  and 
no  harm  to  the  network  has  been  recorded. 


Tate    Communications, 
Troy    Mich.,    September   16,    1974. 
Attention :    Gerald    Hellerman. 
Senate  Anti-Trust  and   Monopoly   Committee, 
U.S.    Senate, 
Washington,    D.C. 

Deab  Mr.  Hellerman  :  As  an  addition  to  portions  of  my  testimony,  I  have  some 
more  cases  to  add  to  your  ever-growing  list  of  Bell  system  harassments  and  acts 
of  reciprocity.  ' 

They  are : 

Blanche  Bekkering  Inc.  of  Flint,  Michigan. — Tate  Communications  had  a 
signed  contract  and  a  down  payment  for  two  telephone  systems  for  this  customer. 
A  letter  was  sent  to  Michigan  Bell  ordering  the  necessary  interface  devices.  Bell 
immediately  contacted  the  customer  indicating  that  they  (Bell)  were  not  there 
to  discuss  the  systems  sold  by  Tate  Communications,  but  the  two  similar  tele- 
phone systems  not  yet  contracted.  The  customer  was  advised  that  Bell  was  pro- 
posing a  45%  to  55%  rate  decrease  on  their  key  telephone  systems.  The  customer 
now  properly  "set  up"  then  said,  "Well  wouldn't  this  also  apply  to  the  systems 
we  contracted  for  with  Tate  Communications?"  Bell  said  "yes."  The  customer 
cancelled  both  contracts  leaving  Tate  Communications  with  the  job  started  and 
equipment  delivered,  some  of  which  was  unreturnable  to  the  manufacturer. 

The  Bank  o/  Lansing,  Lansing,  Michigan. — Tate  Communications  was  adding 
a  branch  OPX  Key  system  off  of  an  existing  C.O.A.M.  PBX.  On  the  day  of  the 
cut,  the  Bell  installer  said  that  all  of  the  circuits  required  Bell  repeaters  to  work 
properly.  However,  only  two  of  the  four  were  so  equipped.  The  two  circuits  with- 
out repeaters  were  unusable  for  a  period  of  six  weeks.  Meanwhile  Bell  was  run- 
ning admittedly  erroneous  transmission  studies.  On  two  occasions,  the  field  Bell 
people  lied  to  their  own  "interconnect  coordinator"  on  the  claimed  installation 
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of  the  needed  repeaters.  During  this  six  week  period  Bell  representatives  re- 
peatedly told  the  customer  the  "problem"  was  in  the  C.O.A.M.  equipment.  As 
soon  as  the  repeaters  were  installed,  the  system  worked  perfectly.  Tate  Commu- 
nications lost  in  excess  of  40  man  hours  pursuing  the  "solution." 

The  Hartman  Oroup  and  Amurcon  Corporation,  both  of  Southfield,  Michigan. — 
Bell  improperly  installed  their  STC  interface  devices  for  Amurcon  Corporation. 
After  repeated  Bell  claims  that  a  "hum"  on  the  lines  was  in  the  C.O.A.M.  equip- 
ment, a  joint  visit  with  the  "interconnect  coordinator'  showed  the  cause  was  an 
"unfiltered"  Bell  power  supply  for  the  STC's.  In  making  the  "corrections,"  Bell 
put  the  neighboring  C.O.A.M.  system  (in  the  same  high  rise  office  building),  the 
Hartman  Group,  completely  out  of  service  for  about  one-half  hour,  then  put 
Amurcon  out  of  service  for  about  another  one-half  hour,  then  no  lines  rang  in 
for  another  one-half  hour  and  then  left  with  at  least  one  line  completely  out  of 
service.  Over  this  period,  20  CO.  lines  were  out  of  service.  Bell  said,  "They  for- 
got to  test." 

W.  J.  Doland  Assoc,  Inc.  of  Dearborn  Heights,  Michigan. — This  firm  does 
imderground  trenching  work.  Both  the  principal  and  one  other  staff  member  in- 
dicated that  if  they  did  work  for  us,  Bell  told  them  they  would  lose  their  Bell 
business.  It  was  also  indicated  that  "No  way  would  I  turn  down  business  myself 
without  Bell  pressure." 

If  you  need  more  details,  please  let  me  know. 
Sincerely, 

John  S.  Cosgbove, 

JSC/bks. 
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